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EXECUTIVE SUMMARY



EXECUTIVE SUMMARY

Findings and Recommendationst

As of May 3, 2017, Puerto Rico had approximately $74 billion of bond debt and $49
billion of unfunded pension liabilities. For an economy of Puerto Rico’s size, the burden of this
debt has been catastrophic—it has been a financial, and ultimately a humanitarian,
catastrophe. The toll it has taken on the people of Puerto Rico begs a pressing question: How
did it happen?

This Report, like the Independent Investigation upon which it is based, aims to answer
that question based on the facts. On the same basis, it offers recommendations for the people of
Puerto Rico, and the policymakers who represent them, to consider in making sure they never
have to go through all this again.

On September 1, 2017, the Oversight Board, acting by and through the Special
Investigation Committee, retained Kobre & Kim LLP as the Independent Investigator. The
mandate was to conduct an investigation under PROMESA into the factors contributing to
Puerto Rico’s fiscal crisis, as well as Puerto Rico’s issuance of debt. Following interviews with
over 100 witnesses and review of thousands of documents, as discussed in detail in Part I, we
find the following:

L All capitalized terms in this Executive Summary are used consistently with the definitions set forth in
the Defined Terms, attached as Appendix A.
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When the Possession Tax Credit’s ten-year phase-out period terminated in 2006, Puerto
Rico faced a declining population, increasing unemployment, mounting budgetary issues
(amplified by a lack of transparency into the spending of the Puerto Rico-Related Entities, as
well as delayed disclosure of audited financial reports), and escalating pension
liabilities. Instead of implementing long-term plans to stimulate the Puerto Rico economy, to
balance the budget and to fund ERS during the Relevant Period, Puerto Rico’s political branches
and GDB turned to the debt markets for shorter-term fixes. The short-term fixes included,
among others: (i) the creation of the SUT, a portion of which purportedly secured issuances by
COFINA; (ii) the entry into swap arrangements to generate cash to close budget gaps; (iii) an
increase in deficit financing; and (iv) the issuance of Puerto Rico-Related Bonds that were
purportedly secured by contributions to ERS.

With some of these structures, the Puerto Rico-Related Entities incurred billions of
dollars of liability, but did not include those amounts when calculating how close Puerto Rico
was to reaching its Constitutional Debt Limit. At times, in the absence of certain regulations we
will discuss, underwriters sold the Puerto Rico-Related Bonds through Local CEFs in which only
Puerto Rico investors purchased shares. Many of those Local CEFs were also managed by
affiliates of the same investment banks that underwrote the Puerto Rico-Related Bonds in which
the Local CEFs were invested.

GDB, in its dual role as fiscal agent and lender, enabled the Puerto Rico-Related Entities
(particularly the Public Utilities and HTA) to subsist on appropriations from the General Fund,
short-term cash influxes from GDB, and bond proceeds. This was done instead of holding the
Puerto Rico-Related Entities accountable for their debts, ensuring that Issuers of revenue bonds
actually collected sufficient revenues to repay those bonds, or demanding fiscal responsibility
and independence. As the Puerto Rico-Related Entities amassed unsustainable levels of debt, the
CRAs became increasingly concerned about the Puerto Rico-Related Entities’ perpetual reliance
on support from Puerto Rico and GDB, among other factors. The CRAs ultimately implemented
a series of credit rating downgrades for Puerto Rico-Related Bonds at various points between
2012 and 2014, with most of those bonds reaching “junk” status between February and June of
2014.

As each of the Puerto Rico-Related Entities lost access to the capital markets, the short-
term fixes strained the liquidity of Puerto Rico and GDB until it simply became
untenable. Eventually, many of the Puerto Rico-Related Entities sought bankruptcy relief in the
Title 111 Proceedings.

Below, we present a summary of our primary findings relating to each aspect of our
Independent Investigation. We also provide an overview of certain recommendations stemming
from those findings. We developed these recommendations on the basis of the evidence we
reviewed, with the goals of restoring Puerto Rico’s access to the capital markets and reducing the
likelihood of another debt crisis.
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A. Summary of Findings and Recommendations Regarding GDB

As we explain in detail in Part IV of this Report, the GDB Board members and
employees we interviewed were accomplished, diligent, and well-meaning professionals.
Notwithstanding their competence and professionalism, the evidence reflects that GDB’s dual
roles as fiscal agent and lender for the Puerto Rico-Related Entities were in tension, and that this
tension became untenable over time. This was compounded by structural deficiencies that
allowed the policy considerations of various gubernatorial administrations to affect the decision-
making of GDB in its capacities as both lender and fiscal agent.

The tension between GDB’s dual roles manifested itself in multiple ways, including:

e Through decisions to lend money to the Issuers for deficit financing, or as alternatives
to fiscally responsible measures that would have upset voters (such as a deeply
imperfect substitute for raising water and electricity rates), without applying stricter
credit standards or holding the Puerto Rico-Related Entities more accountable for
failures to satisfy those obligations when they came due; and

e Through decisions to approve new debt issuances for the purpose of “scooping and
tossing” older obligations or, again, as an alternative to forcing the Puerto Rico-
Related Entities to implement measures that would have made them less dependent
on borrowed liquidity, but that could have increased the costs of living for voters.

When coupled with a lack of resources to enable GDB’s practical oversight, these types
of decisions undermined GDB’s effectiveness as fiscal agent. They also compromised GDB’s
own liquidity over time. In light of the foregoing, we recommend that:

e Puerto Rico’s political branches consider separating the fiscal agent and lending
functions for GDB’s successor as fiscal agent;

e GDB’s successor as fiscal agent be given access to the joint and integrated accounting
systems that we recommend separately in Part VIII of this Report, to improve its
oversight of the Puerto Rico-Related Entities it advises; and

e Any successor to GDB as lender regularly evaluate the collectability of its public-
sector loan portfolio.

B. Summary of Findings and Recommendations Regarding Puerto Rico’s Public
Utilities

Part V of this Report presents the findings of our investigation into the Public Utilities.
We summarize select aspects here.

With respect to PREPA, we found evidence that politics directly impacted its rates in a
way that simultaneously kept the rates high and, yet, insufficient to cover operational expenses

4
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and capital improvement projects. To compensate for the suppressed base rate, PREPA became
dependent on short-term liquidity injections from GDB, with its principal means of repayment
being the issuance of bonds. Based on our review of the evidence, we attribute this to:

e A lack of political will to raise PREPA’s base rate;

e Politically-induced obstacles to reducing the power rate by converting PREPA’s
generation from oil to natural gas; and

e Politically-sanctioned subsidies that reduced PREPA’s collected revenues.

In addition, the sheer number of governor-appointed empleados de confianza predisposed
PREPA to massive turnover, loss of institutional knowledge, and decision-making that was
unresponsive to market forces.

Despite a lack of political will to raise rates at PRASA, the market ultimately forced
PRASA to do so. In particular, a combination of a reduction in appropriations from Puerto Rico
and court-ordered $2 billion in capital improvements forced PRASA to raise its rates in 2008 so
that it could reenter the bond market after a twenty-year absence. Bond issuances in 2008 and
2012 were tethered to rate covenants and an FOA that required PRASA to raise its rates in the
event that appropriations from Puerto Rico again ceased. When appropriations were eliminated
in 2013, the rate covenant and FOA forced PRASA to raise its rates over the objection of GDB
management and the Governor.

The evidence also reflects that neither GDB, in its capacity as fiscal agent, nor the
underwriters of the Public Utilities’ bonds monitored the Public Utilities’ actual use of proceeds
in relation to the represented uses identified in relevant offering documents. In part for this
reason, we worked with a financial advisory firm to analyze PREPA’s bond issuances between
2010 and 2013. That analysis identified a difference of several hundred million dollars between
proceeds from those issuances earmarked for PREPA’s Construction Fund, on the one hand, and
reported uses of funds for construction-related projects and changes in restricted cash accounts
for such uses, on the other hand.

Based on these findings and others set forth in Part \VV of this Report, if the political
branches in Puerto Rico desire to keep the Public Utilities as Puerto Rico-Related Entities
(rather than privatizing them), then we propose the following recommendations for
consideration:

e Recomposing the boards of directors for the Public Utilities to include a mix of
Governor-appointed and independent members, with longer and staggered terms
across administrations;

e Establishing an audit committee comprised of a majority of independent members of
the Public Utilities’ boards of directors, to verify financials and compliance with rate
covenants. The committee should be instructed to exclude uncollected revenues from
rate covenant calculations;
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e Adopting specific requirements for the Public Utilities to disclose their actual use of
bond proceeds;

e Establishing independent rate boards for both of the Public Utilities, which will be
tasked with setting and adhering to rate changes on a predictable, market-responsive
schedule;

e Empowering an independent fiscal agent to implement the Public Utilities’ respective
FOAs in a way that requires compliance with rate covenants; and

e Eliminating CILT altogether.

C. Summary of Findings and Recommendations Regarding COFINA

As detailed in Part VI of this Report, we found no evidence that the original purpose of
COFINA was to evade the Constitutional Debt Limit. Instead, the evidence reflects that
COFINA was originally intended to be a well-rated financing source that would help solve
Puerto Rico’s deficit issues. Over time, however, COFINA became a comparatively accessible
source of liquidity that staved off the need for Puerto Rico to find a more permanent solution to
its financial problems. And, there were insufficient checks and balances to encourage fiscal
discipline or to counterweigh the expansion of uses for COFINA funds.

If Puerto Rico seeks to issue debt in the future through a tax securitization structure, then
Puerto Rico’s political branches should consider implementing measures that are designed to
operate as meaningful checks on the use and accumulation of that debt. Such measures may
include:

e Amending the Puerto Rico Constitution so that this type of debt counts toward the
Constitutional Debt Limit calculation, even though tax securitization debt is not
backed by the full faith and credit of Puerto Rico;

e Adopting an independent oversight mechanism;

e Developing a plan for ultimately retiring the debt; and

e Adopting a statute that requires that the bonds or the issuer’s structure be validated by
a court of competent jurisdiction before the debt is issued, as discussed separately in
connection with the findings we set out in Part X1V of this Report.

D. Summary of Findings and Recommendations Regarding ERS

Part VII of this Report presents the results of our investigation into ERS, and specifically
into its decision to issue pension obligation bonds of ERS in 2008 in the aggregate amount of
approximately $3 billion. Payments on the ERS Bonds would reduce the amount of
contributions received by ERS for the following 50 years. ERS intended to invest proceeds from
the bonds to offset this reduction and improve its long-term funding position. But that strategy
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failed, triggering extensive criticism by various ERS stakeholders. We summarize below our
key findings based on the evidence:

ERS struggled perennially with unfunded liabilities, and by June 30, 2005, had
actuarial liabilities of $12.284 billion, of which only 19% were funded:;

By 2005, GDB and ERS were considering attempting to solve ERS’s unfunded
liabilities problem by issuing $2 billion in POBS;

The POBs that GDB and ERS considered at the time would have taken the form of
general obligation debt, which is consistent with most POBs at that time issued by
states and municipalities outside of Puerto Rico. Such an issuance was believed to
require authorization from Puerto Rico’s Legislative Assembly. The Puerto Rico
Senate proposed legislation and approved it, but the Puerto Rico House of
Representatives never voted on it;

An investment bank proposed a different structure that would not have constituted a
general obligation of Puerto Rico—i.e., securitizing the stream of regular payments
that Puerto Rico’s government employers are required by statute to make to ERS;

A Puerto Rico law firm reviewed this structure, concluded that it did not require
additional approval from Puerto Rico’s Legislative Assembly, and concluded that
ERS could execute the proposed issuance pursuant to existing law;

Before ERS issued the bonds, neither the CRASs nor the advisors and professionals of
ERS and the underwriters involved raised material concerns about ERS’s authority to
do so;

The Puerto Rico law firm acting as bond counsel for ERS opined in a letter appended
to the official offering statements for the bonds that ERS had the authority to issue the
bonds;

In the first half of 2008, ERS issued nearly $3 billion of bonds exclusively into the
local bond market (i.e., no bonds were made available for purchase by individuals or
funds located outside Puerto Rico). ERS did not issue additional bonds in the second
half of 2008 because of unanticipated market behavior. Starting in 2009, even as
credit markets began to re-open, additional ERS Bonds were not issued as a matter of
policy set by the incoming administration of Governor Luis Fortufio;

Decision-makers at ERS and GDB considered, on the advice of professionals, the
potential benefits and risks involved with issuing the ERS Bonds;

The strategy of borrowing against future employer contributions and investing the
proceeds may have succeeded in improving both ERS’s short-term cash position and
long-term underfunding problem if reasonable projections about market behavior and
other variables had held true (which they did not); and
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e The decision to issue the bonds anyway was motivated by the need to meet ERS’s
immediate cash needs until adjustments to the strategy could be considered and
implemented.

E. Summary of Findings and Recommendations Regarding Puerto Rico’s Budgeting,
External Reporting, and Accounting Functions

We present the results of our investigation into Puerto Rico’s budgeting, external
reporting, and accounting functions in Part V111 of this Report. As we explain in that discussion,
these functions were deficient during the Relevant Period. Among other things, Puerto Rico
failed to:

e Develop budgets based on accurate growth and revenue estimates, to which it could
adhere;

e Develop the infrastructure and resources it needed to support efficient accounting
functions; and

e Optimize its use of independent auditors. This often caused Puerto Rico’s external
financial reports to be late, which, in turn, interfered with the ability of interested
parties to acquire sufficient transparency into matters that concerned, or were
otherwise intertwined with, Puerto Rico’s fiscal health.

To improve Puerto Rico’s budgeting, external reporting, and accounting functions, we
recommend that, in addition to the steps that the Oversight Board has already started to
implement, Puerto Rico’s political branches consider the following measures, which are among
the options we present in Part V111 of this Report:

e Adopting a more rigorous process for setting budgets that, among other things: (i)
estimates the impact of tax credits on anticipated revenues based on articulable
factors; and (ii) includes not only the General Fund, but also the Component Units;

e Continuing to transition to GAAP-compliant budgeting, and also updating financial
reporting information throughout the year using the accrual basis method.
PROMESA provides for the termination of the Oversight Board only after, among
other requirements, Puerto Rico has developed its budgets in accordance with
modified accrual accounting standards for at least four consecutive years. That will
help steer Puerto Rico toward the goal of becoming fully GAAP-compliant;

e Studying the viability of creating a dedicated and centralized board that is devoted to:
(i) aggregating critical data and financial statements from all relevant Component
Units; as well as (ii) preparing and releasing the consolidated external reports;

e Adopting a joint and modernized accounting and budgeting system that: (i) is
uniformly implemented across the various Component Units and funds; (ii) is
accessible at will by the Department of Treasury, OMB, the Planning Board, and any
entity that may be created to manage financial reporting should each be able to access

8
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this system at will; (iii) incorporates automatic stop-pay controls for exhausted
budget categories (including payroll, following a warning as the budget cushion for
that category falls below a specified threshold); and (iv) routes all invoices and bills
through an online invoice queue before payments may be disbursed,;

e Centralizing and streamlining the budgeting, accounting, and financial reporting
functions by: (i) requiring OMB and the Planning Board to report to the Department
of the Treasury; and (ii) re-drawing the Department of Treasury’s responsibilities to
focus on fiscal management and accounting;

e Providing online public access to spending data through a comprehensive, user-
friendly, and intuitive interface;

e Adopting a mechanism for sanctioning employees and Component Units in the event
that they disregard budget limits, develop unreasonable revenue forecasts, or fail
promptly to resolve accounts payable. Puerto Rico’s political branches could choose
whether to confer such sanctions authority upon OMB or, in the alternative, Puerto
Rico’s Inspector General;

e Requiring those who lead Puerto Rico’s Component Units to undergo skills training
at specified intervals, or to possess minimum competency credentials, with respect to
fiscal planning and financial management;

e Adopting a formal deadline for publishing external financial reports, to fall within six
months of Puerto Rico’s fiscal year-end and tying incentives to its attainment for
departments and key personnel responsible;

e Prohibiting the political turnover of external auditors without cause until after
pending audits have concluded;

e Requiring incoming political administrations to retain legacy accounting employees
for a specified period of time before replacing them (with replacement contingent on
the new employee completing appropriate training); and

e Repairing the internal control weaknesses that auditors have previously identified.

F. Summary of Findings and Recommendations Regarding Calculation of the
Constitutional Debt Limit

In Part IX of this Report, we examine Puerto Rico’s interpretation of the Constitutional
Debt Limit found in Section 2 of Article VI of the Puerto Rico Constitution and the historical
processes and procedures pursuant to which it performed the constitutional Debt Limit
Calculation during the Relevant Period. The evidence we reviewed supports the conclusion that
Puerto Rico employed a reasonably robust process for these Debt Limit Calculations. And we
did not find any evidence that Puerto Rico’s government personnel thought Puerto Rico
misinterpreted the relevant constitutional provision or calculated the debt inaccurately.
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Nevertheless, in light of Puerto Rico’s debt crisis, Puerto Rico should consider whether it
may be worthwhile for its judiciary to review the meaning of Section 2 of Article VI of the
Puerto Rico Constitution, as well as the methods pursuant to which Puerto Rico determines the
types of debt servicing payments to be included within the debt limit calculation. Significantly,
the Constitutional Debt Limit did not prevent the issuance of legal, but ultimately unsustainable,
amounts of public debt.

G. Summary of Findings and Recommendations Regarding the CRAs

Part X of this Report examines the ratings that the CRAs assigned to the primary groups
of Puerto Rico-related bonds during the Relevant Period, as well as the processes through which
those ratings were determined. Because of the significance of credit ratings to certain types of
investors, it is likely that the assignment of investment-grade credit ratings during the Relevant
Period made Puerto Rico-Related Bonds appear more attractive to certain investors. But we
cannot conclude that those credit ratings were a significant cause of Puerto Rico’s fiscal crisis.

Still, there were vulnerabilities in the processes, procedures, and criteria that the CRAS
applied. In the specific context of Puerto Rico-Related Bonds during the Relevant Period, the
Issuers had too much power to frame the CRAS’ analysis, and the criteria that the CRAs applied
were not sufficiently objective. Indeed, certain of the Puerto Rico-Related Bonds retained
investment-grade ratings for a prolonged period despite mounting levels of debt service,
declining Issuer performance, and worsening macroeconomic indicators, with several Issuers
ultimately landing in a form of bankruptcy after the CRAs reduced the ratings below investment-
grade.

We recommend that the Congress consider whether, in limited circumstances akin to the
ones we uncovered with respect to Puerto Rico-Related Bonds during the Relevant Period, the
benefits of the existing statutory bar that forecloses SEC from regulating ratings criteria and
methodologies no longer justifies certain risks to municipal bond investors in municipal
insolvencies. We also offer certain reform options that could benefit the municipal bond market
by making more reliable certain aspects of the CRAs’ analysis, even if adopted as self-governing
standards. This includes:

e Developing guidance to help clarify when forward-looking, issuer-supplied
information merits heightened skepticism or outright rejection;

e Developing guidance regarding when a credit rating agency should question whether
a municipal bond issuer’s financial information or budget projections are unreliable
or insufficient as support for evaluating the likelihood that an issuer will pay the bond
according to its terms;

e Encouraging the uniform consideration of certain credit-relevant variables; and
e Recommending that credit rating agencies have their in-house attorneys or outside

counsel analyze the soundness of any legal opinion supplied by or on behalf of an
issuer, to the extent that it is a key driver of the ratings analysis.

10
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H. Summary of Findings and Recommendations Regarding the Selling Practices for
Puerto Rico-Related Bonds

Part X1 of this Report examines the selling practices used to market Puerto Rico-Related
Bonds during the Relevant Period. Among other things, we examined how financial institutions
solicited investors to purchase interests in investment funds that held such assets.

As part of that work, we assessed how the triple tax-exempt treatment of Puerto Rico-
Related Bonds fueled investor appetite. Our findings demonstrate that this was a significant
driver for overexposure to Puerto Rico-Related Bonds. For that and other reasons discussed in
more detail in Part XI, we encourage lawmakers to consider reserving triple tax-exempt status
for only the sub-set of bonds that comply with Section 103 of the Tax Code.

We also examined how the traditional exemption of Puerto Rico from the requirements of
the 1940 Act may have contributed to Puerto Rico’s broader fiscal crisis—for example, by
causing CEFs to incur substantial losses. The evidence does not permit us to conclude that the
1940 Act exemption was the sole reason for the CEFs’ losses. But it does reflect that, in
combination with other market and regulatory factors, the 1940 Act exemption contributed to the
losses that the CEFs suffered.

The 1940 Act is a powerful regulatory tool that, if applied to Puerto Rico, could help
restore investor confidence. This is because the 1940 Act and its regulations provide clear and
consistent rules that CEFs and affiliated banks must follow regarding disclosures, leverage, and
affiliated transactions. The recent extension of the 1940 Act’s requirements to Puerto Rico is
therefore a positive development. We thus recommend that federal regulators and lawmakers
critically evaluate any request for a “grandfather clause” that would exempt existing Local CEFs
from those requirements.

In addition to the foregoing, we present in Part XI several measures that could strengthen
investor protections. Among other options set forth in that discussion, we encourage Puerto
Rico’s political branches and relevant regulators to consider:

e Banning affiliated brokers and financial advisors from selling affiliated products or,
in the alternative, implementing stronger rules and guidance for safeguarding
investors involved in such transactions; and

e Permanently reducing the percentage of Puerto Rico assets in which on-island funds
must invest. The funds do not need to remain entirely tax-free, but they can be
structured to better balance their tax advantages against the protections of greater
diversification. Financial analysts and economists should study how to achieve an
appropriate balance between the risk of overconcentration and the benefits of
incentivizing investments in local assets.

11
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l. Summary of Findings and Recommendations Regarding Puerto Rico’s Government
Ethics Framework

As we explain in Part XII of this Report, we cannot conclude, based on the evidence, that
the flow of certain employees and officials between GDB and the private-sector violated any
applicable ethics laws during the Relevant Period. Instead, the evidence we reviewed reflected
that the Puerto Rico officials we studied generally either complied with applicable screening and
disclosure requirements, or voluntarily sought legal opinions to bless their acceptance of private
sector employment opportunities before they accepted them.

We further found that Puerto Rico’s government ethics laws are not unlike the
frameworks that other US jurisdictions have adopted. The financial crisis does, however,
evidence certain weaknesses in Puerto Rico’s enforcement of that framework. Remedying those
weaknesses could help restore public confidence.

To that end, we recommend that Puerto Rico’s political branches consider requiring
GDB’s successor as fiscal agent to establish an agency-level ethics committee that executes and
documents the functions that the Government Ethics Act requires, and provides formal
confirmation of those functions to OGEPR at regular intervals. That agency-level ethics
committee should:

e Craft its own code of conduct that tailors OGEPR policies, protocols and controls to
the specific types of work that its personnel perform;

e Report on the progress of developing its code of conduct to OGEPR; and

e Work with OGEPR to ensure that the resulting guidelines are appropriate. To the
extent that Puerto Rico creates another executive agency to provide inter-agency
lending services, this agency should also establish an effective agency-level ethics
committee, according to the preceding guidelines.

We also recommend that Puerto Rico’s political branches consider increasing OGEPR’s
resources to enable it to more fully execute the scope of its oversight powers across the

approximately 200,000 current and former officials for which it is responsible. Specifically, we
recommend OGEPR undertake targeted reforms, including:

e Implement a whistleblower or bounty program;
e More actively exercise its rule-making authority;

e Aggressively exercise its authority to obtain reports and data from agency-level ethics
committees; and

e Increase the frequency of its independent investigations.

12
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J. Summary of Findings and Recommendations Regarding Issuers’ Use of Interest
Rate Swaps

As we explain in Part XIII of this Report, the regulatory landscape has evolved since the
Issuers entered into its Swap transactions during the Relevant Period. Nevertheless, the evidence
we reviewed about the Swap transactions indicates that Puerto Rico’s political branches should
seriously consider amending Act 39 so that:

e |t applies to Issuers other than merely Puerto Rico and PBA, including: (i) GDB; (ii)
the Public Utilities; (iii) COFINA; and (iv) HTA;

e Potential termination fees, as well as interest, count toward the Constitutional Debt
Limit; and

e Swap exposure is reported both internally and externally, including the potential
collateral postings and early termination liabilities that may arise from adverse
changes in assigned credit ratings.

K. Summary of Findings and Recommendations Regarding Puerto Rico’s Lack of a
Clear Mechanism for Validating Puerto Rico-Related Bonds Before They Issue

Part XIV of this Report explains how and why Puerto Rico lacks a clear avenue for
stakeholders to obtain judicial answers regarding the validity, enforceability or constitutionality
of anticipated bond offerings. The litigation that followed Puerto Rico’s debt crisis demonstrates
that it would have been beneficial for Puerto Rico to have had such a clear avenue for judicial
review, in the form of a bond validation statute that would have required Puerto Rico-Related
Entities to obtain judicial validation of their contemplated offerings before going to market.
Adopting that type of statute now could help Puerto Rico to regain public confidence going
forward, and thus to increase investor demand for future Puerto Rico-Related Bond issuances.
We therefore recommend that Puerto Rico’s legislative branch consider adopting such a
mechanism.

L. Summary of Findings and Recommendations Regarding the Possession Tax Credit

Part XV of this Report examines whether, as some critics of the Possession Tax Credit’s
repeal have argued, reinstating that federal tax incentive would help Puerto Rico to improve its
current economic circumstances. Our analysis does not support any conclusion that the repeal of
the Possession Tax Credit “caused” Puerto Rico’s recession or its fiscal crisis. And although the
Possession Tax Credit is correlated with certain positive economic developments, while its
repeal is correlated with certain negative economic developments, we do not find that the
Possession Tax Credit stimulated the type of long-term, self-sustaining growth that Puerto Rico
needs. This is in part because Puerto Rico lacked sufficient safeguards to ensure that resulting
capital inflow was efficiently deployed to further such growth.

At some point, Congress may, as it has in the past, consider adopting new or additional
federal tax incentives aimed at stimulating local growth for Puerto Rico. The evidence we
analyzed demonstrates that Congress should consider crafting any such policy to more

13
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effectively link the tax benefits to meaningful benchmarks for longer-term, more self-sustaining
growth in Puerto Rico. The policy should also incorporate safeguards to help Puerto Rico
effectively deploy any resulting capital inflow for the purpose of such growth.

M. Summary of Independent Investigator’s Overview of Potential Causes of Action

In Part XVI1 of this Report, we present certain legal principles and concepts that, when
applied to the facts, various categories of stakeholders may find useful when seeking to make
their own determinations about whether they may have a legal right to sue any entity or
individual we discuss elsewhere in this Report.> Note, however, that this Report is not evidence;
nor should it be relied upon as such.

N. Summary of Public Comments

Part XVII, the final section of this Report, provides a concise overview of the types of
questions that we received from members of the public during the course of our Independent
Investigation.

2 Although we have undertaken to provide a general overview of the law in Puerto Rico and have been
assisted by local licensed counsel, as with the other analyses in this Report, our discussion should not be
interpreted as providing legal advice with respect to Puerto Rico law. In addition, the analysis is not for
reliance by any specific litigant, but rather, undertaken for the statutory purposes outlined in PROMESA.
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PART 1
PROCEDURAL BACKGROUND

Kobre & Kim LLP (“Independent Investigator”) was retained by the Financial Oversight
and Management Board for Puerto Rico (“The Oversight Board”), acting by and through the
Special Investigation Committee (“Special Investigation Committee”), to conduct an
investigation under the Puerto Rico Oversight, Management, and Economic Stability Act
(“PROMESA”) into certain matters relating to Puerto Rico’s fiscal crisis, as described further
below.

Specifically, the Independent Investigator was asked to conduct: (i) a review of the
factors contributing to Puerto Rico’s fiscal crisis, including changes in the economy, expansion
of spending commitments and entitlement programs, changes in the federal funding it receives,
and reliance on debt to finance a structural budget deficit; (ii) a review of Puerto Rico’s debt, the
general use of proceeds, the relationship between the debt and Puerto Rico’s structural budget
deficit, the range of its debt instruments, and how Puerto Rico’s debt practices compare to the
debt practices of states and large municipal jurisdictions; and (iii) a review of Puerto Rico’s debt
issuance, disclosure, and selling practices, including its interpretation of Puerto Rico’s
constitutional debt limit. In consultation with the Special Investigation Committee and the
Oversight Board’s General Counsel, the Independent Investigator focused its inquiry on certain
specific areas, as discussed further in Part 1.C.1 below.

The Special Investigation Committee’s principal goals for the investigation are: (i) to
identify any policies (or lack of safeguards) that contributed to the Puerto Rico debt crisis,
including factors that permitted Puerto Rico and certain of its instrumentalities (“Issuers”) to
issue significant amounts of debt without adequate sources of repayment; and (ii) to identify
potential value recovery from culpable parties and identify matters for regulatory attention, all to
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assist the Oversight Board in its mission to restore fiscal balance and economic opportunity and
to promote Puerto Rico’s reentry to the capital markets.

The Independent Investigator’s sole interest in this matter has been to find facts as
effectively and efficiently as possible to assist the Oversight Board in achieving its goals, while
maintaining the independence of the investigation. To that end, the Independent Investigator
reports to the Special Investigation Committee and the Oversight Board’s General Counsel.

The Independent Investigator understands its mandate includes maintaining the focus of
the investigation on the issues identified by the Special Investigation Committee and statute, and
maintaining the independence of the investigation from biases that may arise.

The investigation relied principally upon, and was made possible by, the voluntary
cooperation of over 100 witnesses and stakeholders—including former and current senior
government officers, underwriters, rating agencies, and outside professionals and advisors. In a
few instances, the investigation also relied upon the issuance of subpoenas authorized pursuant to
Section 104 of PROMESA.

Having completed the investigation into the matters requested by the Special
Investigation Committee, we present this final report (“Report”) reflecting our findings.

A. Background to the Investigation of the Debt Crisis

The Commonwealth of Puerto Rico (“Puerto Rico”) has undergone a fiscal and economic
crisis—one that eventually led to the enactment of PROMESA and the creation of the Oversight
Board. The Oversight Board, on behalf of Puerto Rico and certain of its instrumentalities, filed
several voluntary petitions under Title 1ll of PROMESA (collectively, the “Title 11l
Proceedings™), seeking to restructure their debts.!

As of the time of the filings of the Title Il petitions, negative economic growth had
persisted for nine of the prior ten years, and Puerto Rico and its instrumentalities were burdened
by approximately $74 billion in public sector debt and $49 billion in pension liabilities (only

! See Statement of Oversight Board in Connection with PROMESA Title Il Petition, In re Fin.
Oversight & Mgmt. Bd. for P.R., Title I1l Case No. 17-3283-LTS (D.P.R. May 3, 2017), ECF No. 1-2
(describing Puerto Rico’s “crisis and fiscal emergency”); see also PROMESA § 701, 48 U.S.C. § 2241
(2016) (recognizing Puerto Rico’s “fiscal and economic crisis”); PROMESA § 405(m), 48 U.S.C. §
2194(m) (2016) (recognizing Puerto Rico’s “fiscal emergency” and “crisis”).

“Title 11” is a section of PROMESA that provides for judicial restructuring of debts by certain
covered territories. The Title 111 Proceedings docketed with bankruptcy case numbers include: (i)
Bankruptcy Case No. 17-BK-3283 (LTS); (ii) Bankruptcy Case No. 17-BK-3284 (LTS); (iii) Bankruptcy
Case No. 17-BK-3566 (LTS); (iv) Bankruptcy Case No. 17-BK-3567 (LTS); and (v) Bankruptcy Case
No. 17-BK-4780 (LTS). The Title Il Proceedings remain pending before the Honorable Judge Taylor
Swain.
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1.57% of which was funded).? Puerto Rico could no longer fully pay its debt and pay for
government services, and it could not refinance its debt, as it also no longer had access to the
capital markets.® In short, as stated by the Oversight Board, Puerto Rico’s crisis had reached a
“breaking point,” prompting the filing of the Title Il petition for Puerto Rico on May 3, 2017.
Filings of Title 1l petitions followed shortly thereafter on behalf of several of its
instrumentalities.

B. PROMESA and the Creation of the Oversight Board

Congress enacted PROMESA in June 2016 in recognition that Puerto Rico faced a “fiscal
emergency” created by “[a] combination of severe economic decline, and, at times, accumulated
operating deficits, lack of financial transparency, management inefficiencies, and excessive
borrowing.”* The purpose of PROMESA was, in part, “to provide [Puerto Rico] with the
resources and the tools it needs” to restructure its debts and embark on a path to economic
recovery.®

Through PROMESA, Congress also established the Oversight Board.® The statutory
mandate of the Oversight Board is “to provide a method for [Puerto Rico] to achieve fiscal
responsibility and access to the capital markets.”” The Oversight Board consists of seven
members appointed by the President of the United States and one ex-officio member designated
by the Governor of Puerto Rico.®

PROMESA authorizes the Oversight Board, among other things, to conduct
investigations.®

On May 26, 2017, the Board adopted certain procedures for conducting investigations
titled the “Procedures Adopted by the Financial Oversight and Management Board for Puerto
Rico for Conducting Investigations Pursuant to the Puerto Rico Oversight, Management, and
Economic Stability Act” (the “PROMESA Investigative Procedures”). The PROMESA
Investigative Procedures are discussed further below.

2 Statement of Oversight Board in Connection with PROMESA Title 111 Petition, In re Fin. Oversight &
Mgmt. Bd. for P.R., Title 11l Case No. 17-3283-LTS (D.P.R. May 3, 2017), ECF No. 1-2, {1 1-2.

¥ Statement of Oversight Board in Connection with PROMESA Title 111 Petition, In re Fin. Oversight &
Mgmt. Bd. for P.R., Title 11l Case No. 17-3283-LTS (D.P.R. May 3, 2017), ECF No. 1-2, ] 2.

* PROMESA, § 405(m)(1), 48 U.S.C. § 2194(m)(1) (2016).

> PROMESA, § 405(n)(1), 48 U.S.C. § 2194(n)(1) (2016).

® PROMESA, § 101(b), 48 U.S.C. § 2121(b)(1) (2016).

"PROMESA, § 101(a), 48 U.S.C. § 2121(a) (2016).

8 PROMESA, § 101(e), 48 U.S.C. § 2121(e) (2016). The seven appointed members are: (i) Andrew G.
Biggs, (ii) José B. Carrion Il1, (iii) Carlos M. Garcia, (iv) Arthur J. Gonzélez, (v) José R. Gonzélez, (vi)
Ana. J. Matosantos, and (vii) David A. Skeel Jr. The Governor of Puerto Rico was designated an ex-
officio member without voting rights.

® PROMESA, § 104(0), 48 U.S.C. § 2124(0) (2016); see also PROMESA 8§ 104(a), (c) & (f), 48 U.S.C.
88 2124(a), (c) & (f) (2016).
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On August 2, 2017, the Oversight Board announced its intention to conduct a
comprehensive investigation of Puerto Rico’s debt and its relationship to the fiscal crisis and to
form a special committee of the Oversight Board for the purpose of appointing an independent
investigator to carry out such investigation.

On August 6, 2017, the Oversight Board designated and delegated to the Special
Investigation Committee any and all authority to pursue investigations pursuant to the Oversight
Board’s authority under PROMESA Section 104(0), 48 U.S.C. § 2124(0) (2016), or such other
authority invested in the Board to conduct investigations under PROMESA, including
PROMESA Sections 104(a), (c), and (f), 48 U.S.C. § 2124(a), (c), and (f) (2016), to make public
its findings pursuant to PROMESA Section 104(p), 48 U.S.C. § 2124(p) (2016). The Oversight
Board also appointed the members of the Special Investigation Committee and delegated to it the
power to determine the scope of any such investigation and to retain such investigators, agents,
advisors, consultants, attorneys or any other professionals, as it in its sole discretion deems
appropriate.

C. Retention of Kobre & Kim LLP as Independent Investigator

On September 1, 2017, the Oversight Board, acting by and through the Special
Investigation Committee, retained Kobre & Kim LLP as the Independent Investigator to carry
out a review of Puerto Rico’s debt and its connection to the fiscal crisis, and commissioned this
Report. A copy of the engagement letter is available on the Oversight Board’s website:
https://juntasupervision.pr.gov/index.php/en/documents.

1. Specific Areas of Inquiry

As noted above, in consultation with the Special Investigation Committee and the
Oversight Board’s General Counsel, we focused on the following areas of inquiry for the
investigation. Except as otherwise specified for a particular analysis in this Report, the relevant
period (“Relevant Period”) for the investigation was the period between 2006 and 2015.%

e The Government Development Bank of Puerto Rico (“GDB”). We examined the
intersection between politics and bond issuances, including the relationship between
Puerto Rico’s elected officials, board members and employees of GDB, and the
agencies, instrumentalities, public corporations,'* including the Public Utilities
(defined below), and other Issuers (collectively, the “Puerto Rico-Related Entities”)
for which GDB acted as fiscal agent and financial advisor, or to which GDB loaned

19 During the Relevant Period, Puerto Rico’s fiscal year ran from July 1 to June 30. This Report refers to
fiscal years by their ending year (e.g. “fiscal year ended 2005 refers to the fiscal year that began July 1,
2004 and ended June 30, 2005).

1 In Puerto Rico, many governmental and quasi-governmental functions are performed by public
corporations, which are entities created by the Legislative Assembly with varying degrees of
independence from the central government to perform generally a single function or a limited number of
related functions. Commonwealth of P.R., Financial Information and Operating Data Report, 161 (Oct.
30, 2014).
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money, during the Relevant Period. We investigated the extent to which the tension
between GDB’s dual roles as Puerto Rico’s fiscal agent and lender, together with
political pressures, undermined fiscally responsible decision-making at GDB in a way
that enabled the Puerto Rico-Related Entities to address operational deficits through
new bond issuances or by drawing new loan obligations (rather than by raising rates
or taking other measures that would have encouraged fiscal discipline and
independence). We present our primary findings relating to GDB in Part IV.
Additional GDB-related findings more specific to the Puerto Rico Electric Power
Authority (“PREPA”) and the Puerto Rico Aqueducts and Sewers Authority
(“PRASA” and, together with PREPA, the “Public Utilities”) are detailed in Part V.

e Puerto Rico’s Public Utilities. In Puerto Rico, power production and distribution,
and water sanitation and distribution, are primarily performed, respectively, by the
Public Utilities.!> By statute, the Public Utilities’ operations are supposed to be
funded by rate-paying customers.'®* Nevertheless, during the Relevant Period, the
Public Utilities accrued significant debts through bond issuances and also by
borrowing from private lenders and GDB. As of February 2017, combined
obligations from the Public Utilities made up nearly 18% of Puerto Rico’s total $74
billion in public sector debt. As part of our investigation, we examined how the
Public Utilities” governance structures, degree of dependence on and oversight by
Puerto Rico, rate setting and collection of revenues, bond issuances, capital
improvement projects, and general operations combined to impact their revenue
streams and contribute to Puerto Rico’s fiscal crisis. We present our findings in
connection with this area of inquiry in Part V and, to a lesser extent, in Part Il1.

e The Puerto Rico Sales Tax Financing Corporation (“COFINA’). COFINA is a
public corporation created for the purpose of issuing bonds secured by a portion of
the sales and use tax authorized under the Taxpayers Justice Act of 2006. We
reviewed why COFINA was created; what evidence exists that it was created or used
to circumvent the constitutional debt limit; the constitutional balanced budget
requirement, or other legal requirements, and how it eventually became a means to
finance operational deficits. We present our findings in connection with this area of
inquiry in Part VI.

e The Employees Retirement System. The Retirement System for Employees of the
Government of the Commonwealth of Puerto Rico, formerly known as the Employees
Retirement System of the Insular Government of Puerto Rico and its Instrumentalities
(Sistema de Retiro de los Empleados del Gobierno del Estado Libre Asociado de
Puerto Rico in Spanish) (“ERS”), is a trust created by legislative act for the purpose
of providing pension and other benefits to retired employees of the government of
Puerto Rico, with benefits funded by contributions made by Puerto Rico and its

2 PRASA Act, P.R. Laws Ann,, tit. 22 § 144 (2018); PREPA Act, P.R. Laws Ann. tit. 22 §193(a) (2018).
3 PRASA Act (P.R. Laws Ann. tit. 22 § 158 (2018)); PREPA Act (P.R. Laws Ann. tit. 22 § 196(1)
(2018)).
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employees. In 2008, ERS issued nearly $3 billion of aggregate principal amount
bonds (“ERS Bonds™) to be secured by future employer contributions, invested the
bond proceeds, and used the earnings generated thereon to provide pension
benefits. We investigated the circumstances surrounding the issuance of these
bonds. We present our findings in connection with this area of inquiry in Part VII.

Puerto Rico’s Budgeting, External Reporting, and Accounting Functions. We also
investigated Puerto Rico’s budgeting, accounting, and external fiscal reporting
functions, including the extent to which any weaknesses in those functions
contributed to Puerto Rico’s fiscal crisis. Although we provide no legal advice on tax
or accounting matters in this Report, we further sought to identify reform measures
that could help Puerto Rico to repair those weaknesses and, as a result, restore
sufficient public confidence to regain access to the capital markets. We present our
findings in connection with this area of inquiry in Part VIII.

Calculation of the Constitutional Debt Limit. The Puerto Rico Constitution limits the
amount of debt that Puerto Rico may issue in the form of bonds or notes backed by
Puerto Rico’s “full faith, credit and taxing power.” As part of our investigation, we
looked into the way that the constitutional debt limit has been interpreted, the process
by which it was calculated, and whether there was any evidence to support or refute
any suggestion that the constitutional debt limit was deliberately or knowingly
exceeded. We present our findings in connection with this area of inquiry in Part IX.

The Credit Rating Agencies. Despite Puerto Rico’s prolonged fiscal crisis and the
poor performance of certain Issuers, the three major credit rating agencies in the US
(Fitch Ratings (“Fitch”), Moody’s Investor’s Service, Inc. (“Moody’s”), and S&P
Global Ratings f/k/a S&P Rating Service (“S&P” and, collectively with Fitch and
Moody’s, the “CRAS”) maintained investment-grade credit ratings for most Puerto
Rico-Related Bonds until they began downgrading those credit ratings to non-
investment-grade across Issuers in February 2014. As part of our independent
investigation, we examined (i) what role the credit ratings agencies played with
respect to relevant bond issuances; and (ii) the extent to which their assigned credit
ratings, or the processes through which they determined those ratings, may have
contributed to Puerto Rico’s fiscal crisis. We present our findings in connection with
this area of inquiry in Part X.

Selling Practices for Puerto Rico-Related Bonds. We investigated the market
conditions and the regulatory environment that shaped the industry for Puerto Rico
debt securities and affected the underwriting process, primary and secondary market
bond sales, and the creation and growth of the Puerto Rico closed-end funds
(“CEFs”). CEFs held a substantial amount of Puerto Rico bonds and were exempt
from a significant segment of federal regulation that applies to similar funds on the
US mainland. However, Puerto Rico-specific rules and regulators governed the
CEFs. We examine the effects of this regulatory landscape on CEF-affiliated
transactions, leverage, composition and concentration, pricing, disclosures, and
related selling practices. We also describe the components of the Puerto Rico debt
market, the dynamics of that market, and identify the key participating financial
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institutions involved in Puerto Rico sales of retail bonds in CEFs. We present our
findings in connection with this area of inquiry in Part XI.

Puerto Rico’s Government Ethics Framework. We investigated the extent to which
there was evidence of any self-dealing or potential conflicts of interest between GDB
officials and the financial institutions that underwrote the Puerto Rico-Related Bonds
during the Relevant Period having impacted the bond issuances. We present our
findings in connection with this area of inquiry in Part XII.

Issuers’ Use of Interest Rate Swaps. During the Relevant Period, certain Issuers
entered into dozens of interest rate exchange agreements, more commonly known as
interest rate swaps (“Swaps”). By September 30, 2014, the Issuers had paid over
$1.085 billion in net termination fees to the banks that acted as counterparties to these
agreements. The Issuers issued more bonds to raise funds to pay for these
termination fees. As part of our investigation, we examined the circumstances
surrounding the Issuers’ entry into the Swaps, the management of their financial
consequences and, finally, their costly termination. We present our findings in
connection with this area of inquiry in Part XIII.

Puerto Rico’s Lack of a Clear Mechanism for Validating Puerto Rico-Related Bonds
Before They Issue. Several US jurisdictions have statutes that clearly empower their
courts to rule on the validity, enforceability, or constitutionality of a proposed bond
offering. If properly used, these mechanisms can limit imprudent debt issuances by
stopping them before they hit the market. They can also increase investor demand
for, and confidence about, the sub-set of proposed bonds that a court validates prior to
issuance, by supplying comfort that the bonds do not have fundamental defects.
Puerto Rico does not have this type of clear mechanism. Instead, it has two legal
procedures that could, in appropriate circumstances, have been adapted to obtain pre-
issuance review of certain Puerto Rico-related bond issuances. But neither avenue for
judicial review was sufficiently clear to interested stakeholders during the Relevant
Period. Ultimately, we counsel Puerto Rico’s political branches to consider whether
to adopt a dedicated bond validation statute. Such a statute could ease Puerto Rico’s
return to the capital markets by requiring the Puerto Rico-Related Entities to obtain
pre-issuance validation from the judiciary, before bolstering investor confidence in
the legality and enforceability of such debt. We present our findings in connection
with this area of inquiry in Part XIV.

The Possession Tax Credit. Historically, US policymakers have extended tax favored
treatment to certain investments in Puerto Rico as a way of encouraging the local
economy. Former Section 936 of the Internal Revenue Code (the “Possession Tax
Credit”) offered one such incentive. Some have asserted that the end of the
Possession Tax Credit’s repeal in 2006 was the trigger for Puerto Rico’s fiscal crisis
or suggested that reinstating it would help to ameliorate Puerto Rico’s current
circumstances. We therefore studied evidence regarding how the Possession Tax
Credit, and its repeal, impacted Puerto Rico’s fiscal health. We present our findings
in connection with this area of inquiry in Part XV.
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2. Investigation Process and Methods

In this section, we describe the process by which the Independent Investigator, on behalf
of the Special Investigation Committee, conducted the investigation that culminated in this
Report. The Independent Investigator developed its approach and did its work in regular
consultation with the Special Investigation Committee.

(@) Procedural Aspects of the Investigation

The PROMESA Investigative Procedures adopted by the Oversight Board in May 2017,
pursuant to its investigative powers under PROMESA, established the procedural framework for
the investigation.!* Those PROMESA Investigative Procedures authorize the Oversight Board to
commence an “Informal Investigation” and a “Formal Investigation” to probe activities or
conduct for which the Board has authority to investigate under PROMESA (referred to in the
PROMESA Investigative Procedures as “Relevant Activities”).*® The key procedural difference
between the two types of investigations is that the Oversight Board is only authorized to issue
process to compel testimony and production of investigative materials upon the commencement
of a Formal Investigation.'® The Independent Investigator used both formal and informal
investigative techniques to achieve the mandate set out by the Special Investigation Committee.

14 The PROMESA Investigative Procedures are available at
https://juntasupervision.pr.gov/index.php/en/documents/.

> Under the PROMESA Investigative Procedures, an Informal Investigation is an inquiry or review of
Relevant Activities undertaken by the Board pursuant to its investigatory powers under PROMESA for
which the Board has not adopted an Investigative Resolution authorizing a Formal Investigation.
PROMESA Investigative Procedures, § 1.3(10). The Oversight Board’s General Counsel may authorize
an Informal Investigation where, from complaints received from members of the public, communications
with departments or agencies of the United States, communications with the Puerto Rico Government,
examination of publicly available information, or otherwise, it appears that misconduct may have
occurred in connection with Relevant Activities. PROMESA Investigative Procedures, § 3.1(a). A
Formal Investigation under the PROMESA Investigative Procedures is a formal inquiry or review of
Relevant Activities undertaken by the Board pursuant to its investigatory powers under PROMESA, for
which inquiry or review the Board or its designated agent has adopted an Investigative Resolution
authorizing the Formal Investigation. PROMESA Investigative Procedures, § 1.3(6). The Board has the
authority to adopt an Investigative Resolution initiating a Formal Investigation, upon recommendation of
the Board’s counsel and General Counsel, following a determination by the Board’s General Counsel, in
collaboration with the Oversight Board’s counsel, that (a) there is evidence that appears to support a
finding that misconduct has occurred, is occurring, or is about to occur regarding any Relevant Activities,
or (b) an Informal Investigation has been initiated, but the Board’s counsel has been unable to conduct the
investigation without access to Investigative Subpoenas. PROMESA Investigative Procedures, § 3.2.

16 PROMESA Investigative Procedures, 8§ 3.1(b), 3.2(b)(2). Section 104 of PROMESA vests the
Oversight Board with the power to issue subpoenas “requiring the attendance and testimony of witnesses
and the production of books, records, correspondence, memoranda, papers, documents, electronic files,
metadata, tapes, and materials of any nature relating to any matter under investigation by the Oversight
Board.” 48 U.S.C. § 2124(f)(1) (2016).
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Shortly after the Independent Investigator’s retention in September 2017, the Oversight
Board’s General Counsel authorized the Independent Investigator to conduct an Informal
Investigation on behalf of the Special Investigation Committee, pursuant to the PROMESA
Investigative Procedures. On October 18, 2017, the Special Investigation Committee, acting on
behalf of the Oversight Board, approved a Resolution Initiating Formal Investigation for Purpose
of Issuing Investigative Subpoenas (the “Investigative Subpoenas Resolution”).}” In general
terms, under the Investigative Subpoenas Resolution, a Formal Investigation is deemed initiated
for the purpose of authorizing the Independent Investigator to issue Investigative Subpoenas'® in
circumstances where a witness has not voluntarily cooperated with the Independent
Investigator’s requests for documents or an interview, where the witness has communicated that
it cannot voluntarily cooperate with the Independent Investigator’s requests, or where the witness
has provided an interview but the Independent Investigator, in consultation with the Oversight
Board’s General Counsel, determines that it would be appropriate to have the witness testify
under oath.*®

While the Investigative Subpoenas Resolution authorized the Independent Investigator to
issue Investigative Subpoenas in the circumstances described, witnesses, in the main, cooperated
with the Independent Investigator, and the Independent Investigator used the tools available
through the Informal Investigation. That cooperation—facilitated by the Independent
Investigator’s use of its subpoena power only as needed—enabled the Independent Investigator
to complete the investigation in an efficient and timely manner, consistent with the objectives of
PROMESA and as requested by the Special Investigation Committee. The Independent
Investigator was especially mindful of avoiding the delay and cost of litigating subpoenas. In

o The Investigative Subpoenas Resolution is available at
https://juntasupervision.pr.gov/index.php/en/documents/.

8 An “Investigative Subpoena” is defined in Section 1.3(a)(16) of the PROMESA Investigative
Procedures to mean a subpoena issued by the Oversight Board or its authorized agent pursuant to
PROMESA Section 104(f)(i), substantially in the form of an exhibit attached to the Investigative
Subpoenas Resolution.

19 More specifically, the Investigative Subpoenas Resolution provides: “In the event that the Independent
Investigator (1) has delivered an informal request for Investigative Materials to a witness and such
witness (i) has not responded to the informal request within fourteen (14) days of the date of such
delivery, (ii) has responded to the informal request in a manner that the Independent Investigator, in
consultation with the General Counsel, determines is insufficient, or (iii) has communicated to the
Independent Investigator that he, she or it will not or cannot produce Investigative Materials on a timely
and voluntary basis or without the issuance of process; (2) has requested that a witness provide an
interview and such witness (i) has not responded to the request within fourteen (14) days of the date the
request is communicated, (ii) has communicated to the Independent Investigator that he, she or it will not
provide an interview on a timely and voluntary basis, or (iii) has provided an interview but the
Independent Investigator, in consultation with the General Counsel, determines that it would be
appropriate to have the witness testify under oath; or (3) the Independent Investigator, in consultation
with the General Counsel, determines that it would be appropriate to have a witness testify under oath
without first interviewing the witness, the requirements for (a) the initiation of a Formal Investigation set
forth in Section 3.2(a) of the [PROMESA Investigative] Procedures and (b) the issuance of an
Investigative Subpoena set forth in Section 5.1(a) of the [PROMESA Investigative] Procedures . . . , in
each case, shall be deemed satisfied.” Investigative Subpoenas Resolution, T A.
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addition, as much of the litigation likely could have occurred in the courts of Puerto Rico,?° the
cases would have faced longer-than-usual docket-related delays in the aftermath of Hurricanes
Irma and Maria, which closed or delayed the operation of Puerto Rico courts just as the
Independent Investigator was soliciting information.

(b)  Gathering of Information and Materials

Starting in September 2017, in furtherance of the Informal Investigation, the Independent
Investigator delivered letters to more than 90 entities (collectively, the “Document Preservation
and Request Letters”). The Document Preservation and Request Letters identified various
categories of documents that the Independent Investigator deemed relevant to the Informal
Investigation and requested that the recipients of the letters preserve and produce any responsive
documents in their possession, custody, or control. After the Document Preservation and
Request Letters were sent, the Independent Investigator scheduled and conducted conferences
with the recipients (most by phone, some in person) to reiterate the requests and discuss a
process for identification and delivery of documents to the Independent Investigator.

Over the course of the investigation, the Independent Investigator received a total of
approximately 260,800 documents consisting of approximately 2,740,000 pages, from 32 parties.
Those parties include, among others, a number of Puerto Rico entities, financial institutions,
rating agencies, financial advisors, professionals, and regulators. The documents that the
Independent Investigator received include those that parties voluntarily provided in response to
the Document Preservation and Request Letters, as well as documents that certain parties
provided in response to supplemental and other informal requests. In a number of cases,
documents were produced based on negotiated search terms and custodian lists. The
Independent Investigator also obtained documents from certain federal governmental agencies by
utilizing the Oversight Board’s statutory right under PROMESA to secure documents directly
from those agencies.?! In the case of many entities, we made an investigative choice that they
did not need to produce documents because of the large body of investigative material we
obtained from other parties, including GDB and the SEC.

Pursuant to the Investigative Subpoenas Resolution, the Independent Investigator issued
twelve Investigative Subpoenas (five of which were withdrawn after issuance based on the

20 PROMESA provides that jurisdiction to compel witness testimony and production of materials through
a subpoena issued by the Oversight Board is governed by Puerto Rico’s “long-arm” statute. See 48
U.S.C. 8 2124(f)(1). PROMESA further provides for the enforcement of such a subpoena in the local
courts of Puerto Rico. See 48 U.S.C. § 2124(f)(2) (2016) (providing that if a person refuses to obey a
subpoena issued by the Oversight Board in connection with an investigation, “the Oversight Board may
apply to the court of first instance of the covered territory™).

2 Specifically, Section 104(c)(1) of PROMESA provides, in relevant part, that the Oversight Board “may
secure directly from any department or agency of the United States information necessary to enable it to
carry out [PROMESA], with the approval of the head of that department or agency.” 48 U.S.C. §
2124(c)(1) (2016).
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recipient’s subsequent agreement to voluntarily cooperate with the Independent Investigator).??
Those Investigative Subpoenas were generally issued because certain recipients of Document
Preservation and Request Letters were unresponsive to the letters, or because those recipients
communicated to the Independent Investigator that they could not comply with the requests
voluntarily.  Without exception, the recipients of the Investigative Subpoenas produced
documents to the Independent Investigator in response to those subpoenas.

The Independent Investigator also secured direct, read-only access to the email custodial
files of dozens of employees and former employees of GDB through its representative, the
Puerto Rico Fiscal Agency and Financial Advisory Authority (“AAFAF”).22 Over the course of
the investigation, the Independent Investigator ran targeted searches through certain of the GDB
custodial files and undertook a review of documents responsive to those searches. While those
custodial files were only accessible electronically (through a Relativity database), the
Independent Investigator requested periodically throughout the investigation that AAFAF, acting
as representative for GDB, produce specifically identified documents contained in the electronic
database. On behalf of GDB, AAFAF produced to the Independent Investigator approximately
36,000 documents from that database.

The materials gathered by the Independent Investigator have been treated with
appropriate confidentiality as designated by the people and organizations that produced them
pursuant to a confidentiality agreement. The Independent Investigator took reasonable steps to
maintain confidentiality pursuant to Sections 10.1 and 10.3 of the PROMESA Investigative
Procedures. To protect these confidentiality concerns, the Independent Investigator provided
two interim reports so that the public and any interested parties could follow the progress of the
investigation without compromising confidentiality.

On September 6, 2017, Hurricane Irma hit Puerto Rico, followed by Hurricane Maria on
September 20. Both hurricanes caused significant damage to the island, and recovery and
rebuilding efforts are ongoing in Puerto Rico. PREPA and PRASA have faced the effects of the
debt crisis acutely as Puerto Rico recovers from Hurricane Maria. Furthermore, internet
connectivity, access to electronically-stored documents, and the normal attorney-client
communications that witnesses require in preparing to respond to investigative requests were
made unusually challenging. Accordingly, upon any reasonable request, the Independent
Investigator accommodated witnesses’ requests for extensions of response deadlines.

22 The recipients of Investigative Subpoenas (apart from those that were withdrawn) were Banco Popular
de Puerto Rico, Mesirow Financial Inc., Popular Inc., Popular Securities LLC, Santander Asset
Management LLC, Santander Bancorp, and Santander Securities LLC.

2 That access was obtained through Section 104(c)(2) of PROMESA, which provides as follows:
“Notwithstanding any other provision of law, the Oversight Board shall have the right to secure copies,
whether written or electronic, of such records, documents, information, data, or metadata from the
territorial government necessary to enable the Oversight Board to carry out its responsibilities under this
chapter. At the request of the Oversight Board, the Oversight Board shall be granted direct access to such
information systems, records, documents, information, or data as will enable the Oversight Board to carry
out its responsibilities under this chapter.” 48 U.S.C. § 2124(c)(2) (2016).
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() Witness Interviews

The Independent Investigator conducted a total of approximately 120 voluntary witness
interviews, probing a wide range of topics relevant to the investigation. The interviews
commenced in December 2017 and were taken on a rolling basis, concluding in August 2018.
The individuals who provided interviews included former and current senior government
officers, underwriters, credit rating agencies, auditors, outside professionals and advisors, as well
as former Governors.

In keeping with the structure and spirit of the Investigative Subpoenas Resolution, we
attempted first to interview all witnesses voluntarily, with the aim of seeking testimony under
oath only if voluntary interviews were refused, or if any specific circumstances warranted
testimony under oath. Further, in consultation with the Special Investigation Committee, we
determined that it would be sufficient for the specific purposes and goals of the investigation, as
outlined in PROMESA, for us to formulate our conclusions and recommendations on statements
made by witnesses substantiated, wherever possible, by documentary evidence. For those
reasons, and because the Independent Investigator conducted a voluntary interview with each
individual and entity witness for which an interview was sought,?* we did not take testimony
under oath, nor were the interviews transcribed.

Litigants seeking to prove their entitlement to relief on claims specific to their interests
will, of course, desire evidence admissible in the forum of their choice. The Independent
Investigator was not retained to, and in any event could not, displace those litigants. The
Independent Investigator is not an advocate. Rather, with the input of the Special Investigation
Committee, the Independent Investigator was retained to gather the evidence on a wide variety of
topics, the overwhelming majority of which do not necessarily involve evidence that would be
admissible in court proceedings.

A subpoena-driven process would not only have delayed the progress and completion of
the investigation, but it would have also imposed substantial additional costs on the
investigation, all of which would have been paid with public monies. In contrast, the
Independent Investigator has concluded the investigation and published its Report within the
approximately eleven (11) month goal set for completion and in accordance with budgets agreed
to by the Special Investigation Committee, which were reflective of the Special Investigation
Committee’s desire for the investigation to be conducted in as timely and efficiently a manner as
possible.

(d) Cooperation with Title 111 Official Committees

Throughout the investigation, the Independent Investigator engaged in robust cooperation
and consultation with the two committees of creditors appointed in the Title 111 proceedings (the
“Title 111 Committees”). Those committees are the Official Committee of Unsecured Creditors

4 In the case of entity witnesses (such as underwriters, credit rating agencies and auditors), in certain
instances the Independent Investigator and the entity conferred on the appropriate representative(s) of that
entity who would provide the interview.
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(the “Unsecured Creditor Committee”) and the Official Committee of Retired Employees (the
“Retiree Committee”).

On July 21, 2017, the Unsecured Creditor Committee filed a motion (the “UCC Rule
2004 Motion”) in the Title 111 Proceeding, seeking to pursue examinations under Federal Rule of
Bankruptcy Procedure 2004 with regard to three groups of entities: GDB, Banco Santander
Puerto Rico and affiliates (“Santander”), and Popular, Inc. and affiliates (“Popular”). At a
hearing held on November 15, 2017, the court overseeing the Title I1l Proceeding (the “Title 11l
Court™) denied that motion without prejudice, to avoid a parallel investigation that would
duplicate aspects of the investigation being undertaken by the Independent Investigator. As part
of that decision, the Title 111 Court requested that the Title 11l Committees and the Independent
Investigator develop a protocol to work together to enable the Title 11l Committees to have
meaningful input into the investigation. To facilitate that process, the Title 11 Court requested,
at the November 15 hearing, that the Unsecured Creditor Committee and Independent
Investigator negotiate and enter into a cooperation and non-disclosure agreement (“Cooperation
Agreement”) in short order. The Retiree Committee had previously executed a cooperation and
non-disclosure agreement on November 3, 2017. The Unsecured Creditor Committee executed a
Cooperation Agreement in the beginning of March 2018.2

Beginning shortly after the November 2017 court hearing discussed above (and
notwithstanding that the Unsecured Creditor Committee did not execute the Cooperation
Agreement until over three months later), the Independent Investigator regularly engaged with
both Title 11l Committees regarding the investigation. Specifically, in addition to cooperation
and communication by calls and e-mails when needed, the Independent Investigator participated
in weekly telephone conferences with counsel for each of the Title 111 Committees. During those
conferences, the Independent Investigator provided information regarding witnesses to be
interviewed in the coming week and solicited input from the Title 111 Committees as to areas to
probe during those interviews. The Independent Investigator took that input into account during
the interviews, including by asking questions that counsel to the Title 111 Committees requested
that the Independent Investigator ask. As the investigation progressed, the Independent
Investigator also provided counsel to the Title 111 Committees with its preliminary observations
regarding the results of the investigation in areas in which the Title 11l Committees had
expressed interest.

The Independent Investigator also facilitated the Title 111 Committees’ access to materials
that were provided to the Independent Investigator. In particular, the Independent Investigator
provided the Title 111 Committees with access to a centralized document depository that included
materials produced by parties either voluntarily or in response to an Investigative Subpoena.

% See Mot. of Official Committee of Unsecured Creditors for Order, Under Bankruptcy Rule 2004,
Authorizing Discovery Program With Respect to Certain Causes of Puerto Rico Financial Crisis, In re
Fin. Oversight & Mgmt. Bd. for P.R., Title 11l Case No. 17-3283-LTS (D.P.R. July 21, 2017), ECF No.
706.

%6 Over a period of several months, the Unsecured Creditor Committee sought to negotiate revisions to the
same form of agreement previously executed by the Retiree Committee.
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Those materials included all documents produced by Popular and Santander, two of the three
parties that were the subject of the UCC Rule 2004 Motion, as well as a number of other parties.
Those Popular and Santander productions were made in response to subpoenas issued by the
Independent Investigator. Those subpoenas incorporated requests for documents that were
proposed by the Unsecured Creditor Committee. In the case of GDB, the other party that was
the subject of the UCC Rule 2004 Motion, the Title 11 Committees were provided with access to
all non-privileged GDB documents that were produced to the Independent Investigator, along
with a privilege log identifying documents that were withheld at the direction of GDB. In sum,
the Title 111 Committees were provided with the same level of access to materials provided to the
Independent Investigator that they would been entitled to had they independently sought those
materials through an examination in the Title 111 Proceeding.

The Title 111 Committees represent the interests of certain creditor constituencies.
Naturally, then, the Title 111 Committees may see fit to further probe specific areas addressed in
this Report, in a manner directed to the pursuit of those specific interests. In contrast, the
Independent Investigator is not an advocate and does not represent the interest of any creditor or
other stakeholder. Should either or both of the Title 111 Committees choose to request authority
from the Title 111 Court to pursue any further probe, they will have the benefit of the information,
facts and findings set forth in this Report, as well as a voluminous body of investigative material
already made available to them.

(e) The Work Reflected In This Report

As noted in Part | of this Report, the Special Investigation Committee’s related goals for
the investigation were: (i) to identify any policies (or lack of safeguards) that contributed to the
Puerto Rico debt crisis, including factors that permitted the government and its instrumentalities
to issue significant amounts of debt without adequate sources of repayment; and (ii) to identify
potential value recovery from culpable parties and identify matters for regulatory attention, all to
assist the Oversight Board in its mission to restore fiscal balance and economic opportunity and
to promote Puerto Rico’s reentry to the capital markets.

In furtherance of those goals, the Independent Investigator focused on finding facts in an
objective and independent manner based on the information and materials gathered, and then
reporting them. The Independent Investigator is also a law firm. As such, this Report reflects
the work of lawyers and non-lawyer personnel who worked under the direction and supervision
of those lawyers. Again, consistent with the purpose, direction and procedural goals of the
investigation described above, the Independent Investigator did not retain economists or experts
(financial or otherwise), with the exception of a limited retention of a financial advisory firm for
assistance with discrete areas as identified in the Report.2” Accordingly, this Report does not
provide a macroeconomic analysis of the causes of the Puerto Rico debt crisis; nor does it set

2" Specifically, the firm Duff & Phelps (“D&P”) provided assistance to the Independent Investigator in
analyzing the reported use of the proceeds of certain PREPA bond issuances, as well as calculating the
represented uses of the proceeds of certain bond issuances of several Issuers.
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forth any expert opinions about those causes. The Report reflects our analysis of the evidence
we reviewed, including the weight and assessment we gave to statements made by witnesses.

Additionally, we note that the subject matters covered by this Report are those that were
specifically approved by the Special Investigation Committee prior to the drafting of this Report.
The Report sets forth the findings of the Independent Investigator related to those subject
matters, and also provides recommendations for legislative or policy changes based on those
findings that would assist Puerto Rico in regaining access to the capital markets.

The Report also provides a discussion and survey of potential causes of action that the
Independent Investigator identified that may arise from the facts learned through the
investigation. That discussion is not intended to provide an exhaustive or definitive list and
analysis of causes of action that may be available to investors, creditors, debtors, regulators and
other parties. Indeed, we do not opine on the likelihood of success of any cause of action.
Further analysis and gathering of evidence by other stakeholders, with mandates different or
broader than ours, will inform whether any potential causes of action or legal remedies identified
in this Report can and should be pursued and, if so, in what manner and against whom. The
facts, information and findings set forth in this Report may be a resource for both litigants and
courts involved in proceedings related to the subject matters addressed in this Report. At no time
does this Report purport to provide legal advice and parties are advised to consult their own
counsel in determining the appropriate course and strategy for pursuing causes of action, if any.
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PART II
HISTORICAL BACKGROUND

The following background discusses certain historical macroeconomic and political
factors contributing to Puerto Rico’s fiscal crisis. In providing this background, we do not
purport to present a comprehensive account of all factors that contributed to Puerto Rico’s fiscal
crisis. Detailed discussions of contributing factors have already been the subject of study and
reporting by governmental bodies, the press, and scholars.! In this Part of the Report, we limit
our discussion to certain of those factors in an effort to set the stage and provide context to our
findings and recommendations.

We proceed in two steps. First, we briefly summarize Puerto Rico’s economic and
sociopolitical development through the early 2000s, with an emphasis on those features that have
contributed to its tendency towards fiscal imbalance. Second, we provide an account of more
recent developments leading up to the present crisis.

! See, e.g., Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook (2017);
James Surowiecki, The Puerto Rican Problem, The New Yorker, Apr. 6, 2015; Marc D. Joffe & Jesse
Martinez, Mercatus Ctr. at Geo. Mason Univ., Origins of the Puerto Rico Fiscal Crisis (2016).
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A. Historical Factors Contributing to Puerto Rico’s Fiscal Imbalance: 1898 — 1996

1. Historical Background and Status in Relation to the United States

Puerto Rico is an island located between the Caribbean Sea and the North Atlantic
Ocean, approximately 1,150 miles southeast of the mainland United States.> It came under
United States sovereignty in 1898 pursuant to the Treaty of Paris, which ended the Spanish-
American War.® Pursuant to the Territorial Clause of the US Constitution, Congress was
authorized “to dispose of and make all needful Rules and Regulations respecting” Puerto Rico.*
In 1900, after a brief initial period of military governance, Congress enacted the Foraker Act,
which established a civilian government on the island, but stopped short of incorporating Puerto
Rico as a state or granting US citizenship or the right to vote for representatives to the US
government.®

In 1917, the Jones Act offered citizenship to those born in Puerto Rico and effected a
number of other changes aimed at strengthening Puerto Rico’s civil government.® Notably,
while the Jones Act placed Puerto Rico under the jurisdiction of most US statutory laws, it
exempted it from internal revenue laws.’

Puerto Rico’s most recent changes in status occurred between 1950 and 1952, with the
passage of the Federal Relations Act, the approval of the Federal Relations Act by referendum
and adoption of a constitution by the people of Puerto Rico, and the approval of that constitution
by the US Congress.®

2 Commonwealth of P.R., Financial Information and Operating Data Report, 8 (Dec. 18, 2016); CIA
World Factbook, Central America and Caribbean: Puerto Rico,
https://www.cia.gov/library/publications/the-world-factbook/geos/rg.html (last visited Aug. 13, 2018).

® Commonwealth of P.R., Financial Information and Operating Data Report, 8 (Dec. 18, 2016); see also
CIA World Factbook, Central America and Caribbean: Puerto Rico,
https://www.cia.gov/library/publications/the-world-factbook/geos/rg.html (last visited Aug. 13, 2018); R.
Sam Garrett, Cong. Research Serv., Political Status of Puerto Rico: Brief Background and Recent
Developments for Congress, 2 (2017).

*U.S. Const., art. 1V, § 3, cl. 2; see also R. Sam Garrett, Cong. Research Serv., Political Status of Puerto
Rico: Brief Background and Recent Developments for Congress, 2 (2017).

5> See The Foraker Act of Apr. 12, 1900, ch. 191, 31 Stat. 77 (1900); see also R. Sam Garrett, Cong.
Research Serv., Political Status of Puerto Rico: Brief Background and Recent Developments for
Congress, 4-5 (2017); Dorian A. Shaw, The Status of Puerto Rico Revisited: Does the Current U.S.-
Puerto Rico Relationship Uphold International Law?, 17 Fordham Int'l L.J. 1006, 1013 n. 41 (1994).

® See Jones Act of Mar. 2, 1917, ch. 145, 39 Stat. 951 (1917); see also R. Sam Garrett, Cong. Research
Serv., Political Status of Puerto Rico: Brief Background and Recent Developments for Congress, 5
(2017).

" See 48 U.S.C.A. § 734 (1917); see also Dorian A. Shaw, The Status of Puerto Rico Revisited: Does the
Current U.S.-Puerto Rico Relationship Uphold International Law?, 17 Fordham Int'l L.J. 1006 (1994).

8 See 64 Stat. 319 & 66 Stat. 327; see also R. Sam Garrett, Cong. Research Serv., Political Status of
Puerto Rico: Brief Background and Recent Developments for Congress, 5 (2017).
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2. Contemporary Status in Relation to the United States and Related Fiscal
Implications

Today, Puerto Rico is an organized territory of the United States with Commonwealth
status.® This Report does take a position with respect to Puerto Rico’s relationship with the
federal government, but provides a basic background on the history of this relationship.
Although those born in Puerto Rico are US citizens, residents of Puerto Rico lack many of the
rights and privileges enjoyed by citizens on the mainland. As summarized in a 2017 report for
the Congressional Research Service, “Puerto Rico is both deeply integrated into American
society and insulated from it. . . . Residents of Puerto Rico lack full voting representation in
Congress, typically do not pay federal income taxes on income earned on the island, do not have
the same eligibility for some federal programs as those in the states, do not vote in presidential
elections (although they may do so in party primaries) . . . .”*°

Like the federal government, Puerto Rico has three branches of government: the
executive, the legislative, and the judicial.}* The Governor is elected every four years. The
Legislative Assembly consists of a Senate and a House of Representatives, the members of
which are elected for four-year terms. The highest Puerto Rico court is the Supreme Court of
Puerto Rico.

Two of Puerto Rico’s political parties have typically competed for the support of Puerto
Rico voters: (i) the New Progressive Party (Partida Nuevo Progresista in Spanish, or “PNP”);
and (ii) the Popular Democratic Party (Partido Popular Democratico in Spanish, or
“PPD”). The PNP is typically viewed as the party that advocates for Puerto Rico to become a
US state (among other things), whereas the PPD is typically viewed as the party that advocates
for Puerto Rico to retain a more autonomous status (among other things). Many surveys of
Puerto Rico residents reflect that support is almost evenly shared between these two parties.

As a general matter, Congress has granted Puerto Rico substantial latitude in the
management of its internal affairs. Puerto Rico exercises virtually the same control over its
internal affairs as do the 50 states.*> Unlike a number of other US territories, Puerto Rico is not
required to adopt a “mirror” of the US Internal Revenue Code, and has instead enacted its own
income tax system.® The resulting tax code has been described by the Federal Reserve Bank of
New York as featuring “low collection rates on major taxes, an income tax code plagued by

® Commonwealth of P.R., Financial Information and Operating Data Report, 4 (May 15, 2009); CIA
World Factbook, Central America and Caribbean: Puerto Rico,
https://www.cia.gov/library/publications/the-world-factbook/geos/rg.html (last visited Aug. 13, 2018).

10 R. Sam Garrett, Cong. Research Serv., Political Status of Puerto Rico: Brief Background and Recent
Developments for Congress, 3 (2017).

X Commonwealth of P.R., Financial Information and Operating Data Report, 9 (Dec. 18, 2016).

12 Commonwealth of P.R., Financial Information and Operating Data Report, 5 (May 15, 2009).

13 Sean Lowry, Cong. Research Serv., Tax Policy and U.S. Territories: Overview and Issues for
Congress, 4 (2016).
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many exceptions, deductions, and preferences, and liberal use of tax incentives for favored
purposes.”4

Congress has also historically deferred to Puerto Rico on matters of financial and
securities regulation. For instance, the Investment Company Act of 1940 (“1940 Act”) regulates
the packaging and selling of mutual funds investing in bonds issued by municipalities within the
states by, among other things, prohibiting the same financial institutions from playing multiple,
potentially conflicting roles with respect to any particular issuance. However, the 1940 Act
provided an exemption from these rules and conflict of interest prohibitions for issuances of
Puerto Rico municipal bonds. In the wake of that exemption, Puerto Rico did not enact laws of
its own to regulate such conduct, giving its issuers a platform to issue municipal debt in a playing
field for municipal bond issuances materially distinct from any within the 50 states.’®> We also
discuss the importance of this distinction in Part XI.

Puerto Rico is also responsible for its own financial reporting. However, as further
discussed below (see Part VIII), its Comprehensive Annual Financial Reports (“CAFRs”) have
historically often been late compared to similar reports furnished by the 50 states. For example,
the 2013 CAFR was issued 365 days after the end of the fiscal year, much later than every
state. 6

Because it is neither a state, nor an independent nation, Puerto Rico lacks access to
critical resources for fiscal relief. For instance, Puerto Rico is placed at a severe disadvantage
relative to the 50 states in securing federal funding for social programs. The federal government
reimburses states between 50 percent and 83 percent of their Medicaid expenses, with the
specific percentage indexed to each state’s per capita income per Federal Medical Assistance
Percentages.'’ Puerto Rico, however, is subject to a federal reimbursement cap of 55 percent of
its Medicaid expenses regardless of its poverty levels and other factors which, for states,
determine reimbursement rates. In addition, Puerto Rico is subject to a separate dollar cap,
which has not scaled with the costs of the program.® As a result, in 2016, Puerto Rico spent
$2.46 billion on Medicaid against a cap of $335.3 million—an effective reimbursement rate of

14 Fed. Reserve Bank of N.Y., An Update on the Competitiveness of Puerto Rico’s Economy, 14 (2014).

15 This situation only changed recently, when a provision in the Economic Growth, Regulatory Relief, and
Consumer Protection Act brought Puerto Rico under the Investment Act of 1940. Pub. L. No. 115-174, §
506, 132 Stat. 1296 (2018).

1 Marc D. Joffe & Jesse Martinez, Mercatus Ctr. at Geo. Mason Univ., Origins of the Puerto Rico Fiscal
Crisis, 16-18 (2016); see also Commonwealth of P.R., Financial Information and Operating Data
Report, 68 (Dec. 18, 2016).

7 Lara Merling & Jake Johnston, Ctr. for Econ. & Policy Research, More Trouble Ahead: Puerto Rico’s
Impending Medicaid Crisis, 5 (2017).

18 |Lara Merling & Jake Johnston, Ctr. for Econ. & Policy Research, More Trouble Ahead: Puerto Rico’s
Impending Medicaid Crisis, 6 (2017).
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under 14 percent.’® Were it entitled to the poverty-based formula offered to any state, Puerto
Rico would qualify for the maximum 83 percent reimbursement rate.?

Puerto Rico is similarly unable to draw upon the various international mechanisms for
debt adjustment and assistance typically available to sovereign nations. In particular, because
Puerto Rico is not a member of the International Monetary Fund (“IMFE”), it does not qualify for
IMF assistance.?> Were it a member, Puerto Rico may be eligible for a bailout such as the one
received by Greece in 2010, subject, presumably, to policy prescriptions typically required by the
IMF under similar circumstances.??

3. Federal Legislation Impacting Puerto Rico’s Economy

Various federal legislative programs have been enacted throughout Puerto Rico’s history
with the aim of reinforcing its economy. These efforts have produced mixed results.

Under the 1917 Jones Act, Puerto Rico bonds were made “exempt from taxation by the
Government of the United States...or by any State...or by any county, municipality, or other
municipal subdivision of any State.”?® This so-called “triple-tax-exemption” has historically
rendered Puerto Rico bonds uniquely attractive to investors. As a result, as of 2015, over 180
municipal bond funds reportedly held more than 5 percent of their portfolios in Puerto Rico
bonds.?* This high demand allowed Puerto Rico to raise liquidity on a virtually as-needed basis,
contributing to increased debt levels. A 2014 study by the Federal Reserve Bank found that
while Puerto Rico’s debt levels are among the highest in a group of advanced and emerging-
market economies, “subsidized access to the deep and liquid US municipal bond market has
likely allowed it to continue attracting investors and thus to persist in running deficits.”?°

9 Lara Merling & Jake Johnston, Ctr. for Econ. & Policy Research, More Trouble Ahead: Puerto Rico’s
Impending Medicaid Crisis, 6 (2017).

2 To address the immediate shortfall in funding, in 2012 the ACA offered a one-time grant of $6.4 billion
for Puerto Rico to fund its Medicaid program. Lara Merling and Jake Johnston, Ctr. for Econ. & Policy
Research, More Trouble Ahead: Puerto Rico’s Impending Medicaid Crisis, 3, 6 (2017).

2L Desmond Lachman, Am. Enter. Inst., Puerto Rico Needs an IMF-Style Economic Plan (2017),
http://www.aei.org/publication/puerto-rico-needs-an-imf-style-economic-plan/.

22 Council on Foreign Relations, Greece’s Debt, 1974-2017, https://www.cfr.org/timeline/greeces-debt-
crisis-timeline (last visited Aug. 14, 2018). In 2018, Argentina has begun to engage in discussions with
the IMF about receiving financial assistance. Int’l Monetary Fund, Press Release No. 18/182: Statement
by IMF Managing Director Christine Lagarde at the Conclusion of the Executive Board’s Informal
Meeting on Argentina (2018), available at http://www.imf.org/en/News/Articles/2018/05/18/pr18182-
statement-by-imf-managing-director-at-the-conclusion-of-meeting-on-argentina.

% See 48 U.S.C.A. § 745 (1917).

24 See Scott Greenberg & Gavin Ekins, Tax Found. Tax Policy Helped Create Puerto Rico’s Fiscal Crisis,
(June 30, 2015), https://taxfoundation.org/tax-policy-helped-create-puerto-rico-s-fiscal-crisis/.

% Fed. Reserve Bank of N.Y., An Update on the Competitiveness of Puerto Rico’s Economy, 19 (2014).
In addition, in 1961, Congress amended the Puerto Rico Federal Relations Act, removing the federally
imposed debt limit on Puerto Rico upon voters’ ratification of an amendment to the Puerto Rico
Constitution adding debt limitation language. See Marc D. Joffe & Jesse Martinez, Mercatus Ctr. at Geo.
Mason Univ., Origins of the Puerto Rico Fiscal Crisis, 16-18 (2016). As a result, the Constitution was
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The Jones Act further imposed stringent requirements on shipping between Puerto Rico
and the US mainland and within Puerto Rico. Pursuant to the Jones Act, maritime transport of
cargo between points in the United States—including from port to port within Puerto Rico—
must be carried out by vessels built in the United States and owned by US citizens.?® A 2013
report by the US Government Accountability Office (“Government Accountability Office”)
found that the vast majority of the cargo shipped between the United States and Puerto Rico is
carried by just four Jones Act carriers.?’” The increased costs resulting from this reduced
competition are especially acute for Puerto Rico, given its heavy reliance on the transport of
goods to and from the mainland United States and the added burden of transporting internally in
Puerto Rico on US carriers. According to one study, Puerto Rico lost $537 million per year as a
result of the Jones Act shipping requirements.?® There have been some, unsuccessful, efforts to
repeal the Jones Act, most notably by US Senator John McCain in 2010 and 2015.%°

Another US legislative effort that affected Puerto Rico’s economy was the 1976 Tax
Reform Act, which enacted the Possession Tax Credit. The Possession Tax Credit allowed
certain US corporations with business operations in Puerto Rico to generally eliminate US tax on
certain foreign source income related to those operations that would otherwise apply under the
US Internal Revenue Code (“Tax Code”).*® According to one academic researcher, under the
Possession Tax Credit, Puerto Rico was “by a wide margin, the most attractive locale in the
world for American companies to operate in.”3

B. Lead-Up and Debt Crisis: 1996 - Today

1. Repeal of the Possession Tax Credit and Beginning of Recession

The Small Business Job Protection Act of 1996 repealed the Possession Tax Credit for
taxable years beginning after 1995.32 While the Small Business Job Protection Act provided for
a 10-year grandfather period for existing corporations who claimed the credit, between 1996 and
2002, more than 27,000 industrial jobs were lost in Puerto Rico. Following the phase out of
Section 936 in 2006, and the attendant loss of tax incentives, manufacturers, and jobs, Puerto

amended again, so that the debt limit was measured as a percentage of revenue—and allowed for further
debt which did not count towards the limit. In re: Commonwealth of P.R., No. 17--01578-LTS (D.P.R.
May 3, 2017), ECF No. 1-2, 10 (internal citations omitted).

%6 Jones Act of Mar. 2, 1917, ch. 145, 39 Stat. 951 (1917); Gov’t Accountability Office, GAO-13-260,
Puerto Rico - Characteristics of the Island’s Maritime Trade and Potential Effects of Modifying the Jones
Act, 1 (2013).

2T Gov’t Accountability Office, GAO-13-260, Puerto Rico: Characteristics of the Island’s Maritime
Trade and Potential Effects of Modifying the Jones Act, 6 (2013).

% Thomas Grennes, Mercatus Ctr. at Geo. Mason Univ., An Economic Analysis of the Jones Act, 26
(2017).

2 Thomas Grennes, Mercatus Ctr. at Geo. Mason Univ., An Economic Analysis of the Jones Act, 41
(2017).

% Joint Comm. on Taxation, Overview of the Special Tax Rules Related to Puerto Rico, 3 (2006).

%1 James Surowiecki, The Puerto Rican Problem, The New Yorker, Apr. 6, 2015.

%2 Gov’t Accountability Office, GGD-97-101, Puerto Rican Economic Trends, 2 (1997).
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Rico’s recession began.®* By many metrics, the sharp decline in economic activity that began in
the late 2000s (often referred to as the “Great Recession”) still continues in Puerto Rico, with
deleterious effects on Puerto Rico’s overall fiscal health and ability to generate revenue.

The Great Recession hit Puerto Rico with particular severity when compared to the
mainland United States (and slightly earlier). The US Department of the Treasury notes that,
between 2006 and 2016, Puerto Rico’s economy contracted by over 10 percent, and employment
declined by 14 percent.>* In 2016, Puerto Rico’s unemployment rate was twice that of the
mainland United States, at 11.8 percent.® In that year, only 42.5 percent of Puerto Rico’s
residents over the age of 15 were employed, compared to well over 60 percent in the mainland
US, including during the Great Recession.® In 2017, an estimated 43.5 percent of Puerto Rico’s
residents lived in poverty.3” This is more than triple the rate of the United States overall,*® and
twice the rate of Mississippi, the US state with the highest poverty rate.*® The child poverty rate
in Puerto Rico in 2017 was similarly three times that of the mainland US.*° Puerto Rico also has
a lower per capita income than any state ($11,688), half of that in Mississippi (the state with the
lowest per capita income) and a third of that in the United States overall.*

Over this same period of economic decline, Puerto Rico expanded its spending
commitments and entitlement programs — particularly in the areas of healthcare and other social
projects — largely funded by bond issuances. As of 2014, Puerto Rico’s health insurance
coverage rate (94 percent) was higher than that on the US mainland, but most insurance was
provided through publicly funded insurance programs, including Medicaid/CHIP (39 percent),
Medicare Advantage (16 percent), Traditional Medicare (6 percent), and Veterans Affairs (3
percent). Only 36 percent were covered by a commercial provider, contrasted with 59 percent on
the mainland United States.*

33 See Marc D. Joffe & Jesse Martinez, Mercatus Ctr. at Geo. Mason Univ., Origins of the Puerto Rico
Fiscal Crisis, 15 (2016).

% US. Dept of the Treasury, Puerto Rico’s Economic and Fiscal Crisis, 1,
https://www.treasury.gov/connect/blog/Documents/Puerto_Ricos_fiscal_challenges.pdf (last visited Aug.
16, 2018).

% Lara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 2 (2017).

% Lara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 2 (2017).

37 U.S. Census Bureau, QuickFacts: Puerto Rico, https://www.census.gov/quickfacts/PR (last visited
Aug. 14, 2018).

38 U.S. Census Bureau, QuickFacts: United States,
https://www.census.gov/quickfacts/fact/table/US/PST045217 (last visited Aug. 14, 2018).

% U.S. Census Bureau, QuickFacts: Mississippi, https://www.census.gov/quickfacts/ms (last visited Aug.
14, 2018).

0 |_ara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 9 (2017).

4 u.s. Census Bureau, QuickFacts: United States,
https://www.census.gov/quickfacts/fact/table/US/PST045217 (last visited Aug. 14, 2018).

2 Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 7 (2017).
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As discussed above, Puerto Rico receives considerably less funding than states for these
services: federal funds cover only about 23 percent of the cost of Puerto Rico’s Medicaid
expenditures.*® Indeed, according to a report by the Government Accountability Office, a
similar pattern holds for a wide range of social programs, including Medicare; Medicaid;
Supplemental Nutrition Assistance Program (“SNAP”); Supplemental Security Income (“SSI”);
Federal-Aid Highways; Pell Grants; Temporary Assistance for Needy Families (“TANFE”); Title
| Grants to Local Educational Agencies; Children’s Health Insurance Program; Post-911 Gl Bill;
and the Federal Direct Student Loan Program.** In each case, Puerto Rico’s lack of statehood
constrains the amount of funding to which it is entitled. Illustrative examples include:

e Medicare/Medicaid: In 2010, Puerto Rico received $4.5 billion in federal
government funding for Medicare; had it been a state, this figure likely would have
reached $6 billion.*®  Similarly, actual Medicaid spending from the federal
government in 2011 was $685 million, whereas had Puerto Rico been a state, it would
have been between $1.0 billion and $2.1 billion.*® The federal match rate for
Medicaid spending in Puerto Rico is only 55 percent, far lower than states with
comparable income (Mississippi receives 76 percent funding).*’

e SSI: Residents of Puerto Rico are not eligible for SSI; instead, the Aid to the Aged,
Blind, and Disabled (“AABD”) program provides cash benefits for low-income
residents. Under AABD, Puerto Rico received about $24 million in 2011, whereas
under SSI, funding would have ranged from $1.5 billion to $1.8 billion. Moreover,
were Puerto Rico a state, a significantly higher portion of its residents would be
eligible for SSI. For example, in 2011 between 305,000 and 354,000 Puerto Ricans
would have been eligible for SSI, but only 34,401 were eligible for AABD that
year.®

# Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 8 (2017).

* Gov’t Accountability Office, GAO-14-31, Report to Congressional Requesters: Puerto Rico—
Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue
Sources (2014).

* Gov’t Accountability Office, GAO-14-31, Report to Congressional Requesters: Puerto Rico—
Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue
Sources, 65 (2014).

% Gov’t Accountability Office, GAO-14-31, Report to Congressional Requesters: Puerto Rico—
Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue
Sources, 73 (2014).

4" Medicaid, Puerto Rico, https://www.medicaid.gov/medicaid/by-state/puerto-rico.html (last visited Aug.
14, 2018); Richard V. Reeves & Katherine Guyot, The Brookings Inst., Keeping Our PROMESA: What
the US. Can Do about Puerto Rico’s Fiscal Crisis (Sept. 11, 2017),
https://www.brookings.edu/research/keeping-our-promesa-what-the-u-s-can-do-about-puerto-ricos-fiscal-
crisis/.

* Gov’t Accountability Office, GAO-14-31, Report to Congressional Requesters: Puerto Rico—
Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue
Sources, 82 (2014).
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e TANF: A statutory cap limits the federal funds Puerto Rico may receive federal funds
to about $107.3 million to operate TANF, AABD, foster care and adoption programs,
and Matching Grant, a restriction it would not face were it granted statehood.*°

In sum, the combination of high rates of unemployment—and therefore substantial need
for government support—and low per capita funding means that Puerto Rico’s government has
been forced to assist more people with less money than states with equivalent rates of poverty
and unemployment.

During this same general period, Puerto Rico engaged in large public works projects,
paid for by the issuance of bonds. For example, Puerto Rico’s Department of Transportation and
Public Works (“DTPW”) began work in 1989 on a project to build Puerto Rico’s first mass
transit system, Tren Urbano (Urban Train), a single-line, 10.7 mile railway system. Overall, the
project cost $2.25 billion, with construction lasting from 1997-2004. Funding sources included
$637.8 million in bonds, $828.8 million from federal grants, $200 million from a Transportation
Infrastructure Finance & Innovation Act (“TIFIA”) loan and $483.4 million from other
sources.>® Additional bonds were issued to repay the TIFIA loan, with an interest rate of 4.97
percent (75 basis points lower than the interest rate on the TIFIA loan).> As of 2017, Tren
Urbano was selling about one-third of the rides it needed to break even, losing about $50 million
a year.>

2. Population decline

Since 2000, Puerto Rico has faced a mass exodus of its citizens to the mainland United
States. Between 2000 and 2015, Puerto Rico saw a 9 percent decline in population, with 75
percent of this loss occurring after 2010.%® In 2016, there was a further 1.8 percent population
decline.® With fewer individuals paying local taxes due to outward migration, Puerto Rico
increasingly struggled to pay for social benefits programs, which were already underfunded (see

* Gov’t Accountability Office, GAO-14-31, Report to Congressional Requesters: Puerto Rico—
Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue
Sources, 94-95 (2014).

% Build Am. Bureau, U.S Dep’t of Transp., Tren Urbano, https://www.transportation.gov/tifia/financed-
projects/tren-urbano (last visited Aug. 14, 2018).

°1 Build Am. Bureau, U.S Dep’t of Transp., Tren Urbano, https://www.transportation.govi/tifia/financed-
projects/tren-urbano (last visited Aug. 14, 2018).

2 Martin Z. Braun & Jonathan Levin, Debt Island: How $74 Billion in Bonds Bankrupted Puerto Rico,
Bloomberg, May 15, 2017.

%% Jens Manuel Krogstad, Pew Research FactTank, Historic Population Losses Continue Across Puerto
Rico (Mar. 24, 2016), http://www.pewresearch.org/fact-tank/2016/03/24/historic-population-losses-
continue-across-puerto-rico/.

> Lara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 9 (2017).
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above, Partl1.B.1). Many of those departing are young, placing additional strain on the
government to care for the elderly and pay pensions.>®

Enhanced employment prospects on the mainland have also contributed substantially to
the mass exodus of people born in Puerto Rico. People from Puerto Rico on the mainland have
labor force participation rates roughly equivalent to overall rates in the mainland United States.
For instance, the labor force participation rate of people from Puerto Rico in the United States in
2016 was 61.5 percent (compared with 62.8 percent overall participation rate in US). In Puerto
Rico, by contrast, the 2016 labor force participation rate was 44.1 percent.>® Of people born on
the island who had moved to the mainland, at least 40 percent left for job-related reasons, with
another 39 percent departing for family-related reasons.®’

While some studies suggest outward migrants “tend to be somewhat lower-skilled than
the population overall,”®® trained professionals have been departing in large numbers, sparking a
notable “brain drain” in several key sectors. This is particularly true in the case of medical
professionals. According to some reports, between 2011 and 2013, about 12 percent of all
physicians moved to the mainland.>®® According to the College of Physicians and Surgeons of
Puerto Rico, in 2016, two doctors left the island per day, and as of 2016 there were only 9,000
doctors on the island, 36 percent lower than a decade before.®® Teachers have similarly left.
They struggle to find employment in Puerto Rico but are in high demand in the mainland US
given their bilingual abilities.%! Due to a combination of departures from the island and an aging
population, Puerto Rico’s labor force decreased by about 20 percent between 2007 and 2016.2

The recent hurricanes have only exacerbated the outward migration, as discussed further
below in section I1.B.7.

3. Financial Crisis and Related Debt Accumulation

* Jaison R. Abel & Richard Deitz, Fed. Reserve Bank of N.Y., The Causes and Consequences of Puerto
Rico’s Declining Population, 1 (2014).

%6 Nashia Roman, Ctr. for P.R. Studies, CUNY Hunter, Puerto Ricans in the United States: 2010-2016, 7
(2018).

%" Jens Manuel Krogstad, Pew Research FactTank, Historic population losses continue across Puerto
Rico, (Mar. 26, 2016), http://www.pewresearch.org/fact-tank/2016/03/24/historic-population-losses-
continue-across-puerto-rico/.

% Jaison R. Abel & Richard Deitz, Fed. Reserve Bank of N.Y., The Causes and Consequences of Puerto
Rico’s Declining Population, 5 (2014).

% Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 14 (2017).

% Robin Respaut, Why people wait more than a year to see a doctor in Puerto Rico, Reuters, Oct. 11,
2016, https://www.reuters.com/investigates/special-report/usa-puertorico-healthcare/.

® Tim Henderson, Schools Look to Puerto Rico in Search of Bilingual Teachers, Pew Charitable Trusts,
Oct. 13, 2015, http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2015/10/13/schools-
look-to-puerto-rico-in-search-of-bilingual-teachers.

62 Richard V. Reeves & Katherine Guyot, The Brookings Inst., Keeping Our PROMESA: What the U.S.
Can Do about Puerto Rico’s Fiscal Crisis (Sept. 11, 2017), https://www.brookings.edu/research/keeping-
our-promesa-what-the-u-s-can-do-about-puerto-ricos-fiscal-crisis/.
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As discussed further as part of our investigative findings, amidst the contracting
economy, declining population, and growing rates of unemployment, Puerto Rico debt increased
through numerous municipal bond issuances by multiple issuers. Overall, Puerto Rico and
related entities issued a total of approximately $23.5 billion in new bonded debt between 2005
and 2014.% IMF data indicates that real Gross Domestic Product (“GDP”) has remained
negative nearly every year during this period (with the exception of one year of approximately
zero growth).%* As a result of these debt issuances and Puerto Rico’s inability to continually
service its debt, the credit rating on Puerto Rico debt was downgraded below investment-grade in
2014.%

The majority of Puerto Rico’s total public debt was bonded debt outstanding, comprising
an average of 86 percent of total public debt between 2005 and 2014.%¢ During that time, the
amount of total public debt rose from about $39.2 billion to about $67.8 billion, further rising by
2017 to $74.3 billion.%” The bonds were issued by numerous Puerto Rico-Related Entities in
order to maintain operations. As of 2014, the vast majority of the debt was owed by a
combination of the primary government (59 percent), PREPA (14 percent), PRASA (7 percent)
and the Puerto Rico Highway and Transportation Authority (“HTA”) (7 percent).%®

As discussed in greater detail in our investigative findings, GDB played a significant role
in this process of debt accumulation. GDB was during the Relevant Period the largest bank in
the United States that is neither a member of the Federal Reserve System nor overseen by the
Federal Deposit Insurance Corporation.®® Initially designed to “serve as the foundation for
[Puerto Rico’s] economic and social development,”’® GDB historically functioned as a
traditional small-enterprise lending bank, extending two-thirds of its loans to local enterprises
including laundries, car repair shops, and drugstores in the 1950s.”* By the 1970s, GDB had
turned towards the public sector and established Puerto Rico’s first savings bonds to raise funds
for the government amidst an economic downturn.”? By 2014, GDB had entirely shifted towards

8 Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 12 (2017).

® Lara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 4 (2017); see also Commonwealth of P.R., Financial Information and Operating Data
Report, 41 (Dec. 18, 2016).

% Lara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 16 (2017).

% Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 12 (2017).

% Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 13 (2017).

% Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 14 (2017).

% Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 3 (2014).

" Gov’t Dev. Bank of P.R., The Forties: The Formative Years, http://www.gdbpr.com/about-
gdb/history_02.html (available at
https://web.archive.org/web/20160316080323/http:/www.gdbpr.com/about-gdb/history _02.html) (last
visited Aug. 14, 2018).

" Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 1 (2014).

2 Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 1 (2014).
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the public sector, with 99.6 percent of its loan exposure to public institutions.”® Observers have
noted that GDB’s role as “fiscal agent, banker, and “brain trust’ to the Commonwealth” allowed
it to raise and allocate borrowed funds for use in covering public-sector deficits.”* By various
accounts, GDB’s image has gradually deteriorated, with some referring to it as Puerto Rico’s
“piggy bank.” "

In 2014, S&P downgraded GDB’s long-term issuer credit rating to “BB-" and its short-
term issuer credit rating to “B.”’® S&P noted that the passage of the Puerto Rico Public
Corporation Debt Enforcement and Recovery Act (“Recovery Act”) in 2014 “signal[ed] a
potential shift in Puerto Rico’s historically strong willingness to continue to meet its obligations
to bondholders, particularly in the event of constrained market access.””” Moody’s declared the
same Act to be “a declaration of intent to allow default by highly leveraged public corporations,
primarily those providing the island’s essential electric, highway and water and sewer services”
and downgraded Puerto Rico’s general obligation bonds (“GO Bonds”) to B2, the lowest rating
yet. Furthermore, Moody’s lowered GDB debt rating to one level below that “to indicate the
GDB’s exposure to the default-eligible authorities (including $2 billion of loans to [HTA]) and
potentially higher loss severity in the event of default compared with GO bonds.”®

In addition to its bonded debt, Puerto Rico’s pension funds have been severely unfunded,
as discussed further in Part VII. As of the filing of the Title Il petitions, the three major pension
systems have approximately $49 billion of pension liabilities, only approximately 1.57 percent of
which were funded as of June 30, 2015.7° Although the Judiciary Retirement Systems and the
Teachers Retirement Systems had funding of about 7.5 percent and 8.05 percent as of June 30,
2015, respectively, ERS yielded a ratio of negative 1.77 percent.2® With an aging population
moving toward draw-down, the beneficiaries of Puerto Rico’s pension continue to grow.5!

4. Failed Legislative Efforts to Restructure, Followed by Default

3 Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 2 (2014).

™ Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 1 (2014).

S Arturo C. Porzecanski, Am. Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 3 (2014).

® Arturo C. Porzecanski, Am Univ., The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 4 (2014); see also Commonwealth of P.R., Financial Information and Operating Data
Report, 97 (Oct. 30, 2014).

" Standard & Poor’s Ratings Services, Puerto Rico GO Rating Lowered One Notch to ‘BB’ Following
Debt Legislation; Outlook Negative, 2 (2014).

® Moody’s Inv’rs’ Serv., Puerto Rico Restructuring Law Drives Ratings Deeper Into Speculative
Territory (2014).

" Commonwealth of P.R., Financial Information and Operating Data Report, 222 (Dec. 18, 2016).

8 Commonwealth of P.R., Financial Information and Operating Data Report, 222 (Dec. 18, 2016).

81 For example, for the Teachers Retirement System, there were approximately seven retirees for every
eight active teachers contributing to the pension plan in 2013. Glenn D. Bowen & Katherine A. Warren,
Puerto Rico Teachers Retirement System: Actuarial Valuation Report, 2 (2014).

43



The Independent Investigator’s Final Investigative Report

By 2015, Puerto Rico held about $72 billion in debt, representing 66 percent of its GDP,
relative to 47 percent in 2005.82 As a percentage of Gross National Product (“GNP”), which the
US Department of Treasury deems to be a “more representative measure of Puerto Rico’s
economic activity,” total public debt grew from 71 percent in fiscal year ended 2005 to 99
percent in fiscal year ended 2014.83

The last time the Puerto Rico-Related Entities issued public debt was Puerto Rico’s
$3.5 billion issuance of GO Bonds in March 2014. As discussed in greater detail in Part IV,
Puerto Rico had already hired professional restructuring advisors prior to that issuance, to
develop a path forward if, as seemed increasingly inevitable, it could not fully repay its
indebtedness. Puerto Rico could not use federal bankruptcy law to restructure its debt, because
although the US Bankruptcy Code provides a mechanism for “states” to do so under Chapter 9,
Congress amended the Bankruptcy Code’s definition of “state” in 1984 to exclude Puerto Rico.
Puerto Rico was thus not considered a US state “for purposes of defining who may be a debtor
under [Clhapter 9.8  As a result, Puerto Rico was powerless to authorize its own
instrumentalities such as PREPA, PRASA and HTA to use Chapter 9 to restructure.

On June 28, 2014, Puerto Rico created its own mechanism for restructuring the debt of its
municipal units, similar to Chapter 9. It did this by enacting the Recovery Act.®® Bondholders
quickly sued to challenge the Recovery Act’s validity. On February 6, 2015, the US District
Court for the District of Puerto Rico ruled the Recovery Act was invalid and enjoined its
implementation on the ground that Chapter 9 preempted it.8” The US Supreme Court affirmed
that ruling on appeal, effectively holding that “the Bankruptcy Code provided no relief for Puerto
Rico or its municipalities and at the same time precluded Puerto Rico from enacting an
insolvency regime of its own.”88

In June 2015, after the Recovery Act was invalidated, Governor Alejandro Garcia Padilla
declared the approximately $72 billion debt “unpayable.”%

8 Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 12 n.19, 14 (2017).
8 Gov’t Accountability Office, GAO-18-160, U.S. Territories: Public Debt Outlook, 14 (2017).

811 U.S.C. §101(52).

8 Regardless of the 1984 amendment, Puerto Rico could not have authorized itself to be a debtor and
restructured its own obligations (such as the GO Bonds) under Chapter 9. Accordingly, although access
to Chapter 9 may have brought significant relief to Puerto Rico, it would not have been a comprehensive
restructuring solution.

8 Act of June 17, 2014, No. 71, 2014 P.R. Laws 273.

8 Franklin Cal. Tax-Free Tr. v. Puerto Rico, 85 F. Supp. 3d 577 (D.P.R.), judgment entered, No. 14-1518
FAB, 2015 WL 574008 (D.P.R. Feb. 10, 2015), and aff'd, 805 F.3d 322 (1st Cir. 2015), aff'd, 136 S. Ct.
1938 (2016).

8 Mitu Gulati & Robert K. Rasmussen, Ctr. for Law and Soc. Sci., Puerto Rico and the Netherworld of
Sovereign Debt Restructuring, 2 (Mar. 20, 2017) (discussing Puerto Rico v. Franklin Cal. Tax-Free Tr.,
136 S. Ct. 1938 (2016)).

8 |ara Merling et al., Ctr. for Econ. & Policy Research, Life after Debt in Puerto Rico: How Many More
Lost Decades?, 16 (2017).
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In early August 2015, the Puerto Rico Public Finance Corporation (“PFC”) defaulted on
approximately $58 million of due payment. The default was the first in Puerto Rico’s history.%
Additional defaults occurred in December 2015, including on $35.9 million due on Infrastructure
Financing Authority bonds and $1.4 million due on PFC bonds.? The prospect of a disorderly
default on Puerto Rico’s debts seemed likely.®?

On April 6, 2016, the Puerto Rico Legislative Assembly enacted the Emergency
Moratorium and Financial Rehabilitation Act (“Moratorium Act”). The Moratorium Act
recognized that “the Government of Puerto Rico does not have sufficient resources to comply
with debt service obligations as originally scheduled and, additionally, to continue providing
essential services to the people[.]”%

The Moratorium Act authorized the Governor of Puerto Rico (“Governor”) to declare (by
executive order) a moratorium on debt service payments for a limited period of time for the
government, GDB, and other governmental instrumentalities.** The Moratorium Act also
created AAFAF. Under the Moratorium Act, AAFAF assumed the fiscal agency and financial
advisory responsibilities previously exercised by GDB.%

In 2016, the then-current Governor issued several executive orders that declared payment
moratoriums on various debt, implemented a new regulatory framework for GDB operations and
liquidity, and related matters.

In April 2016, a bill constituting the first version of PROMESA was introduced in the
U.S. House of Representatives. As discussed, Congress eventually passed PROMESA in June
2016, establishing the Oversight Board. On May 3, 2017, the Oversight Board, on Puerto Rico’s
behalf, filed the Title I11 voluntary petition, seeking to restructure Puerto Rico’s debts. As noted,
Puerto Rico and its instrumentalities owe approximately $74 billion in debt and $49 billion in
pension liabilities.

As described in the Oversight Board’s statement in connection with the Title 111 filing, by
the time of the filing, Puerto Rico’s financial situation was “staggeringly grim.” The Oversight
Board noted the following statistics: %’

% Ctr. for P.R. Studies, CUNY Hunter, Puerto Rico in Crisis—Timeline (2017).

%% Ctr. for P.R. Studies, CUNY Hunter, Puerto Rico in Crisis—Timeline (2017).

%2 Ctr. for P.R. Studies, CUNY Hunter, Puerto Rico in Crisis—Timeline (2017).

% Moratorium Act, Preamble, 2016 P.R. Laws 160; see also Statement of Oversight Board In Connection
With PROMESA Title 11 Petition, In re Fin. Oversight & Mgmt. Bd. for P.R., Title Il Case No. No. 17-
3283-LTS (D.P.R. May 3, 2017), ECF No. 1-2, { 14.

% Moratorium Act, Preamble, 2016 P.R. Laws 160; see also Statement of Oversight Board In Connection
With PROMESA Title 11 Petition, In re Fin. Oversight & Mgmt. Bd. for P.R., Title Il Case No. No. 17-
3283-LTS (D.P.R. May 3, 2017), ECF No. 1-2, { 15.

% Commonwealth of P.R., Financial Information and Operating Data Report, 9 (Dec. 18, 2016).

% Commonwealth of P.R., Financial Information and Operating Data Report, 37 (Dec. 18, 2016).

" In re: Commonwealth of P.R., No. 17-01578-LTS (D.P.R. May 3, 2017), ECF No. 1-2, 3-4 (internal
citations omitted).
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e GNP Decline since 2007: From 2007-2016, Puerto Rico’s GNP declined by over 14
percent, while total employment in Puerto Rico fell from 1.25 million to fewer than 1
million;

e Unemployment Rate: In October 2016, Puerto Rico’s unemployment rate was 12.1
percent, and only 987,606 persons were employed, down 23 percent from 1,277,559
employed persons in 2006;

e Labor Participation Rate: the labor participation rate has plummeted to 40 percent,
two thirds of the level on the US mainland;

e Drop in Economic Activity Index: the Economic Activity Index composed of four
factors (payroll employment, electric power generation, cement sales, and gasoline
consumption) fell from 160.0 to 124.1 between August 2005 and August 2016;

e Population Decline: since 2007, Puerto Rico’s population has declined approximately
10 percent down to less than 3.41 million people in 2016;

e Poverty and Unemployment: according to the US Census Bureau’s 2015 community
survey, 46.1 percent of Puerto Rico’s residents live below the federal poverty level
compared to the national average of 14.7 percent, and 36 percent of the residents of
Detroit, Michigan (whose financial distress was viewed by many as uniquely
devastating). Puerto Rico’s is more so. For Puerto Rico children under age 5, 63.7
percent live under the federal poverty level, compared to the national average of 22.8
percent. Median household income in Puerto Rico was $18,626 in 2015, as compared
to $56,515 in the states and District of Columbia;®® and

e Public Debt as a Percentage of Income: Puerto Rico has approximately $74 billion of
bond debt and $48 billion of unfunded pension liabilities. As of 2012, Puerto Rico’s
public debt as a percentage of aggregate income was 100.7 percent, as compared to
29 percent for New York, which was the highest ratio of public debt to income in the
United States (the average is 16.8 percent).

5. Allocation Among Issuers of $74 Billion Debt Obligation

A substantial portion of the $74 billion of debt was in the form of bonds, either GO
Bonds issued by Puerto Rico or bonds issued by public corporations that provided governmental
or quasi-government services, such as PREPA, PRASA and HTA. Most of the bonds were
current interest bonds, but some were capital appreciation bonds (“CABs”). The following chart

% See also Cong. Task Force on Econ. Growth in P.R., Report to the House and Senate, 114" Cong., 10-
11 (2016).
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provides a breakdown of the $74 billion (in $MM) in order of indebtedness, based on the
Oversight Board’s Title III petition.®® The primary Issuers are discussed in Part III below.

Figure IL.A: Allocation of Public Sector Debt!%

Issuer Bond CAB Unpaid Private Total Bonds
Principal P&I@ Loans & Private
Loans
COFINA $11,425 $6,155 - — $17,580
Puerto Rico/GO $12.013 $84 $1.146 $24 $13,267
PREPA $8.259 -- -- $697 $8,956
PRASA® $3,943 $28 $13 $584 $4,568
GDB®©-@ $3,182 -- $742 $203 $4.126
HTA® $3.983 $135 $6 - $4,124
PBA $3.980 -- $117 -- $4,097
ERS $2.658 $498 -- -- $3,156
PRIFA® $1,566 $409 $232 -- $2,207
Children’s Trust $847 $613 -- -- $1.,460
PFC $1,025 -- $172 - $1,197
HFA $542 -- -- - $542
UPR® $496 -- -- - $496
PRCCDA $386 -- -- -- $386
PRIDCO $145 $11 -- - $156
PRIICO - -- -- $98 $98
AMA - -- -- $28 $28
Other Central Gov't $197 - $29 $413 $639
Entities
%&g‘:;pg;g@ $556 - - $1,140 $1,696
SUB TOTAL $55,203 $7,933 $2.457 $3,188 $68.781
Less: GDB Bonds (excl. TDF) ($3,766)
Plus: Loans from GDB/MFA Entities $8.795
Public Sector Debt $73,810

(a) Unpaid principal and interest includes debt service that has been paid by insurers and is owed by the

government

(b) PRASA bonds includes Revenue Bonds, Rural Development Bonds. Guaranteed 2008 Ref Bonds
(c) GDB private loans includes Tourism Development Fund guarantees
(d) Includes GDB Senior Guaranteed Notes Series 2013-B1

% See Statement of Oversight Board In Connection With PROMESA Title III Petition, In re Fin.
Oversight & Mgmt. Bd. for P.R., Title III Case No. No. 17-3283-LTS (D.P.R. May 3, 2017), ECF No. 1-
2,99 1-2: ECF No. 1-3 (Ex. A).
100 Short-form references in the “Issuer” column conform to the definitions set forth on the List of
Defined Terms that is Appendix C to this Report.
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(e) HTA includes Teodoro Moscoso bonds

(f) PRIFA includes PRIFA Rum bonds, PRIFA Petroleum Products Excise Tax BANs, PRIFA Port Authority
bonds and $34.9m of PRIFA ASSMCA bonds

(g) UPR includes $64.2m of AFICA Desarrollos Universitarios University Plaza Project bonds

(h) Municipality Related Debt includes AFICA Guyanabo Municipal Government Center and Guaynabo
Warehouse for Emergencies bonds

6. Impact of the Default

The impact of the fiscal crisis and default has been devastating. This Report does not
purport to catalog or describe all such impacts, but instead, to survey them in sufficient detail to
achieve the Report’s mandate under PROMESA and instructions of the Special Investigation
Committee.

The impact on pensioners has been profound: By 2017, retirement benefits from the
retirement systems for public employees such as ERS had switched to pay-as-you-go, meaning
that all benefit payments would come out of tax revenue.%

Beyond impact on bondholders, Puerto Rico’s ability to fund public services and provide
for education, health, and safety of citizens of Puerto Rico has been severely diminished as a
result of the fiscal crisis. The University of Puerto Rico (“*UPR”), one of the Puerto Rico-
Related Entities that relied on bond issuances, owed $496 million as of 2017.1%2 Declining
infrastructure has begun to negatively impact the population’s health.1®®  Amidst the economic
crisis, Puerto Rico attempted to cut costs across its healthcare system, with the Board’s new
fiscal plan intending to save $6 billion over 10 years in that area—and likely causing an
approximately 6 percent reduction in health care spending.'®* The Medicaid system, historically
funded by the issuance of municipal bonds, has been hit particularly hard. Following its default,
Puerto Rico was no longer able to access capital markets. As a result, Puerto Rico has been
increasingly unable to pay Medicaid providers.!® At least one Medicaid Managed Care
Organization (“MCQ”) has pulled out of the market.!®® Beyond funding issues, the outward
migration of physicians and other medical staff has translated into 72 of Puerto Rico’s 78

101 Richard V. Reeves & Katherine Guyot, The Brookings Inst., Keeping Our PROMESA: What the U.S.
Can Do about Puerto Rico’s Fiscal Crisis (Sept. 11, 2017), https://www.brookings.edu/research/keeping-
our-promesa-what-the-u-s-can-do-about-puerto-ricos-fiscal-crisis/; Nick Brown, Puerto Rico’s other
crisis: impoverished pensions, Reuters, Apr. 7, 2016, https://www.reuters.com/investigates/special-
report/usa-puertorico-pensions/.

102 Martin Z. Braun & Jonathan Levin, Debt Island: How $74 Billion in Bonds Bankrupted Puerto Rico,
Bloomberg, May 15, 2017.

103 Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 1 (2017).

104 Richard V. Reeves & Katherine Guyot, The Brookings Inst., Keeping Our PROMESA: What the U.S.
Can Do about Puerto Rico’s Fiscal Crisis (Sept. 11, 2017), https://www.brookings.edu/research/keeping-
our-promesa-what-the-u-s-can-do-about-puerto-ricos-fiscal-crisis/.

105 Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 5 (2017)

106 Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 6 (2017).
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municipalities being deemed medically underserved areas by the US Health Resources and
Services Administration (“HRSA”).1%

7. Hurricanes Irma and Maria

In September 2017, Hurricanes Irma and Maria left many Puerto Rico residents without
power, clean water, and communications. Although still a topic of investigation, the death toll
from the hurricanes may be in the several thousands.!® The hurricanes also caused major
damage to homes, businesses, and water, telecom, transportation, and power infrastructure, and
destroyed 80 percent of crops.*®

For several weeks, most of Puerto Rico saw widespread power and telecommunications
outages, fuel shortages, and transportation blockages. Even months after Hurricane Maria, many
parts of Puerto Rico remained without electricity and running water.*® According to the US
Department of Energy and PREPA, as of April 4, 2018, 62,000 customers—about 4.2 percent—
remained without power.!** The power outage was “by far the most severe in US history, in
terms of total customer-hours lost.”*'? This lack of electricity “limited the availability of potable
water, since the filtration systems that create clean running drinking water rely on electricity to
treat sewage.”''® Telecommunications were also hit hard. As of November 16, 2017, AT&T
reported that only 80 percent of the population was able to connect to their networks, while in
early December, cloud platform Oracle reported only 53% of the usage rates it had immediately
before the hurricane. !4

These conditions increased the demand for public health care, but a lack of power meant
that hospitals had to rely on generators to provide basic medical services, and due to damaged
roads, even accessing diesel to run these generators was difficult.'®®> A month after the
hurricanes, only 40 percent of health centers had access to the internet and electronic health

07 Krista Perreira et al., Urban Inst. Health Policy Ctr., Puerto Rico Health Care Infrastructure
Assessment: Site Visit Report, 13-14 (2017).

108 Nishant Kishore et al., Mortality in Puerto Rico after Hurricane Maria, 15 N. Engl. J. Med. 162-165
(2018).

109 Jason Bram, Fed. Reserve Bank of N.Y., Economic Press Briefing: Puerto Rico and the U.S. Virgin
Islands After Hurricanes Irma and Maria, 7 (2018).

110 jason Bram, Fed. Reserve Bank of N.Y., Economic Press Briefing: Puerto Rico and the U.S. Virgin
Islands After Hurricanes Irma and Maria, 7 (2018).

111 y.S. Dep’t of Energy, Hurricanes Maria & Irma: April 4 Event Summary (Report #98 — Final) (2018).
112 jJason Bram, Fed. Reserve Bank of N.Y., Economic Press Briefing: Puerto Rico and the U.S. Virgin
Islands After Hurricanes Irma and Maria, 7 (2018).

113 Geiger Gibson, Milken Inst. Sch. of Pub. Health, Geo. Wash. Univ., Puerto Rico’s Community Health
Centers: Struggling to Recover in the Wake of Hurricane Maria, 4 (2017).

14 AT&T, Hurricane Maria: Response & Live Updates: Update on Continued Restoration Efforts (Nov.
16, 2017), http://about.att.com/inside_connections_blog/hurricane_maria; Doug Madory, Oracle, Puerto
Rico’s Slow Internet Recovery (Dec. 7, 2017), https://blogs.oracle.com/internetintelligence/puerto-ricos-
slow-internet-recovery.

115 Geiger Gibson, Milken Inst. Sch. of Pub. Health, Geo. Wash. Univ., Puerto Rico’s Community Health
Centers: Struggling to Recover in the Wake of Hurricane Maria, 5 (2017).
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records.!'® At the same time, health centers reported an “urgent need” for vaccines (including
two-thirds of centers needing tetanus vaccines and one-third needing influenza vaccines) and
drugs (including antibiotics, insulin, and anti-inflammatory drugs).!!’ The CDC reported that
certain “critical biologic and chemical laboratory testing activities . . . [were rendered] unable to
test for infectious diseases or detect environmental hazards” due to the destruction of Puerto
Rico’s electric power grid.!8

Irma and Maria only exacerbated Puerto Rico’s demographic outflow. City University of
New York’s Center for Puerto Rican Studies estimates that in the six months following Maria,
approximately 135,000 people born in Puerto Rico relocated to the mainland United States.*'° In
the immediate months following the hurricanes, the net number of domestic air passengers
departing Puerto Rico was about 160,000 above normal.*?

The damage cause by these natural disasters and attendant infrastructure failures have
further increased Puerto Rico’s need for revenue. The National Centers for Environmental
Information estimated the consumer price index-adjusted cost of Hurricanes Maria and Irma to
be $91.8 billion and $51 billion, respectively.!? Other estimates suggested potential losses from
Hurricane Maria alone cost Puerto Rico $47.5 billion in real gross domestic product, $31.4
billion in real personal income, and about 332,000 person-years of employment.*?? The damages
nearly offset Puerto Rico’s entire GDP, which in 2016 was $105 billion, according to World
Bank data.!?

Puerto Rico’s fiscal crisis—caused by an aggregate of local, national, and international
factors—has shaken Puerto Rico to its core. It is a humanitarian crisis, too, with substantial and
continuing effects on the standards of living of Puerto Rico’s residents.

116 Geiger Gibson, Milken Inst. Sch. of Pub. Health, Geo. Wash. Univ., Puerto Rico’s Community Health
Centers: Struggling to Recover in the Wake of Hurricane Maria, 10 (2017).

117 Geiger Gibson, Milken Inst. Sch. of Pub. Health, Geo. Wash. Univ., Puerto Rico’s Community Health
Centers: Struggling to Recover in the Wake of Hurricane Maria, 10 (2017).

118 Jeniffer Concepcién-Acevedo et al., Ctrs. for Disease Control, Initial Public Health Laboratory
Response After Hurricane Maria—Puerto Rico, 2017 (2018).

119 Ctr. for P.R. Studies, CUNY Hunter, New Estimates: 135,000+ Post-Maria Puerto Ricans Relocated
to Stateside (2018).

120 jJason Bram, Fed. Reserve Bank of N.Y., Economic Press Briefing: Puerto Rico and the U.S. Virgin
Islands After Hurricanes Irma and Maria, 8 (2018).

121 NOAA Nat’l Ctrs. for Envtl. Info., Billion-Dollar Weather and Climate Disasters: Table of Events,
https://www.ncdc.noaa.gov/billions/events/US/1980-2017 (last visited Aug. 14, 2018).

122 The Perryman Grp., Hurricane Maria to cost the economies of Puerto Rico and other US territories
nearly $48 billion in output, bringing total losses from Hurricanes Harvey, Irma, and Maria to almost
$300 billion in US real gross domestic product, https://www.perrymangroup.com/with-maria-hurricane-
costs-to-us-economy-approach-300-billion/ (last visited Aug. 20, 2018).

122 The World Bank, Puerto Rico, https://data.worldbank.org/country/puerto-rico (last visited Aug. 14,
2018).
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PART III
BOND ISSUANCE PROCESS

As discussed above, a substantial portion of the $74 billion of debt was in the form of
Puerto Rico-Related Bonds—either GO Bonds issued by Puerto Rico or bonds issued by Puerto
Rico-Related Entities that provide governmental and quasi-governmental services, such as the
Public Utilities. In nearly all cases, GDB served a significant advisory role and approved the
issuances. In some cases, GDB also served as interim lender in anticipation of the issuance,
purchase and/or guarantee of the bonds.

In this Part, we provide additional background concerning the bond issuance process in
order to give further context to the investigative findings we set out in other Parts of this Report.
We begin with background concerning GDB (Part Ill.A, below), followed by background
concerning the various Issuers, including Puerto Rico, the Public Utilities and other Puerto Rico-
Related Entities (Part I11.B, below). We also briefly discuss other participants in the bond issuance
process, including the underwriters and bond counsel (Part 111.C, below).

A. GDB

1. GDB’s Role, In General

GDB is a public corporation of Puerto Rico, created by legislative act in 1948.1 As
provided in its enabling statute, GDB was created to “aid the Commonwealth Government in the

1 Act No. 17 of Sept. 23, 1948, 1948 P.R. Laws 290, 290 (codified as amended at P.R. Laws Ann. tit. 7, §
551 (2018), et seq.) (creating GDB as a “governmental instrumentality of the Insular Government”); see
also Commonwealth of P.R., Financial Information and Operating Data Report, 134 (Dec. 18, 2016)
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performance of its fiscal duties and more effectively to carry out its governmental responsibility
to develop the economy of Puerto Rico, particularly with respect to its industrialization.”?

GDB’s primary functions included: (i) to act as fiscal agent, financial advisor and reporting
agent for the government of Puerto Rico and the Puerto Rico-Related Entities; (ii) to lend money
to the Puerto Rico-Related Entities; and (iii) to act as depositary of the funds of the Puerto Rico-
Related Entities.?

In its role as fiscal agent, GDB acted as an advisor to the Puerto Rico-Related Entities in
connection with all their borrowings. All such borrowings and bond issuances were subject to
GDB’s prior approval.*

In its role as lender, GDB also loaned money to the Puerto Rico-Related Entities.®> It
provided interim financing to these entities in advance of their bond issuances and also provided
longer term financing to such entities,® including through loans to help the Puerto Rico-Related

(“GDB is a component unit of the Commonwealth created pursuant to Act No. 17 of September 23, 1948,
as amended.”).

2P.R. Laws Ann. tit. 7, § 551 (2018).

3 P.R. Laws Ann. tit. 7, § 552 (2018) (“The purposes for which the Bank is formed and the business or
objects to be carried on and promoted by it are as follows: (A) To act as fiscal agent and as paying agent
and as a financial advisory and reporting agency of the Commonwealth Government and of the agencies,
instrumentalities, commissions, authorities, municipalities and political subdivisions of Puerto Rico, the
Governor of Puerto Rico, the Council of Secretaries of Puerto Rico and the Secretary of the Treasury of
Puerto Rico. (B) (1) To act as depositary or trustee of funds for the Commonwealth Government or for the
United States and for any agency, instrumentality, commission, authority, municipality or political
subdivision of Puerto Rico . . . (C) To lend money, with or without security, to the Commonwealth
government or to any agency, instrumentality, commission, authority, municipality or political subdivision
of Puerto Rico.”); see also Commonwealth of P.R., Financial Information and Operating Data Report, 134
(Dec. 18, 2016) (“Historically, GDB served as (i) fiscal agent, financial advisor and reporting agent for the
Commonwealth, its instrumentalities and municipalities (collectively, “Commonwealth Entities”), (ii) an
important source of financing for various Commonwealth Entities, and (iii) the principal depositary of the
funds of the Commonwealth Entities.”); Commonwealth of P.R., Financial Information and Operating
Data Report, 74 (Oct. 18, 2013) (“The principal functions of GDB are to act as financial advisor to, and
fiscal agent for, the Commonwealth, its municipalities and public corporations in connection with the
issuance of bonds and notes, to make loans and advances to public corporations and municipalities, and to
promote the economic development of Puerto Rico.”).

* Commonwealth of P.R., Financial Information and Operating Data Report, 60 (Oct. 18, 2013) (“GDB,
as fiscal agent of the Commonwealth and its municipalities and public corporations, must approve the
specific terms of each issuance); see also Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series
A, 13 (2009) (“In its role as fiscal agent, it acts as advisor to the Commonwealth and its instrumentalities
in connection with all their borrowings, and all such borrowings are subject to prior approval by the Bank.”).
°> Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series A, 13 (2009) (“The Bank lends to,
and purchases and guarantees certain obligations of, the Commonwealth and its agencies, public
corporations and municipalities.”).

® Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series A, 13 (2009) (“It provides interim
financing to these entities in anticipation of their refinancing such indebtedness in the bond market and also
provides longer term financing to such entities.”).
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Entities cover operational deficits.” According to GDB, it “generally [did] not provide financing
to any government entity of the Commonwealth unless [GDB] reasonably believe[d] that the
borrowing governmental entity [would] have sufficient resources, including the ability to issue
bonds or notes or otherwise borrow funds, or has a source of repayment as provided by law, to
repay such loan.”® GDB has further stated, however, that it did at times provide financing to public
entities that did “not have sufficient independent resources to cover operating expenses.”®

GDB also purchased and guaranteed debt issued by the Puerto Rico-Related Entities.

Starting in 2009, GDB entered into a number of fiscal oversight agreements (“FOAS”) with
a number of Puerto Rico-Related Entities.!* As discussed in Part IV, these were agreements that
purported to give GDB access to the Puerto Rico-Related Entities’ financial information. The
FOAs also required those public corporations to adopt certain internal controls. We discuss our
findings concerning the FOAs as part of our investigative findings in Part IV of this Report.

As of 2016, GDB no longer acts as fiscal agent, financial advisor and reporting agent for
the Puerto Rico-Related Entities. AAFAF now performs those functions.*> GDB is in the process
of winding down its operations under Title VI of PROMESA. 1

" See, e.g., Commonwealth of P.R., Financial Information and Operating Data Report, 74 (Oct. 18, 2013)
(“As part of its role as lender and promoter of the economic development of Puerto Rico, GDB provides
financing to the Commonwealth, its public corporations and municipalities. This financing includes interim
loans to finance the capital expenditures of the Commonwealth in anticipation of the issuance of bonds and
notes, and loans to cover operational deficits of those government entities.”).

8 Gov’t Dev. Bank, Comprehensive Annual Financial Report: Year Ended June 30, 2013, 52 (June 30,
2013).

® Gov’t Dev. Bank, Comprehensive Annual Financial Report: Year Ended June 30, 2013, 52 (June 30,
2013).

10 See Commonwealth of P.R., Financial Information and Operating Data Report, 74-75 (Oct. 18, 2013)
(describing bonds of public corporations held by GBD); Gov’t Dev. Bank, Official Statement for Senior
Notes, 2009 Series A, 13 (2009) (“The Bank lends to, and purchases and guarantees certain obligations of,
the Commonwealth and its agencies, public corporations and municipalities.”); see also P.R. Laws Ann. tit.
7, 8552 (2018) (authorizing GDB to “invest its funds in...obligations of Puerto Rico, guaranteed as to both
principal and interest, by Puerto Rico; or obligations of any agency, instrumentality, commission, authority,
municipality or other political subdivisions of Puerto Rico[,]” to “acquire, hold and dispose of . . . securities
issued by any corporate entity, organized under the laws of the Commonwealth of Puerto Rico[,]” and to
“guarantee, through guarantees or letters of credit, loans and other obligations incurred by public and private
entities”).

X Commonwealth of P.R., Financial Information and Operating Data Report, 74 (Oct. 18, 2013) (“As part
of its role as fiscal agent, during fiscal years ended 2009, 2010 and 2011, GDB entered into fiscal oversight
agreements with PRASA, PREPA, the Highway and Transportation Authority, the PRPA, the Health
Insurance Administration and the Medical Services Administration, the Metropolitan Bus Authority and
the Maritime Transportation Authority.”).

12 Commonwealth of P.R., Financial Information and Operating Data Report, 137 (Dec. 18, 2016).

13 See Gov’t Dev. Bank Website, http://www.gdb.pr.gov/index.html (last visited Aug. 15, 2018) (“The GDB
is in the process of winding down its operations in an orderly fashion under Title VI of the Puerto Rico
Oversight, Management, and Economic Stability Act, Publ. Law 114-187 of June 30, 2016 (PROMESA).”).
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2. GDB Governance and Employees

Like other public corporations in Puerto Rico, GDB is governed by a Board of Directors
(“GDB Board”).}* Under its enabling act, the members of the GDB Board were appointed by the
Governor with the approval of the Council of Secretaries (the group consisting of the heads of the
executive departments of Puerto Rico).® The GDB Board was supposed to be staggered with
four-year terms, meaning that the members’ four-year terms start and end at different times.®

The GDB Board appointed the President of GDB, who acted as the chief executive officer
of GDB and was responsible for its day-to-day operations.*” In addition, GDB had a number of
executive vice presidents who oversaw various divisions of the bank.8

GDB’s personnel included both political appointees (“empleados de confianza”) and
“career” employees (“empleados de carrera”).'® Puerto Rico law distinguishes between these two
types of employees.?® Political appointees are generally at-will with respect to selection and
removal. In other words, political appointees can be terminated with or without cause.?! In our
investigation, as discussed below in Part IV and elsewhere, we learned that, in practice, political
appointees generally change with each new administration.

By contrast, “career” employees “may only be removed from their positions for just cause
and after due filing of charges.”? In theory, career employees should transcend changes in
political parties.

We discuss our findings concerning GDB in Part 1V of this Report.

4P R. Laws Ann. tit. 7, § 552 (2018); see also Gov’t Dev. Bank, Official Statement for Senior Notes, 2009
Series A, 13 (2009).

15 See Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series A, 13 (2009) (“The Bank is
governed by a seven member Board of Directors appointed by the Governor of the Commonwealth with
the approval of the Council of Secretaries.”); see also Act No. 17 of Sept. 23, 1948, 1948 P.R. Laws 290,
298 (“Thereafter, as the terms of office of directors expire, successor directors shall be appointed by the
Governor, with the approval of the Executive Council, for terms of four years.”); for the amended, see P.R.
Laws Ann. tit. 7, § 552 (2018) (“After January 1, 2018, all new appointments made by the Governor to the
position of member of the Board of Director of the Bank shall require the counsel and consent of the Senate
of Puerto Rico.”).

6 p.R. Laws Ann. tit. 7, § 552 (2018).

17 Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series A, 13 (2009).

18 Gov’t Dev. Bank, Official Statement for Senior Notes, 2009 Series A, 13 (2009).

¥P.R. Laws Ann. tit. 21, § 4554 (2018).

20 See P.R. Laws Ann. tit. 21, § 4554 (2018); See also Aguiar-Carrasquillo v. Agosto-Alicea, 445 F.3d 19,
22 n.2 (1st Cir. 2006) (“Puerto Rico law distinguishes between “career’ employees and ‘trust” employees.”).
2! Aguiar-Carrasquillo v. Agosto-Alicea, 445 F.3d 19, 22 n.2 (1st Cir. 2006).

22 Figueroa-Serrano v. Ramos-Alverio, 221 F.3d 1, 3 n.1 (st Cir. 2000) (quoting P.R. Laws Ann. tit. 21, §
4554(b) (2018)).
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B. Bond Issuers and Issuances

1. Puerto Rico

Of the $74 billion of total public sector debt, approximately $12 billion was in the form of
GO Bonds that Puerto Rico issued as of 2017.%

GO Bonds are bonds that Puerto Rico issues and secures by a pledge of its good faith,
credit and taxing power.?* As discussed in more detail below, under Article VI, Section 8 of the
Puerto Rico Constitution, GO Bonds purportedly entitle their holders a right of first claim to the
government’s available revenues/resources.?> Based on that interpretation, that means that in the
event of a shortfall they get paid first, even ahead of payroll and government overhead.

GO Bonds are issued by Puerto Rico’s Secretary of the Treasury, as authorized by the
Legislative Assembly.?® Specifically, Section 2 of Article VI of the Puerto Rico Constitution gives
the government the power to enter contracts and issue debt as determined by the Legislative
Assembly.?” Based on that power, the Legislative Assembly will from time to time enact a law
that authorizes the Secretary of the Treasury to issue bonds pursuant to one or more resolutions to
be adopted by the Secretary of the Treasury and approved by the governor.?® The law authorizes
a maximum amount of the bonds that can be issued and specifies the permissible uses of the
proceeds.?® It also authorizes the payment of principal and interest on the bonds and provides that
the “good faith, credit, and taxing power” of Puerto Rico are irrevocably pledged for the prompt
payment.® The act becomes law upon approval by the Governor. The resolution called by the act

2 Gov’t of P.R., P.R. Fiscal Agency and Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 26 (2017).

2 See, e.g., Commonwealth of P.R., Financial Information and Operating Data Report, 6 (Dec. 18, 2016)
(“GOs or General Obligations means bonds and notes issued by the Commonwealth and supported by the
good faith, credit and taxing power of the Commonwealth.”); see generally General-Obligation Bond,
Black’s Law Dictionary (9th ed. 2009) (defining a general obligation bond as a “municipal bond payable
from general revenue rather than from a special fund. Such a bond has no collateral to back it other than
the issuer’s taxing power.”).

% As discussed in note 33 below, the official translation of the term recursos disponibles used in Article
V1, Section 8 of the Puerto Rico Constitution is “available revenues,” but the term “available resources” is
also often used. This Report takes no position on the appropriate translation of the term or whether the
Spanish or English version of the Puerto Rico Constitution controls.

% See, e.g., Act No. 153 of July 19, 1999, § 1, 1999 P.R. Laws 448, 449 — 450 (authorizing the Secretary
of the Treasury to issue certain general obligation bonds).

2" P.R. Const., art. VI, § 2 (“The power of the Commonwealth of Puerto Rico to ‘contract and to authorize
the contracting of debts shall be exercised as determined by the Legislative Assembly . ..."").

%8 See, e.g., Act No. 153 of July 19, 1999, §§ 1, 2, 1999 P.R. Laws 448, 449 — 451. Each bond issuance,
other than refunding bonds (i.e., bonds used to refund previously issued bonds), is issued pursuant to
specific legislation approved in each particular case. Commonwealth of P.R., Financial Information and
Operating Data Report, 60 (Oct. 18, 2013).

# See, e.g., Act No. 153 of July 19, 1999, § 1, 1999 P.R. Laws 448, 449 — 450,

%0 See, e.g., Act No. 153 of July 19, 1999, § 4, 1999 P.R. Laws 448, 451 — 452,
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sets forth additional details concerning the bonds, such as the aggregate principal amount, the uses
of proceeds, the maturity date, and the interest rate.3!

As noted above, GDB, as fiscal agent of the Puerto Rico-Related Entities, must approve
the specific terms of each issuance.*

(@) The Constitutional Priority Claims Provision

Holders of GO Bonds are purportedly entitled to a right of first claim to the government’s
available revenues/resources in the event of a shortfall. Specifically, Article VI, Section 8 of the
Puerto Rico Constitution provides:

In case the available revenues [recursos disponibles] including surplus for
any fiscal year are insufficient to meet the appropriations made for that year,
interest on the public debt and amortization thereof shall first be paid, and
other disbursements shall thereafter be made in accordance with the order
of priorities established by law.%

GO Bonds are considered “public debt” for purposes of Article VI, Section 8 the Puerto Rico
constitution,® and accordingly, purportedly are paid first from Puerto Rico’s available
revenues/resources in the event appropriations are insufficient.

31 See, e.g., Sec’y of Treasury, Bond Resolution Authorizing and Securing $475,000,000 Commonwealth of
Puerto Rico Public Improvement Bonds of 2000, (2000), (authorizing and securing $475,000,000 Public
Improvement Bonds).

%2 Commonwealth of P.R., Financial Information and Operating Data Report, 60 (Oct. 18, 2013).

3 P.R. Const., art. VI, § 8. The official translation of the term recursos disponibles as used in the Puerto
Rico Constitution is “available revenues,” but the term “available resources” is often used in practice. See,
e.g., Commonwealth of P.R., Official Statement for General Obligation Bonds of 2014, Series A, 28 (2014)
(“Section 8 provides that public debt of the Commonwealth constitutes a first claim on “available resources’
of the Commonwealth.”); Commonwealth of P.R., Official Statement for Public Improvement Refunding
Bonds, Series 2012A, 13 (2012) (“Section 8 of Article VI of the Constitution of Puerto Rico provides that
public debt of the Commonwealth will constitute a first claim on available Commonwealth resources.”);
see also Mot. Summ. J. of the COFINA Senior Bondholders, In re: the Fin. And Oversight Mgmt. Bd. For
P.R., No. 17-00257-LTS, (D.P.R. Feb. 21, 2018), ECF No. 307, 27. (“The official translation of the term
recursos disponibles is ‘available revenues,” but the more widely accepted translation is ‘available
resources.’”); Mot. Summ. J. of the Ad Hoc Group of General Obligation Bondholders, In re: the Fin. And
Oversight Mgmt. Bd. For P.R., No. 17-00257-L TS, (D.P.R. Mar. 5, 2018), ECF No. 345-1, 5 n.4 (“Although
the official English translation of the Constitution refers to ‘available revenues,” the Commonwealth has
acknowledged that the Spanish text’s use of ‘recursos disponsibles’ is more accurately translated as
‘available resources.””).

% See, e.g., Commonwealth of P.R., Official Statement for Public Improvement Bonds, Series 2000, 11
(2000) (“Public debt includes general obligation bonds and notes of the Commonwealth and any payments
required to be made by the Commonwealth under its guarantees of bonds and notes issued by its public
instrumentalities.”).
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(b)  The Application of the Constitutional Debt Limit

GO Bonds are subject to the portion of Section 2 of Article VI of the Puerto Rico
Constitution that limits the amount of general obligation debt that Puerto Rico can issue
(“Constitutional Debt Limit”). The limitation is based on a multi-part calculation of the
mathematical relationship between future debt service payments, prior-year guarantee payments
and average revenues. The details and process by which it is calculated are discussed in Part IX
of this Report.

(c) Authorized Use of GO Bond Proceeds

As noted above, the Legislative Assembly determines and provides, through authorizing
acts, the uses for which the bond proceeds may be used. Authorized uses have historically included
such things as:

e Various capital improvement programs authorized by the Legislature, in which case
the proceeds are deposited into a special fund established under the authorizing act
(typically, an annual “Public Improvements Fund”);*

e Extraordinary maintenance, in which case the proceeds are deposited into a special
fund called the “Extraordinary Maintenance Fund” established under Act No. 66,
approved August 14, 1991;3%

e Refunding (i.e., redeeming debt that had previously been issued), in which case the
proceeds are used for the purchase and cancellation of prior bonds or notes and/or
deposited into a redemption or escrow account;*” and

3 See, e.g., Act No. 153 of July 19, 1999, § 7, 1999 P.R. Laws 448, 453 (“The proceeds of the sale of the
notes and bonds issued under the provisions of this Act (other than the proceeds of the bonds required for
the payment of the principal of such notes) shall be covered into a special fund denominated the “Public
Improvements Fund of 2000,” and shall be disbursed according to the statutory provisions that regulate the
disbursement of public funds, and for the purposes provided herein.”); Commonwealth of P.R., Official
Statement for Public Improvement Bonds, Series 2000, 5-6 (2000).

36 See, e.g., Act No. 153 of July 19, 1999, 8§ 13, 1999 P.R. Laws 448, 455 (“From the product of the sale
of the bonds issued under the provisions of this Act, the sum of twenty-three million, seven hundred and
fifty thousand (23,750,000) dollars shall be consigned in its entirety in the appropriation made to the
Aqueduct and Sewer Authority, for the financing of the dredging and maintenance of the Carraizo Lake,
pursuant to Act No. 66 of August 14, 1991, as amended, which creates the Special Maintenance Fund,
which establishes that five (5) percent of the bond issue shall be used in capital improvement projects
regarding water resources, among other purposes.”); Commonwealth of P.R., Official Statement for Public
Improvement Bonds, Series 2000, 5-6 (2000).

37 See, e.g., Act No. 33 of Dec. 7, 1942, §7, 1942 P.R. Laws 174, 186 (codified as amended at P.R. Laws
Ann. tit. 13, § 41 (2018)) (“The bonds or certificates of indebtedness that the Secretary of the Treasury of
Puerto Rico may issue in accordance with the provisions of 88 35-43 of this title for the payment,
consolidation, conversion, or refinancing of the municipal debt shall constitute obligations of the
municipalities and shall be paid with the resources and taxes authorized by the original acts or ordinances
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e Repayment of GDB lines of credit.®

2. The Public Corporations

As discussed in greater detail in Part V of this Report, the public corporations, including
the Public Utilities and HTA, have historically financed a significant portion of their operating
budgets and capital expenditures with debt. As a consequence, approximately $53 billion of the
$74 billion in total public sector debt consists of debt issued by the public corporations, primarily
in the form of bonds.

Some of the bonds issued by the public corporations, particularly the Public Utilities, are
revenue bonds. Unlike GO Bonds, revenue bonds are obligations of and payable from the net
revenues of the public corporation that issued the bonds. As typically stated on the cover of the
official statements used to market the bonds, revenue bonds are “not debts or obligations of the
Commonwealth of Puerto Rico . . . and neither the Commonwealth of Puerto Rico nor any of its
municipalities or political subdivisions, other than the [public corporation issuing the bonds], shall
be liable for the payment of the principal or of interest on the [b]onds.” Revenue bonds were
generally not counted toward the Constitutional Debt Limit (unless, as discussed further in Part IX
of this Report, Puerto Rico guaranteed and was obligated to make a payment on the bonds).

The authority of the public corporations to issue bonds comes from the enabling acts by
which they were created.®® Such acts typically empowered the public corporations to issue bonds
for a wide variety of purposes. For example, Act No. 83 of May 2, 1941, which created PREPA,
granted it the authority, among other things, “to borrow money, make and issue bonds of the
Authority for any of its corporate purposes, and to secure payment of its bonds and of any and all
other obligations by pledging or placing a lien on all or any of its contracts, revenues, and income
only” and, further, to “make and issue bonds for the purpose of funding, refunding, purchasing,
paying, or discharging any of the outstanding bonds or obligations issued or assumed by it or any
bonds or obligations the principal or interest of which is payable in whole or in part from its
revenues.”*® In addition, the bonds are often governed by one or more agreements or resolutions
providing additional details concerning the bonds.*

approved, authorizing the contracting of the loans which are to be the object of payment, consolidation,
conversion, or refinancing, or from any funds belonging to said municipalities.”).

% See, e.g., Commonwealth of P.R., Official Statement for Public Improvement Refunding Bonds, Series
2011 C, 12 (2011).

% Commonwealth of P.R., Financial Information and Operating Data Report, 60 (Oct. 18, 2013) (“Debt
of public corporations is issued in accordance with their enabling statutes.”).

% Act No. 83 of May 2, 1941, 1941 P.R. Laws 684 (codified as amended at P.R. Laws Ann. tit. 22, § 196
(2018)) (emphasis added).

“1 PREPA, for example, issued a number of bonds pursuant to the Trust Agreement, dated as of January 1,
1974, as amended, with US Bank National Association as successor trustee. See, e.g., P.R. Elec. Power
Auth., Official Statement for Power Revenue Bonds, Series 2013A, 1 (2013). PRASA issued a number of
bonds pursuant to the Master Agreement of Trust, dated as of March 1, 2008, as amended and restated, with
Banco Popular de Puerto Rico as trustee. See, e.g., P.R. Aqueduct and Sewer Auth., Official Statement for
Revenue Bonds, Series 2012A (Senior Lien), 2 (2012). HTA issued a number of bonds pursuant to
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(@) Authorized Use of Revenue Bond Proceeds

Generally, the authorized uses of the proceeds for the revenue bonds issued by the public
corporations have historically included such items as:

e Capital improvement programs;

e Other projects, such as the Via Verde pipeline or Tren Urbano transit system;
e Refunding prior issued bonds and debt;

e Repayment of GDB advances or lines of credit; and

e Repaying certain lines of credit with private banks used to finance the public
corporations’ working capital.*2

(b) Public Corporations Governance and Employees

The public corporations had varying degrees of financial independence from the
Government of Puerto Rico, as discussed further in Part V. Most of the public corporations are
governed by their own boards of directors with a certain number of members appointed by the
Governor with the advice and consent of the Puerto Rico Senate.*3

() Summary of the Public Corporations and Their Outstanding Debt

Below we provide a brief summary of the public corporations and their outstanding debt.

Resolution No. 68-18, adopted by HTA on June 13, 1968, as amended. See, e.g., P.R. Highway and Transp.
Auth., Official Statement for Highway Revenue Refunding Bonds, Series CC, 1 (2003).

%2 See, e.g., P.R. Elec. Power Auth., Official Statement for Power Revenue Bonds, Series CCC, 7 (2010).
3 Commonwealth of P.R., Financial Information and Operating Data Report, 72 (Oct. 18, 2013).
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Figure III.A: Debt of Puerto Rico Public Corporations

Public Brief Description of Purpose and Corporate Governance Approx.
Corporation Debt
Outstanding
As Of Feb.
2017
PREPA PREPA owns and operates Puerto Rico’s electric power system.* It | $8.95 billion

supplies virtually all of the electric power consumed in Puerto Rico.*’

PREPA was created by Act No. 83 of May 2. 1941.% Under its
enabling act, as amended, PREPA is governed by a nine-member Board
of Directors. Six of the members are appointed by the Governor, with
the advice and consent of the Senate. The other three members are
representatives of customers selected in accordance with certain
procedure.*’

PRASA PRASA owns and operates Puerto Rico’s public water supply and | $4.56 billion
wastewater systems. These systems provide water and waste water
services to 97% and 58% of Puerto Rico’s population, respectively.*

PRASA was created by Act No. 40 of in 1945.%° Under its enabling
act, as amended, PRASA is governed by a seven-member Board. Four
of the seven members are independent directors appointed by the
Governor, with the advice and consent of the Senate, based on certain

qualification and selection requirements.>°

HTA HTA is responsible for the construction of roads and highways and | $4.124
related transportation facilities in Puerto Rico.’! billion

HTA was created by Act No. 74 of June 23, 1965.52 Under its enabling
act, as amended, HTA is governed by a seven-member Board of
Directors. Three of the seven members are appointed by the Governor,
with the advice and consent of the Senate, based on certain
qualification and selection requirements. The remaining four members
consist of the Secretary of the Department of Transportation and Public
Works, the Chair of the Puerto Rico Planning Board (“Planning

# Commonwealth of P.R.., Financial Information and Operating Data Report, 78 (Oct. 18, 2013).

* Commonwealth of P.R.. Financial Information and Operating Data Report, 137 (Dec. 18, 2016).

% Act No. 83 of May 2. 1941, 1941 P.R. Laws 684 (codified as amended at P.R. Laws Ann. tit. 22, § 191
(2018), et seq.).

47PR. Laws Ann. tit. 22, § 194 (2018).

* Commonwealth of P.R., Financial Information and Operating Data Report, 76 (Oct. 18, 2013).

% ActNo. 40 of May 1, 1945, 1945 P.R. Laws 138 (codified as amended at P.R. Laws Ann. tit. 22, § 141
(2018), et seq.).

0 PR. Laws Ann. tit. 22, § 143 (2018).

> Commonwealth of P.R.. Financial Information and Operating Data Report, 124 (Dec. 18, 2016).

52 See Act No. 74 of June 23, 1965, 1965 P.R. Laws 158 (codified as amended at P.R. Laws Ann. tit. 9, §
2001 (2018), et seq.).
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Public Brief Description of Purpose and Corporate Governance Approx.
Corporation Debt
Outstanding
As Of Feb.
2017

Board™), the Secretary of the Department of the Treasury, and the
President of GDB.>

COFINA COFINA was created for the purpose of issuing bonds and utilizing | $17.6 billion
other financing mechanism for various purposes set forth in its enabling
act, as amended.>*
COFINA was created by Act No. 56 of July 5, 2007.%° Under its
enabling act, as amended, its Board of Directors is the GDB Board.¢

PBA PBA’s purpose is to design, construct, administer and provide | $4.097
maintenance to office buildings. courts, warehouses, schools, health | billion
care facilities, welfare facilities, shops, and related facilities leased to
the Government of Puerto Rico or any of its departments, agencies,
instrumentalities or municipalities.’’
PBA was created by Act No. 56 of June 19, 1958.°® Under its enabling
act, as amended, PBA is governed by a seven-member Board of
Authority. Four of the members are appointed by the Governor, with
the advice and consent of the Senate, based on certain qualification and
selection requirements. The other three consist of the Secretary of the
Department of Transportation and Public Works, the President of
GDB, and the Secretary of the Department of Education.>

GDB As discussed further above, GDB’s role is to aid in economic | $4.126
development of Puerto Rico and its execution of its fiscal duties.® billion

GDB was created by Act. No. 17 of September 23, 1948.5! Under its
enabling act, as amended, GDB is governed by the seven-member GDB

3 P.R. Laws Ann. tit. 9, § 2020a (2014).
**Act No. 56 of July 5. 2007, 2007 P.R. Laws 173 (codified as amended at P.R. Laws Ann. tit. 13, § 11a
(2018), et seq.).
3 P.R. Laws Ann. tit. 13, § 11a (2018).
6 P R. Laws Ann. tit. 13, § 11a (2018).
37 Commonwealth of P.R.. Financial Information and Operating Data Report, 128 (Dec. 18, 2016): see
also Act No. 56 of June 19, 1958, 1958 P.R. Laws 120 (codified as amended at P.R. Laws Ann. tit. 22, §
901 (2006), ef seq.).

* PR. Laws Ann. tit. 22, § 901 (2018). ef seq.
¥ P.R. Laws Ann. tit. 22, § 904 (2018).

% ActNo. 17 of Sept. 23, 1948, 1948 P.R. Laws 290, 290 (codified as amended at P.R. Laws Ann. tit. 7, §
552 (2018)).
1 pR. Laws Ann. tit. 7 § 551 (2018), et seq.
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Public Brief Description of Purpose and Corporate Governance Approx.
Corporation Debt
Outstanding
As Of Feb.
2017

Board. All members are appointed by the Governor. After January 1,
2018, all new appointments require the counsel and consent of the
Senate.

ERS ERS’s purpose is to provide pension and other benefits to retired | $3.156
employees of the government of Puerto Rico, with benefits funded by | billion
contributions made by Puerto Rico and its employees.5

ERS is a trust created by Act No. 447 of May 15, 1951.%* Under its
enabling act, as amended. ERS is governed by an eleven-member
Board of Trustees. Four of the members are ex officio. namely, the
Secretary of the Treasury, the Commissioner of Municipal Affairs, the
President of GDB, and the Director of the Human Resources Office.
Three of the members are appointed by the Governor, two of which
must be participants of the system and the other one a participant of the
Judiciary Retirement System. Of the remaining four members, two are
to be pensioners of each system, appointed by the Governor, other two
are to be the Chairs of the Federation of Mayors and the Association of
Mayors of Puerto Rico, respectively.®

Children’s Trust Children’s Trust is a not-for-profit corporate entity created in 1999 as | $1.46 billion
a public instrumentality of Puerto Rico. It exercises its powers
independently as owner and administrator of certain funds Puerto Rico
transferred to it, which funds proceeded from a tobacco litigation
master settlement agreement, and uses the funds under certain statutory
provisions.%

Children’s Trust was created by Act No. 173 of July 30, 1999.5 Under
its enabling act, as amended, the Children’s Trust is governed by a
seven-member Board of Directors: Four of the members are to be ex
officio members, namely, the Govemnor, the President of GDB, the
Director of the Office of Management and Budget (“OMB”), and the
Secretary of Justice. Three members are to be private citizens who
serve as representatives of the public interest and are appointed by the
Governor with the advice and consent of the Senate of Puerto Rico.%®

82 p R. Laws Ann. tit. 7, § 552 (2018).

8 Act No. 447 of May 15, 1951, 1951 P.R. Laws 1298 (codified as amended at P.R. Laws Ann., tit. 3, §
761 (2018) et seq.).

# PR. Laws. Ann.. tit. 3, § 761 (2018).

8 P R. Laws Ann., tit. 3, § 775 (2018).

% Act No. 173 of July 30, 1999, 1999 P.R. Laws 520 (codified as amended at P.R. Laws. Ann. tit. 24, §
3121 (2018) et seq.).

7 P R. Laws Ann. tit. 24, § 3122 (2018).

% p R. Laws Ann. tit. 24, § 3123 (2018).
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Public
Corporation

Brief Description of Purpose and Corporate Governance

Approx.
Debt
Outstanding
As Of Feb.
2017

Puerto Rico
Infrastructure
Finance Authority
(“PRIFA™)

PRIFA was created to provide financial, administrative, consulting,
technical, advisory, and other types of assistance to other public
corporations, government instrumentalities, political subdivisions and
municipalities authorized to develop infrastructure facilities and to
establish alternate means for financing those facilities.

PRIFA was created by Act No. 44 of June 21, 1988.7° Under its
enabling act, as amended, it is governed by a Board of Directors
consisting of five members of the GDB Board appointed by the
Governor, by the Secretary of the Treasury of Puerto Rico, and by one
additional member appointed by the Governor.”

$2.207
billion

PEC

PFC is a public corporation and government instrumentality created
and authorized to issue bonds by legislation in 1984. PFC’s purpose
is to provide agencies and instrumentalities of Puerto Rico with
alternative means of meeting their financing requirements.’?

PFC was created on Dec. 12, 1984 through Resolution 5044 of
GDB.” It s a subsidiary of GDB.”* According to official statements,
it is governed by a Board of Directors consisting of the members of
the GDB Board.

$1.197
billion

Puerto Rico
Housing Finance
Authority (“HFA™)

HFA provides financing for rental housing units, stimulates the
construction industry under federally subsidized programs, and
provides interim financing for low-income housing projects and single-
family homeownership programs.”

HFA was created in 1977 through a resolution of GDB, which was
adopted as amended (with certain exceptions) by Act No. 103 of
August 11, 2001.7® Under its enabling act, as amended, HFA is
governed by a seven-member Board of Directors appointed by the
Governor. Two of the members are ex officio. namely. the Secretary

$542 million

% Commonwealth of P.R.. Financial Information and Operating Data Report, 83 (Oct. 18, 2013).

0 Act No. 44 of June 21, 1988, 1988 P.R. Laws 180 (codified as amended at P.R. Laws Ann. tit. 3, § 1901

(2018), et seq.).

P R. Laws Ann. tit. 3, § 1903 (2018).
2 Commonwealth of P.R.. Financial Information and Operating Data Report. I1-70 (Dec. 6. 2011).

B PR. Pub. Fin. Corp.. Official Statement for Commonwealth Appropriation Bonds, Series 20124, TI-1

(2008).

™ PR. Pub. Fin. Corp., Official Statement for Commonwealth Appropriation Bonds, Series 20124, 10

(2008).

> Commonwealth of P.R., Financial Information and Operating Data Report, 75 (Oct. 18, 2013).

76 Act No. 103 of Aug. 11, 2001, 2001 P.R. Laws 99 (codified as amended at P.R. Laws. Ann. tit. 7, § 924

(2018), et seq.).
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Public Brief Description of Purpose and Corporate Governance Approx.
Corporation Debt
Outstanding
As Of Feb.
2017

of the Department of Housing and the Chairperson of the GDB Board.
Three members are to be members of the GDB Board, designated from
among its members. The other two members are from the private
sector.”’

UPR UPR is an institution of higher education. Government appropriations | $496 million
are the principal source of University revenues, but additional revenues
are derived from tuition, student fees, auxiliary enterprises, interest
income, federal grants, and other sources. University capital
improvements have been financed mainly by revenue bonds.

UPR was created in 19037% and reorganized by Act No. 1 of January
20, 1966.™ Under its enabling act, as amended, UPR is governed by a
seventeen-member Board of Trustees. It is to include ten professionals
and four alumni appointed by the Governor with the advice and consent
of the Senate.®

Puerto Rico PRCCDA was created to own, develop, finance, plan, design, build, | $386 million
Convention Center | operate, maintain, administrate, and promote the Dr. Pedro Rosello
District Authority Gonzalez Convention Center, and designated private parcels located
(“PRCCDA”) within the Convention Center District in San Juan.$!

PRCCDA was created by Act 351 of September 2, 2000.82 Under its
enabling act, as amended. PRCCDA is governed by a nine-member
Board of Directors. Three members are ex officio, namely, the
Secretary of the Department of Economic Development and
Commerce, the Executive Director of the Puerto Rico Tourism
Company, and the President of GDB. Six members are to be appointed
by the Governor with the advice and consent of the Senate, based on
various qualification requirements. %3

Puerto Rico PRIDCO provides physical facilities, general assistances, and special | $156 million
Industrial incentive grants to manufacturers.%*
Development

7P R. Laws Ann. tit. 7, § 927 (2018).

78 Act of Mar. 12, 1903, 1903 P.R. Laws 94. ef seq.

™ Act No. 1 of Jan. 20, 1966, 1966 P.R. Laws 85 (codified as amended at P.R. Laws Ann. tit. 18, § 601
(2018), et seq.).

80 pR. Laws tit. 18, § 602 (2018).

81 Commonwealth of P.R.. Financial Information and Operating Data Report, 78 (Oct. 18, 2013).

82 ActNo. 351 of Sept. 2, 2000, 2000 P.R. Laws 119 (codified as amended at P.R. Laws Ann. tit. 23, § 6401
(2018), et seq.).

8 P.R. Laws Ann. tit. 23, § 6411 (2018).

¥ Commonwealth of P.R.. Financial Information and Operating Data Report, 82 (Oct. 18, 2013).
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Public Brief Description of Purpose and Corporate Governance Approx.
Corporation Debt
Outstanding
As Of Feb.
2017
Company PRIDCO was created by Act No. 188 of May 11, 1942.8 Under its
(“PRIDCO”) enabling act, as amended, PRIDCO is governed by a seven member

Board of Directors. Four of the members are ex officio, namely, the
Secretary of Economic Development and Commerce, the President of
GDB, the Secretary of the Treasury, and the President of the Planning
Board. Three are members of the private sector to be appointed by the
Governor with the advice and consent of the Senate. %

C. Roles of Underwriters and Other Participants

Other participants in the bond issuance process included: (1) underwriters; (i1) bond
counsel; (111) independent auditors; (iv) swap counterparties; and (iv) broker-dealers.

1. Underwriters

An underwriter is a bank or other financial institution that agrees to buy at a set price a
portion of securities to be issued in the event it is unable to sell them to investors.!” For each
Puerto Rico-Related Bond issuance, the Issuer contracted with a team of underwriters to market
and sell the Puerto Rico-Related Bonds into selected capital markets.

As explained in more detail in Part IV of this Report, GDB selected the underwriters for
the Puerto Rico-Related Bond issuances in its capacity as fiscal agent.®® In connection with each
bond issuance, GDB chose one underwriter to act as the “lead manager” that ran the process and
as the “book runner” that maintained the official record of all bonds ordered and sold. Additional
underwriters acted as “senior managers” and participated in diligence, pricing and marketing
activities. Together, the underwriters were collectively known as a “syndicate.”

85 ActNo. 188 of May 11, 1942, 1942 P.R. Laws 934 (codified as amended at P.R. Laws Ann. tit. 23, § 271
(2018), et seq.)

8 p R. Laws Ann. tit. 23, § 274 (2018).

8 See, e.g.. Commonwealth of P.R.. Bond Resolution Authorizing and Securing $210,250,000
Commonwealth of Puerto Public Improvement Refunding Bonds, Series 2009C (2009) (“WHEREAS, the
underwriters named [in] the Purchase Contract (hereinafter mentioned) have agreed to purchase the
Refunding Bonds in an aggregate principal amount of $203,173.597.49. as described below, on the terms
and conditions contained in the Purchase Contract, dated December 3, 2009 . . ., by and among the
Commonwealth and said underwriters.”).

8 See, e.g.. P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 20124, Power
Revenue Refunding Bonds, Series 2012B, 107 (2012) (*As financial advisor, Government Development
Bank participated in the selection of the Underwriters of the Bonds.”).
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The members of a given syndicate each agreed to underwrite the portion of a specific
Puerto Rico-Related Bond Issuance. The bonds that each underwriter allocated for sale often
corresponded with the portion of the issuance that the specific underwriter was underwriting
(referred to as the underwriter’s “underwriter risk exposure”). For example, a lead manager may
have been allocated 50%, with senior managers receiving 10% each and syndicate members
splitting the remaining 30%.

The amount of risk that the underwriters assumed depended on the amount of the issuance
that they agreed to underwrite and on the underwriting process itself. Puerto Rico-Related Entities
issued bonds using what is known as a “soft underwriting process.” In such a process, the
underwriters generally take on less risk because they do not commit to underwriting until after
they have already had an opportunity to gauge what the level of demand for the bond will be among
their customers. In contrast, an underwriter for a “hard” underwriting commits to underwriting a
portion of the issuance at the beginning of the process, without having the benefit of their
customers’ input. The hard underwriter therefore has less assurance that all of the bonds will be
sold when issued. As a result, the hard underwriter assumes greater risk than a soft underwriter
would. Because underwriters are typically compensated based on risk exposure, a soft
underwriting results in cheaper underwriting costs for the issuer.

2. Bond Counsel

The role of bond counsel was to advise the Issuer with respect to the legal aspects of the
transaction. GDB selected bond counsel for the Puerto Rico-Related Bond issuances. We discuss
our findings related to those selections in Part IV of this Report.

Among other things, bond counsel typically drafted or approved the documents needed to
implement bond issuances, including any master indentures and disclosure documents. Bond
counsel also ensured that all of the legal prerequisites for the bonds to issue had been satisfied.
For example, bond counsel received and analyzed certificates that GDB prepared regarding GDB’s
calculation of the Constitutional Debt Limit, for certain bond issuances. In the course of so doing,
bond counsel asked whether the calculations included or excluded certain components, but did not
recalculate the figures GDB provided.

Certain bond issuances raised novel or complex legal issues. If the resolution of those
issues was unclear based on existing case law or statutes, then bond counsel would prepare a
focused written opinion setting forth bond counsel’s analysis of that issue. If the same Issuer
continued to engage in similar issuances over time, then bond counsel would subsequently update
the opinions to incorporate new or additional legal authority.

Bond counsel also participated on public conference calls that provided information to the
municipal bond market. Among other market participants, investors and credit rating agency
analysts listened in on those calls.

3. Independent Auditors

During the Relevant Period, Puerto Rico hired the accounting firms of Deloitte & Touche
LLP (“Deloitte”) and KPMG LLP (“KPMG”) as its independent auditor. It generally rotated
between those two firms. Deloitte served as independent auditor for fiscal years ended 2000 and
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2009-2012, and KPMG served as independent auditor for fiscal years ended 2001-2008 and 2013-
2015.

As Puerto Rico’s independent auditors, KPMG and Deloitte reviewed once per year (during
their engagement years) the draft consolidated financial statements that the Department of
Treasury prepared for Puerto Rico, as well as financial information concerning certain Puerto
Rico-Related Entities that were reported in Puerto Rico’s consolidated financial statements. They
were also sometimes hired to audit the draft individual financial statements of particular Puerto
Rico-Related Entities, such as GDB and COFINA.

A number of Puerto Rico-Related Entities used other independent auditors during the
Relevant Period. In particular, Ernst & Young at times served as the independent auditor for
PREPA, PRASA, HTA and UPR.

We discuss Puerto Rico’s rotation of auditors, as well as relevant circumstances concerning
the work that those auditors performed, in more detail in Part V111 of this Report.

4. Bond Trustee

As noted above, bonds issued by the public corporations were often subject to a trust
agreement, which is a contract that generally governs the bond issuance process and sets forth the
rights and obligations of various parties, including the issuer, the bondholders and the bond
trustee.®°

In general, the bond trustee was responsible for representing the fiduciary interests of the
bondholders and enforcing the terms of the trust agreement.®® The bond trustee also acted a
custodian for the bond proceeds, often holding the accounts into which those proceeds are
deposited and then withdrawn from by the issuer for uses covenanted by the trust agreement.

Under the trust agreements, the trustee’s responsibilities may include:

e Receiving materials submitted by the issuers in regards to the bonds, including
certificates, bond resolutions, and any required letters from third-party consultants like
a consulting engineer (in the case of the public utilities);

8 PREPA, for example, issued a number of bonds pursuant to the Trust Agreement, dated as of January 1,
1974, as amended, with US Bank National Association as successor trustee. See, e.g., P.R. Elec. Power
Auth., Official Statement for Power Revenue Bonds, Series 2013A, 1 (2013). PRASA issued a number of
bonds pursuant to the Master Agreement of Trust, dated as of March 1, 2008, as amended and restated, with
Banco Popular de Puerto Rico as trustee. See, e.g., P.R. Aqueduct and Sewer Auth., Official Statement for
Revenue Bonds, Series 2012A (Senior Lien), 2 (2012).

% See Mun. Sec. Rulemaking Board, Glossary of Municipal Security Terms: Trustee,

http://www.msrb.org/glossary/definition/trustee.aspx (last visited Aug. 16, 2018); See Mun. Sec.
Rulemaking Board, Glossary of Municipal Security Terms: Indenture,
http://www.msrb.org/glossary/definition/Indenture.aspx (last visited Aug. 16, 2018).
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Monitoring any debt service requirements on the part of the issuer;
Authenticating and delivering the bonds;
Managing the accounts into which bond proceeds are deposited; and

Paying interest on the bonds to bondholders by the interest payment date.

Banco Popular, Inc. and U.S. Bank Trust National Association have acted as trustee for
PRASA and PREPA, respectively, since the early to mid-2000s.9* A further discussion of the role
of PREPA’s trustee in its bond issuances is found in Part V.A.3.(a).(ii)

% Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. (2003, amended and restated
Aug. 1, 2011) (on file with author); Trust Agreement from P.R. Agueducts and Sewer Auth. to Banco
Popular de P.R. (Mar. 3, 2008, amended and restated Feb. 12, 2012) (on file with author).
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PART IV
GDB

Historically and during the Relevant Period, GDB played two key roles that supported
Puerto Rico’s use of the capital markets: (i) GDB was the designated fiscal agent for the Puerto
Rico-Related Entities; and (ii) GDB extended financing to the Puerto Rico-Related Entities.
As part of our work, we investigated how GDB’s performance in those roles contributed to the
financial crisis. The evidence supports the following findings:

1. During the Relevant Period, GDB had the reputation of a prestigious financial
institution. It was perceived as having been comprised of career finance professionals who
rivaled private-sector talent, both in terms of sophistication and competency. See Part IV.A,
below.

2. In its role as fiscal agent, GDB intermediated all of the Puerto Rico-Related
Entities’ bond issuances. It essentially acted as a “traffic cop” by deciding which of the Puerto
Rico-Related Entities would issue their bonds (or “go to market”) over the course of each fiscal
year and when. GDB also selected the underwriting and legal professionals who structured
and implemented the Puerto Rico-Related Bond deals. See Part I\VV.B.1 and Part IVV.B.2, below.

The evidence also reflects that at times, GDB, as fiscal agent, authorized the Puerto
Rico-Related Entities to issue certain bonds from which the bond proceeds were intended to be
used to re-pay older debt. This includes debt that the Puerto Rico-Related Entities owed to
GDB in its separate capacity as lender, as well as debt that rolled forward the repayment of a
maturing obligation (commonly referred to as a “scoop and toss”). Unfortunately, the evidence
we reviewed demonstrates that “scooping and tossing” was not a sustainable fiscal practice for
the Puerto Rico-Related Entities in the long run. See Part IV.B.3, below.

Moreover, despite GDB’s statutory and contractual oversight powers as fiscal agent,
GDB lacked the practical ability to monitor the Puerto Rico-Related Entities’ accruing deficits.
It similarly lacked the ability to evaluate information that would have helped it to monitor how
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the Puerto Rico-Related Entities actually used their bond proceeds or loan funds, once those
assets were transferred to the control of the Puerto Rico-Related Entities or their trustees. This
was true even after certain Puerto Rico-Related Entities entered into FOAs with GDB in 2009,
pursuant to which those Puerto Rico-Related Entities generally provided GDB with certain
monthly reports. See Part 1V.B.4, below.

3. In its separate capacity as lender, GDB extended loans to the Puerto Rico-
Related Entities. At times, GDB served as a significant source of funding for some of them.
On certain occasions, when a given Puerto Rico-Related Entity was unable to go to market or
it was not yet its turn that year to issue a bond, GDB provided a short-term cash injection, after
which some of that Puerto Rico-Related Entity’s bond proceeds would be used to repay GDB.
See Part IV.C, below.

The evidence further demonstrates that as lender, GDB extended financing for the
purpose of helping the Puerto Rico-Related Entities meet their operating deficits. GDB’s
lending standards were also, at times, not as rigorous as one would expect given GDB’s
concurrent responsibilities as fiscal agent. This was compounded by the fact that GDB did not
hold those borrowers strictly accountable when they could not repay their obligations as
originally agreed.

These practices undermined GDB’s effectiveness in its separate role as fiscal agent.
Indeed, as the evidence we surveyed demonstrates, deficit financing was not, in the long run, a
fiscally sustainable practice for the Puerto Rico-Related Entities. And by continuing to lend to
the Puerto Rico-Related Entities without imposing strict accountability, GDB undermined the
incentive for those entities to implement more self-sustaining measures that could have
improved their long-term fiscal independence and performance. This includes, among other
things, implementing higher consumer rates, and collecting sufficient revenues, to support their
own operations without resorting to new bond issuances or GDB loans. To compound the
problem, GDB’s provision of short-term cash injections to certain Puerto Rico-Related Entities
while they waited to access the capital markets appears to have increased the debt load of
certain Puerto Rico-Related Entities, in a way that arguably had the effect of benefitting GDB
as creditor relative to others.

4. Structural vulnerabilities made GDB susceptible to certain policy
considerations. See Part I\VV.D, below. For example, the Governor appointed all seven members
of the GDB Board. Those officials had the exclusive authority to approve or reject all of GDB’s
lending, as well as the Puerto Rico-Related Entities’ bond issuances. The Governor also
appointed the high-level employees who made recommendations to the GDB Board. This left
not only the GDB Board, but also the upper echelons of GDB’s staff, vulnerable to the
Governor’s will. In fact, we uncovered numerous instances across administrations when high-
level GDB officials resigned from their positions in protest of the fact that fiscally-responsible
measures were not implemented due to concerns about voter impact.

Separately (but relatedly), the turnover of so many people with each new political
administration resulted in a lack of institutional memory among GDB’s upper ranks and on the
GDB Board, notwithstanding the expertise of the many competent employees we interviewed.
Continuity and institutional memory were needed to enable GDB to function in a predictable
and sustainable way as Puerto Rico’s fiscal agent, particularly in light of the increasingly
sophisticated financial arrangements that GDB approved or entered into on the Puerto Rico-
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Related Entities’ behalf (including the swap arrangements discussed in Part XIII of this
Report).

5. Policy considerations ultimately compounded the tension between GDB’s role
as lender and its role as fiscal agent. See Part IV.E, below. This includes: (i) the desire to
provide essential services to the public at reasonable costs (such as electricity, running water,
and public transportation), as well as (ii) a desire to close budget gaps at the central government
level. At times, these policy considerations overcame other more purely financial
considerations at GDB, sometimes to the surprise of those who were more fiscally oriented.

For example, as fiscal agent, GDB sometimes did not use its authority to require that
the Puerto Rico-Related Entities become self-sustaining by raising their rates and collecting
revenues. GDB instead permitted those entities to subsist on borrowed liquidity—that is,
appropriations and bond proceeds. This sometimes happened as a result of Puerto Rico
politicians having policy goals, or having made political promises, that would be difficult to
square with rate increases.

6. Eventually, GDB’s prolonged support of the Puerto Rico-Related Entities with
limited regard for forcing them to repay their debts overwhelmed GDB’s own liquidity.
Restructuring became the only option. See Part IV.F, below.

7. Certain reforms could help GDB’s successor, as fiscal agent, to more effectively
oversee the Puerto Rico-Related Entities’ finances. This includes separating the fiscal
oversight and public lending functions. We review these options below in Part IV.G.

A. During the Relevant Period, GDB Officials Were Knowledgeable and Well-
Credentialed

As explained in more detail below in Parts IV.B and IV.C, GDB had two primary roles
with respect to the Puerto Rico-Related Entities: first, GDB was their fiscal agent; and second,
GDB was a source of loan funds for them. Our investigation supports the view that although
there were structural weaknesses and policy considerations that sometimes undermined GDB’s
effectiveness, see Parts 1V.D and IV.E below, GDB’s personnel and the members of the GDB
Board were, in general, knowledgeable finance professionals.

Our investigation revealed that many finance professionals praised GDB as a
prestigious and powerful player within Puerto Rico’s finance community during the Relevant
Period. In the words of one witness, GDB was the future of Puerto Rico. Multiple witnesses
told us that they considered GDB’s personnel and the members of GDB’s Board to rival
private-sector talent in terms of sophistication and expertise.

These views are consistent with our impressions of the current and former GDB
professionals and GDB Board members with whom we spoke. Their backgrounds reflect
impressive educational pedigrees, with many of them having held high-ranking finance
positions not just with GDB, but with top-tier private-sector institutions. They include, among
others:

e A former Chairman of the GDB Board with a Master’s in Business Administration

from New York University’s Stern School of Business. For more than thirty years,
this individual served in various executive capacities with a prominent financial
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institution. This individual has also served on the board of a development fund in
Puerto Rico;

e A former Chairman of the GDB Board and Chief Executive Officer of GDB who
holds a B.S.E. and a Bachelor of Arts degree from the University of Pennsylvania.
Over the course of more than twenty years of experience in the finance community,
this professional has held various high-ranking positions with a prominent financial
institution and several of its affiliates. The individual also founded and respectively
serves as the Chief Executive Officer and Managing Partner of a capital
management entity and a related investment fund,

e A former Executive Vice President of Financing & Treasury at GDB who received
a Master’s of Business Administration from Harvard Business School and also
holds a Bachelor’s Degree with summa cum laude distinction from Northeastern
University. This individual has held various positions with prominent financial
institutions over the course of a twenty-year career, including the titles of Chief
Executive Officer, Vice Chairman and Executive Vice President;

e A former Executive Vice President for Financing & Capital Markets and Aide to
the President at GDB who holds a Master’s of Business Administration from
Northwestern University and a Bachelor’s Degree from Boston College. This
individual has served in various capacities with a prominent local financial
institution in Puerto Rico; and

e A former President and Executive Vice President of Financing at GDB who, over
the course of thirteen years, has held various positions at financial advisory firms
and bondholder advocacy groups, as well as high-ranking titles within a prominent
mainland financial institution. This professional holds a Master’s of Business
Administration from Harvard Business School, as well as a Bachelor of Arts from
New York University.

Accordingly, we cannot conclude based on the evidence that GDB officials were
inadequately credentialed.

B. In its Role as Fiscal Agent, GDB Controlled Deal Flow for the Puerto Rico-Related
Bonds and Was the Financial Advisor for the Puerto Rico-Related Entities

Since 2001, GDB was, by statute, authorized to act as the fiscal agent to Puerto Rico’s
government, its agencies and municipalities, as well as the Secretary of the Treasury.! The
scope of that authority was broad. It essentially allowed GDB to take any action “for the
purpose of registering, authenticating or countersigning the bonds, notes or other evidences of
indebtedness of” those entities,? as well as to oversee creditor and investor relationships on
their behalf. ® GDB, as fiscal agent, further had the power to perform “such other services

[for those entities and offices], for any purpose not contrary to already existent

! P.R. Laws Ann. tit. 7, § 581 (2018).

2P.R. Laws Ann. tit. 7, § 581(A) (2018).

3 See, e.g., Gov’t Dev. Bank for P.R., P.R. Elec. Power Auth, Fiscal Oversight Agreement, 1 (July 1,
2009) (on file with author).
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legislation,” as long as the Secretary of Treasury approved such powers and the agreed-upon
terms.* In short, then, GDB had to approve the terms of any Puerto Rico-Related Bond
issuance, as well as any indebtedness of the Puerto Rico-Related Entities.®

As fiscal agent, GDB was also responsible “for the financial relations of the
Commonwealth, its agencies and instrumentalities with financial institutions, and municipal
bond investors and credit enhancers.”® It is thus not surprising that the Puerto Rico-Related
Entities considered GDB to be their “financial advisor.”’

The evidence reflects that in its capacity as fiscal agent, GDB controlled essentially all
aspects of the Puerto Rico-Related Entities” bond issuances. This includes everything from
timing to branding and marketing, to the selection of critical outside professionals like
underwriters and counsel. We discuss the aspects of this control in more detail below.

1. Each Year, GDB Decided Which Puerto Rico-Related Entities Would Issue
New Bonds, and in What Order

A former GDB official explained to us that, during his tenure, in its role as financial
advisor of Puerto Rico, GDB advised on and managed most aspects of the timing for the Puerto
Rico-Related Entities’ new bond issuances. Each year, GDB developed and implemented a
finance schedule that laid out the bond issuances that GDB planned to take to market. The
purpose was to plan all of the steps that GDB and outside consultants needed to take to ensure
that the issuances were ready for market, such as (i) evaluating any capital improvement plans
that the bond issuances were expected to fund; (ii) evaluating any liquidity that the Puerto Rico-
Related Entities might need to obtain before going to market; (iii) presenting important
information about the proposed issuances to various interested parties at “roadshows;” (iv)
obtaining credit ratings from the CRAs; and (v) meeting or speaking with the underwriting
banks, bond counsel and underwriter counsel about various issues related to structuring,
implementing and marketing the transactions. The schedules also identified the priority of
contemplated bond issuances—that is, the order in which GDB planned to take the bonds to
market.

To prepare the schedules, GDB used, among other things, a chart that was supposed to
reflect all of the outstanding public-sector debt for the relevant Puerto Rico-Related Entity.
There were as many as seventeen Puerto Rico-Related Entities for which GDB, as fiscal agent,
developed these bond issuance schedules. This includes Puerto Rico itself, which GDB
generally scheduled to market a new GO Bond issuance once per year.

“P.R. Laws Ann. tit. 7, § 581(A) (2018).

®> See Commonwealth of P.R., Official Statement for General Obligation Bonds, Series 2005B, 1-23
(2005) (providing that “GDB, as fiscal agent of the Commonwealth and its municipalities and public
corporations, must approve the specific terms of each [debt] issuance.”).

6 See, e.g., Gov’t Dev. Bank for P.R., P.R. Elec. Power Auth, Fiscal Oversight Agreement, 1 (July 1,
2009) (on file with author).

" See Commonwealth of P.R., Comprehensive Annual Financial Report: Year Ended June 30, 2007, 7
(June 15, 2008) (providing that the principal functions of GDB are to act as “financial advisor to and
fiscal agent for” Puerto Rico, its municipalities, and public corporations, in connection with the issuance
of bonds and notes).
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Based on the foregoing, it is plain that in its capacity as fiscal agent, GDB was the
primary director of deal flow for Puerto Rico-Related Bond issuances during the Relevant
Period.

2. GDB Determined Which Outside Professionals Structured and
Implemented the Puerto Rico-Related Bond Issuances

Also in its capacity as fiscal agent, GDB worked closely with the outside professionals
who played key roles with respect to the Puerto Rico-Related Bond issuances. GDB also hand-
picked many of those professionals through a special committee of the GDB Board. This
includes underwriters, as well as bond counsel and underwriter counsel.

(@) GDB Chose Underwriters From a Pool of Qualified Banks that GDB
Considered to be Familiar with Relevant Aspects of Puerto Rico-
Related Bond Issuances

With respect to underwriter selections, GDB witnesses told us that GDB maintained a
short roster of bank choices during the Relevant Period. Those banks were generally
considered the default underwriter options for the Puerto Rico-Related Bonds. For a given
issuance, the GDB Board typically chose the underwriter bank that had previously underwritten
deals for the relevant Puerto Rico Related-Entity, with two exceptions: (i) sometimes, the GDB
Board valued an individual banker more than the underwriting bank itself, so if that individual
banker left one underwriter bank on the roster and joined another, then the GDB Board
sometimes followed the individual banker to his or her new bank, and selected that bank to
underwrite the Issuer’s next deal; and (ii) certain underwriting banks were perceived as aligned
with particular political parties at various times.

Moreover, between approximately 1993 and 2001, GDB required mainland banks to
have a local presence in order to underwrite Puerto Rico-Related Bonds. This meant that the
mainland banks had partnership or joint venture arrangements with local banks in Puerto Rico.
GDB awarded the underwriting opportunities to those pairings of mainland and local banks, as
though they were a package deal.
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Notably, the underwriter banks continued to follow the practice of pairing even after
GDB stopped formally requiring it in or about 2001. Figure IV.1 below provides examples of
frequent underwriter pairings during the Relevant Period.

Figure IV.1: Mainland and On-Island Bank Pairings

Mainland Bank Local Bank
Bank of America Santander
Barclays CCDA
Barclays Santander
Citi Bank N/A
Goldman Sachs FirstBank
Goldman Sachs UBS
Lehman Brothers Popular
JP Morgan FirstBank
JP Morgan Popular
Merrill Lynch BBVA
Merrill Lynch Popular
Morgan Stanley Popular
Wells Fargo ScotiaBank

As explained in more detail in Part XIII of this Report, on at least one occasion during
the Relevant Period, a mainland bank that had previously served as underwriter fell out of favor
with GDB, for reasons unrelated to underwriting. The underwriter bank was a counterparty to
a Swap deal involving PREPA that many witnesses viewed as particularly high-risk. One
official from the Fortuiio Administration told us that an outgoing GDB team had approved this
Swap arrangement in order to obtain liquid resources. The witness stressed that, in this
witness’s view, the Swap could have had catastrophic consequences for PREPA. Ultimately,
the GDB Board refrained from hiring the Swap counterparty to underwrite any new Puerto
Rico-Related Bond issuances. GDB witnesses described this period to us as the time during
which the Swap counterparty had been placed “in the penalty box.”

The witnesses we spoke with maintained that the GDB Board did not choose any
underwriter to underwrite a Puerto Rico-Related Bond issuance for improper reasons. Instead,
witnesses who worked at GDB told us that when GDB chose underwriters, it generally
considered a range of relevant factors. Those factors are consistent with normal client service
relationships. The factors included, among other things: (1) the degree of the potential
underwriter bank’s specialized knowledge relevant to the particular issuance; (i1) the amount
of time and attention that the potential underwriter bank gave to GDB as client; (i11) the quality
of the potential underwriter bank’s ideas; (iv) the potential underwriter bank’s track record for
trading in the secondary market; and (v) the potential underwriter bank’s history of loaning
money to the Puerto Rico-Related Entities.

Other witnesses similarly indicated that GDB’s underwriter selection process was
merit-based. In particular, these witnesses told us that the GDB Board rewarded banks that
submitted worthwhile ideas. In this vein, numerous witnesses stated that investment banks
were often chosen to underwrite the transactions that they had proposed to GDB as ways of
meeting specific liquidity goals.
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We reviewed dozens of such proposals from numerous investment banks. Although
we do not opine on the quality of certain proposals or ideas in relation to others, the evidence
confirms that, as many witnesses told us, underwriter banks submitted many more ideas to
GDB than GDB ultimately pursued. These unsuccessful pitches included, among others:

e An underwriter bank’s proposal for creating a new utility tariff and securitizing it
in order to bolster the credit ratings of PREPA bonds (which, in turn, would result
in lower coupons, and therefore lower borrowing costs);

e A proposal for bonds that would have been backed by the revenue from lottery
ticket sales;

e A proposal for revenue bonds that would have been secured by a municipal property
tax-backed loan portfolio held by GDB; and

e A 2004 proposal for pension obligation bonds (“POBs”) to provide immediate relief
for ERS cash flow concerns.

Accordingly, the selection of underwriters is another way in which GDB, as fiscal agent,
controlled deal flow for the Puerto Rico-Related Entities. Based on the evidence, however, we
cannot conclude that GDB selected any of those underwriters for improper reasons.

(b)  GDB Selected Bond Counsel and Underwriter Counsel Based on
Personal Relationships With Firms that Were Familiar Choices for
Puerto Rico-Related Bond Issuances

The evidence we reviewed reflects that the GDB Board chose the legal professionals
for Puerto Rico-Related Bond issuances from a relatively small group of law firms with which
GDB was familiar. GDB tended to reuse those law firms across Puerto Rico-related bond
issuances during the Relevant Period. As with underwriter selection, however, the evidence
does not suggest that GDB’s choices were improper.

The firms that GDB selected as bond counsel most often during the Relevant Period
included the following: (i) Greenberg Traurig, LLP; (ii) Brown & Wood LLP, as well as its
successor law firms (subsequently known as Sidley Austin Brown & Wood LLP, then Sidley
Austin LLP (collectively, “Sidley Austin™)); (iii) Squire, Sanders & Dempsey LLP (“Squire
Sanders”); and (iv) Hawkins, Delafield & Wood LLP (“Hawkins). Our investigation revealed
that GDB did not conduct a formal selection process for bond counsel. Instead, GDB drew
upon familiarity with certain lawyers. In general, a GDB official would call a particular law
firm and ask it to serve as bond counsel for a specific deal, without the law firm first pitching
for the engagement.

For underwriters’ counsel during the Relevant Period, the GDB Board tended to rotate
selections primarily among the following law firms: (i) Pietrantoni, Méndez & Alvarez LLP
(“PMA”); (ii) Squire Sanders; (iii) Fiddler Gonzalez & Rodriguez PSC (“Fiddler”); and (v)
O’Neill & Borges LLC. Although the GDB Board selected underwriter counsel, a witness told
us that the underwriters, rather than GDB, would reach out to the chosen law firm and request
its services as underwriter counsel for a particular issuance.
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and underwriter counsel selections for certain issuances during the Relevant Period:

Figure IV.2: Puerto Rico-Based Law Firm Involvement in Bond Issuances during the

Relevant Period

Issuer Date Administration Lo;‘s;:.lll_l.aw C;;::: -
GDB 5/17/2006 | Acevedo Vila (PPD) | ppa Underwriter
GDB 6/1/2006 | Acevedo Vila (PPD) | ppvia Underwriter
GO 8/2/2006 | Acevedo Vila (PPD) | pMA Underwriter
GO 8/8/2006 | Acevedo Vila (PPD) | pMA Underwriter
GO 8/17/2006 | Acevedo Vila (PPD) | pMA Underwriter
HTA 2/15/2007 | Acevedo Vila (PPD) | o Underwriter
COFINA 12/18/2007 | Acevedo Vila (PPD) | Fiddler Bond
ERS 1/29/2008 | Acevedo Vila (PPD) | Fiddler Bond
ERS 5/28/2008 | Acevedo Vila (PPD) | Fiddler Bond
COFINA 6/25/2008 | Acevedo Vila (PPD) | Fiddler Underwriter
ERS 6/26/2008 | Acevedo Vila (PPD) | Fiddler Bond
GDB 12/23/2008 | Acevedo Vila (PPD) | Fiddler Underwriter
COFINA 1/27/2009 | Fortuilo Burset (PNP) | Fiddler Underwriter
GDB 1/27/2009 | Fortuiio Burset (PNP) | Fiddler Underwriter
COFINA 6/10/2009 | Fortuilo Burset (PNP) | ppMA Underwriter
COFINA 6/19/2009 | Fortuiio Burset (PNP) | oB. pMA Both
GO 9/11/2009 | Fortuio Burset (PNP) | pypiG Underwriter
Commonwealth | 11/4/2009 | Fortuiio Burset (PNP) | Fiddler Underwriter
Commonwealth | 12/3/2009 | Fortuiio Burset (PNP) | Fiddler Underwriter
GDB 12/23/2009 | Fortuilo Burset (PNP) | OB Underwriter
COFINA 1/28/2010 | Fortuiio Burset (PNP) | prfa Underwriter
PREPA 3/26/2010 | Fortuilo Burset (PNP) | ppvia Underwriter
PREPA 4/22/2010 | Fortuilo Burset (PNP) | oB Underwriter
PREPA 4/22/2010 | Fortuilo Burset (PNP) | ppa Underwriter
PREPA 5/20/2010 | Fortuiio Burset (PNP) | OB Underwriter
PREPA 5/20/2010 | Fortuilo Burset (PNP) | ppja Underwriter

¥ OB: O’Neill & Borges: Ferraiuoli: Ferraiuoli LLC.
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Issuer Date Administration Lo;:;:'ll;law C;;;Zel
HTA 6/17/2010 | Fortuilo Burset (PNP) | OB Underwriter
COFINA 6/24/2010 | Fortuiio Burset (PNP) | ppa Underwriter
GDB 7/22/2010 | Fortuilo Burset (PNP) | OB Bond
GDB 7/23/2010 | Fortuilo Burset (PNP) | o Bond
GDB 7/23/2010 | Fortuiio Burset (PNP) | Fiqdler Underwriter
GDB 7/23/2010 | Fortuiio Burset (PNP) | Fiddler Underwriter
GDB 8/24/2010 | Fortuilo Burset (PNP) | OB Bond
GDB 8/24/2010 | Fortuilo Burset (PNP) | Fiddler Underwriter
GDB 8/24/2010 | Fortuio Burset (PNP) | Fiddler Underwriter
GDB 8/25/2010 | Fortuilo Burset (PNP) | OB Bond
PREPA 9/29/2010 | Fortuiio Burset (PNP) | ppa Underwriter
PREPA 12/24/2010 | Fortuilo Burset (PNP) | oB Underwriter
GO 2/10/2011 | Fortuiio Burset (PNP) | ppa Underwriter
GO 3/10/2011 | Fortuiio Burset (PNP) | ppja Underwriter
GO 6/29/2011 | Fortuilo Burset (PNP) | ppia Underwriter
COFINA 11/16/2011 | Fortuilo Burset (PNP) | ppa Underwriter
COFINA 12/1/2011 | Fortuilo Burset (PNP) | ppa Underwriter
PFC 12/8/2011 | Fortuilo Burset (PNP) | ppa Underwriter
PRIFA 12/16/2011 | Fortuiio Burset (PNP) | Ferraiuoli Underwriter
PRASA 2/15/2012 | Fortuiio Burset (PNP) | ppa Underwriter
PRASA 2/15/2012 | Fortuilo Burset (PNP) | ppa Underwriter
GO 3/7/2012 | Fortuilo Burset (PNP) | 0B Underwriter
GO 3/7/2012 | Fortuiio Burset (PNP) | pMa Underwriter
PREPA 4/12/2012 | Fortuiio Burset (PNP) | pypja Underwriter
PBA 6/8/2012 | Fortuilo Burset (PNP) | 0B Underwriter
PREPA 8/15/2013 | Garcia Padilla (PPD) | Fiddler Underwriter

We cannot conclude, based on the evidence, that GDB selected any of these law firms

for improper reasons.
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3. In Its Capacity as Fiscal Agent, GDB Authorized Bond Issuances to
Finance Operational Deficits, Repay GDB Lines of Credit or “Scoop and
Toss” Old Debts

The evidence demonstrates that, in its capacity as fiscal agent, GDB sometimes helped
the Puerto Rico-Related Entities to access the municipal bond market to finance operational
deficits, or to refinance old debt by (i) authorizing new long-term bond issuances from which
the proceeds were authorized to be used to repay maturing bonds, or (ii) refinancing obligations
that soon would mature, with the overall effect of delayed repayment (i.e., a “scoop and toss”).®
Correspondence and other evidence reflects that GDB recognized certain Puerto Rico-Related
Bond issuances were “scoop and toss” transactions—and referred to them as such—during the
Relevant Period.

To assess the potential magnitude of “scooping and tossing” during the Relevant Period,
we analyzed the proposed uses of bond proceeds for issuances between 2005 and 2014, with
particular emphasis on the Puerto Rico-Related Entities that issued the majority of Puerto Rico-
Related Bond debt: (i) Puerto Rico itself (for the GO Bonds); (ii) COFINA; and (iii) the Public
Utilities. To that end, we assessed these Issuers’ intended use of proceeds for those bonds, as
stated in the relevant offering documents. Those stated uses generally encompassed five
categories: (i) projects and operational expenses (e.g., infrastructure or capital improvement
plan projects); (ii) repayment of outstanding bonds; (iii) repayment of GDB lines of credit;
(iv) repayment of other lines of credit; and (v) payment of other debts and miscellaneous uses
(including, for example, payments of interest and swap termination fees). Figure 1.3 below
reflects the stated use of proceeds for each such category according to the official statements
for the bond issuances analyzed:

® See Volcker Alliance Inc., Truth and Integrity In State Budgeting: What is the Reality?, 15 (2017).
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Figure IV.3: Stated Uses of Bond Proceeds for Certain Puerto Rico-Related Issuances
Between 2005 and 2014'°

Uses Amount of Percentage of
Proceeds Proceeds

Operational Expenses & Capital | $14,154,255,522 30.3%
Projects!!

Repayment of Bonds!? $19,574,266,145 41.9%
Repayment of GDB Lines of Credit $5,201,370,070 11.1%
Repayment of Misc. Lines of Credit!? $1,882,421,194 4.0%
Other Debts and Miscellaneous'* $5,887,267,207 12.6%
TOTAL $46,699,580,138 100%

As Figure IV.3 reflects, the largest category of stated uses was to repay older bonds.
Approximately $19.5 billion (about 42% of relevant bond proceeds) was earmarked for that
purpose. An additional $5 billion (about 11% of relevant bond proceeds) was supposed to be

1 We prepared Figures IV.3 and IV.4 with the assistance of D&P. The Figures contain information
derived from the relevant official statements for the following issuances: COFINA Series 2007A,
2007B, 2007C, 2008A, 2009A, 2009B, 2009C, 2010A, 2010C, 2010D, 2010E, 2011A, 2011B, 2011C,
and 2011D; GO Series 2005A. 2005B, 2006A, 2006B, 2006C, 2006D, 2007A, 2007B, 2007A & 2007B
(Refunding). 2008A., 2008B, 2008A & 2008B (Refunding) 2008C., 2009A, 2009B, 2009C, 2011A,
2011C, 2011D, 2011E, 2012A, 2012B, and 2014A; HTA Series M, N, and CC: K, L, and BB; PRASA
Series 2008A & 2008B (Senior), 2008A & 200B (Refunding), 2012A, and 2012B; and PREPA Series
RR. SS. TT. UU, VV, WW, XX, YY. ZZ, AAA. ZZ. BBB, CCC, DDD. EEE, 2012A & 2012B, and
2013A. These charts do not include uses of the 2010 HTA AA and H Series Bonds, as those bonds
were reofferings of the same name issued in 2003, and the official statement for that issuance does not
provide information about the stated use of proceeds. See, e.g., P.R. Highways and Transp. Auth.,
Official Statement for Highway Revenue Refunding Bonds, Series A4 (2010); Official Statement, P.R.
Highways and Transp. Auth., Official Statement for Transportation Revenue Refunding Bonds, Series
H (2010). In certain cases, the described uses in the official statements required assumptions to be made
as to the category of use in the Figures. The notes accompanying these Figures provide further
information as to the described uses that are included in each category.

1 Includes uses described in the Official Statements as Deposit to the Project Fund, Deposit in
Construction Fund and Deposit into Public Improvements Fund(s).

12 Includes amounts described in the Official Statements as Deposit into Escrow Fund (for Refunded
Bonds), Redemption/Refinancing of Refunded Bonds, Repurchase of the Purchased Bonds, Retirement
of Outstanding Bonds, Repayment of Extraconstitutional Debt and Payment of 2006 Appropriation
Debt. We assumed that the last two of these categories represent the payment of bond debt in their
entirety, although the Official Statements are somewhat ambiguous in that regard.

B Some of the Official Statements only generally refer to “Repayment of Lines of Credit” and do not
specify the entity that provided the line of credit. As a result, this category may include, in some
instances, repayment of lines of credit provided by GDB.

" Includes amounts described in the Official Statements as Payment or Repayment of Bond
Anticipation Notes, Repayment of Advances to Pay Interest Expenses, Payment of Interest on the
Bonds, Capitalized Interest, Swap Termination/Agreement Payments, Capitalized Interest,
Underwriters’ Discount and Other Costs of Issuance, and Deposit in Reserve Account/Fund (Budgetary:
Debt Service: Bond).
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used to repay GDB lines of credit, with $2 billion more (4% of relevant bond proceeds) devoted
to repaying other lines of credit.

We stratify on an Issuer-by-Issuer basis below in Figure IV .4 the bond proceeds that
were intended to be used to repay GDB and other lines of credit between 2005 and 2014,
together with the percentage of total proceeds that those amounts represent.

Figure IV 4:
Line of Credit Uses for Certain Puerto Rico-Related Bonds Between 2005 and 2014
Repayment of | Repayment of | T,¢al Lines GDB Misc. Total
Entity | GDB Linesof | Misc. Lines Of | rcregit | LoC % | LoC | LoC%
Credit Credit Repaid of Uses!s | %o of of
Uses!® | Uses!”
GO $3.423,815,161 $289,916,512 $3,713,731, 26.8% 2.3% 29.0%
673
COFINA - - - - - -
PREPA $204,956,622 $1,592,504,682 | $1,797.,461, 2.0% 15.8% 17.8%
303
PRASA | $1,119,598,287 - $1,119,598, 30.1% 0% 30.1%
287
HTA $453.000,00018 - $453,000,00 11.0% 0% 11.0%
0
TOTAL | $5,201,370,070 | $1,882,421,194 | $7,083,791, 11.1% 4.0% 15.2%
264

As Figure IV 4 reflects, repaying lines of credit that GDB extended in its separate
capacity as lender comprised a material portion of the stated use of proceeds for relevant bond
issuances of three Puerto Rico-Related Entities: (1) Puerto Rico (approximately 27% of the
stated use of proceeds for relevant GO Bond issuances); (11) PRASA (approximately 30% of
the stated use of proceeds for relevant issuances); and (i11) HTA (approximately 11% of the
stated use of proceeds for relevant issuances). Although only 2% of the stated use of proceeds
for relevant PREPA issuances was to repay GDB lines of credit, approximately 16% of the
stated use of proceeds was i1dentified as repaying miscellaneous other lines of credit.

1> This reflects the percentage of the represented repayments of each issuer’s GDB lines of credit as
compared to the total bond proceeds for that issuer.

16 This reflects the percentage of the represented repayments of each issuer’s other lines of credit as
compared to the total bond proceeds for that issuer.

17 This reflects the percentage of the represented repayments of each issuer’s total lines of credit as
compared to the total bond proceeds for that issuer.

18 Includes amounts reflected as “Payment of GDB Lines of Credit to Redemption Fund.”

83




The Independent Investigator’s Final Investigative Report

A more specific example of a “scoop and toss” bond issuance is the approximately $3.5
billion of GO Bonds that GDB, in its capacity as fiscal agent, authorized to issue in 2014 (the
“2014 GO Bond Issuance”). About $1.9 billion of that issuance was to be used to repay loans
that Puerto Rico and the Public Buildings Authority had drawn from GDB.'® According to a
witness who worked first at GDB and subsequently at an underwriter for Puerto Rico-Related
Bonds, the very reason for the 2014 GO Bond Issuance was to help “reliquify” GDB so that it
could resume its role as bridge loan provider to the government. We discuss the 2014 GO
Bond Issuance and GDB’s liquidity problems in more detail below in Part IVV.B.3.

The evidence we reviewed during the Relevant Period demonstrates that “scooping and
tossing” was not a sustainable fiscal practice for the Puerto Rico-Related Entities. This stands
to reason. When a government recycles its debt rather than repaying it when it is due, the
government has essentially extended the maturity of the original debt. That enables structural
budget problems to persist and be deferred.?’ Debt recycling also has transaction costs, because
each new bond issuance requires the payment of underwriter and professional fees. ' It also
adds to the Issuer’s interest expenses.??

4. As Fiscal Agent, GDB Was Responsible for Overseeing the Puerto Rico-
Related Entities’ Finances

In furtherance of its responsibilities as fiscal agent, GDB also had oversight authority.
For that purpose, GDB had the statutory power, since at least 2001, to inspect the “books,
records and other documents” of *any instrumentality or public incorporation of the
Commonwealth of Puerto Rico.”? “Without limitation,” these inspection rights included all
fiscal planning, spending and liquidity-related documents, such as “budgets, financial
statements, certificates, audit reports, notifications, policies, procedures, manuals, plans and

19 See Commonwealth of P.R., Official Statement for General Obligation Bonds, Series A, 24 (2014)
(reflecting use of $1,896,072,196 in proceeds for “Repayment of GDB lines of credit and deposit to
Redemption Fund”).

20 See Commonwealth of P.R., Official Statement for General Obligation Bonds, Series 2014A, 24
(2014) (reflecting use of $1,896,072,196 in proceeds for “Repayment of GDB lines of credit and deposit
to Redemption Fund”).

2l Mike Cherney, Borrowing Maneuver Catches Flak, The Wall Street Journal (Dec. 3, 2013)
https://www.wsj.com/articles/borrowing-maneuver-catches-flak-1386034534 (explaining that *“scoop
and toss” “involves selling new long-term debt to raise funds to pay off maturing bonds, effectively
extending the timetable for retiring municipal borrowings”).

22 Certain stakeholders may argue that debt recycling also has constitutional implications, due to the
debt maturity clause in Puerto Rico’s constitution. That clause provides, in pertinent part, that “no such
bonds or notes issued by the Commonwealth for any purpose other than housing facilities shall mature
later than 30 years from their date.” See P.R. Const. Art. VI 8 2. A Pre-Audit Survey Report by
Puerto Rico’s Commission for the Comprehensive Audit of Puerto Rico’s Public Credit suggests that
if Puerto Rico incurred a non-housing-facility debt, then subsequently refinanced that debt before it
matured, and the last form of the refinanced debt does not mature until thirty-one years from the date
of the original debt, then one could argue that the original debt is, in essence, thirty-one years old, and
therefore violates the Puerto Rico constitution. See P.R. Commission for the Comprehensive Audit of
the Public Credit, Pre-audit Survey Report, 5-6 (2016). We expect this issue to be analyzed either by
the Commission for the Comprehensive Audit of Puerto Rico’s Public Credit, or to be litigated by
stakeholders that, unlike the Independent Investigator, have interests to advocate.

2 P.R. Laws Ann. tit. 7, § 581(B) (2018).
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any other information related to the finances of such instrumentality or public corporations as
the Bank may seem appropriate.”?*

Beginning in 2009, GDB entered into FOAs with nine Puerto Rico-Related Entities
including, among others, the Public Utilities and UPR.® Among other things, the FOAs
required the relevant Puerto Rico-Related Entities to implement certain fiscal oversight
controls.?®  Those controls included: (i) developing and delivering to GDB a “Fiscal
Improvement Plan” that sets forth specific measures that the entity proposes to reduce its
operating deficit and improve its financial performance; and (ii) a requirement that the entity
obtain GDB’s approval before incurring, assuming, or guaranteeing debt.?’

The FOAs also underscored GDB’s authority to inspect and examine the books,
records, and accounts of the Puerto Rico-Related Entities.?® In particular, they bound the
relevant Puerto Rico-Related Entities to furnish GDB with financial statements, fiscal year
projections, budgets, audit reports, audited financial statements, operating reports, succession
plans for key career employees, lists identifying key career employees and empleados de
confianza, and other information concerning the entities’ business, properties, information
systems and operations. 2°

On paper, then, the FOAs gave GDB full access to all of the information that GDB
might need to track deficits, monitor the use of loan funds or verify the use of bond proceeds.
As we discuss below, however, our investigation uncovered resource and other limitations that
undermined GDB’s execution.

5. Deficiencies in Execution Limited GDB’s Effectiveness as Fiscal Agent

Despite its responsibility for helping the Puerto Rico-Related Entities to make sound
financial decisions, we found no meaningful evidence that GDB had an effective process in
place to oversee important aspects of their fiscal health, or to impose accountability for
repayment of debts. For example, we found no meaningful evidence that GDB monitored
operational deficits, tracked how the Puerto Rico-Related Entities actually used their loan
funds, or oversaw what the Puerto Rico-Related Entities actually did with the proceeds from
their bond issuances. Several GDB officials told us that GDB did have such processes in place,

*P.R. Laws Ann. tit. 7, § 581(B) (2018).

%% See Gov’t Dev. Bank for P.R., Government Development Bank Consolidates its Financial Strength
and  Supports  Puerto  Rico’s  Economic  Development  (Nov. 28, 2012
http://www.gdbpr.com/documents/2012-11-28-ComunicadoBGF-transicion-FINALFINAL-Eng.pdf.
% See, e.g., Gov’t Dev. Bank for P.R., P.R. Aqueducts and Sewers Auth., Fiscal Oversight Agreement
(July 9, 2009); see also Gov’t Dev. Bank for P.R., P.R. Highway and Transp. Auth. Fiscal Oversight
Agreement (Mar. 8, 2012).

2 See, e.g., Gov’t Dev. Bank for P.R., P.R. Aqueducts and Sewers Auth., Fiscal Oversight Agreement
(July 9, 2009); see also Gov’t Dev. Bank for P.R., P.R. Highway and Transp. Auth. Fiscal Oversight
Agreement (Mar. 8, 2012).

%8 See, e.g., Gov’t Dev. Bank for P.R., P.R. Highway and Transp. Auth. Fiscal Oversight Agreement,
6, § 1.5 (July 6, 2009).

29 See, e.g., Gov’t Dev. Bank for P.R., P.R. Elec. Power Auth., Fiscal Oversight Agreement, 4 § 2.1
(July 1, 2009); also Gov’t Dev. Bank for P.R., P.R. Highway and Transp. Auth. Fiscal Oversight
Agreement, 3 § 1.6 (July 6, 2009).

85



The Independent Investigator’s Final Investigative Report

but we saw no documentary evidence to corroborate those statements (and, in particular, none
that pre-dated the adoption of FOAs in 2009).

The lack of corroborating documentary evidence is consistent with what one former
high-ranking GDB official told us. That witness stated that GDB was never structured to
monitor or address any of the Puerto Rico-Related Entities’ deficits. In this witness’
understanding, that responsibility was supposed to rest jointly with OMB and the Department
of Treasury. According to this witness, GDB did not implement any internal financial controls
to monitor operational deficits until 2009, when the FOAs were adopted. This was so
notwithstanding that since 2001, GDB had the statutory power to compel any instrumentality
or public corporation to deliver or grant access to its books, records and other documents.*°

In a similar vein, certain witnesses told us that before the FOAs, GDB received
certifications from the Puerto Rico-Related Entities as to the intended use of loan proceeds in
advance of making distributions in its capacity as lender. But we found no evidence that GDB,
in its capacity as fiscal agent, subsequently sought to verify what the Puerto Rico-Related
Entities actually did with those loan funds after they received them.

Nor did we find evidence that GDB fully implemented the FOAs after they were
adopted in 2009. Just as GDB was never designed to monitor deficits at the Puerto Rico-
Related Entities, multiple witnesses told us that GDB was not equipped to monitor the use of
proceeds (before or after 2009). They conveyed that GDB’s internal controls and resources
were too “limited” to accomplish what the FOAs contemplated and that GDB lacked access to
any system that would have permitted it to review inter-year financial information for the
Puerto Rico-Related Entities. As a practical matter, then, even after 2009, GDB had very little
insight into, much less control over, how the Puerto Rico-Related Entities used the bond or
loan funds after they received the money. This was particularly so with respect to PREPA,
because PREPA received the funds through a designated trustee. 3!

We also learned from several witnesses that GDB implemented the FOAs primarily on
a self-reporting basis. Stated otherwise, the primary steps that GDB took to implement the
FOAs were to (i) appoint officers who received updates regarding how the Puerto Rico-Related
Entities purported to use their lines of credit; and (ii) require that the Puerto Rico-Related
Entities submit monthly liquidity reports to GDB. We found no evidence that GDB undertook
to independently verify or audit that information.

¥ P R. Laws Ann. tit. 7, § 581 (2018).

%1 The FOAs appear to have helped GDB to extract certain documentation from the Puerto Rico-Related
Entities. As just one example, GDB’s Fiscal Agent wrote to PREPA’s Finance Director in July 2013
to report that PREPA was out-of-compliance with its FOA, because it had not submitted certain
materials (including a cash flow statement for the most recent week and monthly progress reports from
October 2012 to May 2013). A witness told us that PREPA responded by submitting all of the requested
documentation, which resolved the issue. Nevertheless, if GDB lacked the resources or capability to
fully analyze those types of materials (as witnesses told us they believed was the case), then GDB’s
mere possession of the documents would not have helped GDB to track the use of loan funds or bond
proceeds, or even to ensure that the relevant entity was complying with the FOA’s more substantive
requirements. See Part IV.E.
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As one example of how this impacted GDB’s effectiveness as fiscal agent, we reviewed
evidence that demonstrates that in July 2011, PREPA approached GDB’s Board with a
proposal to draw a $260 million line of credit from a private bank. When PREPA did this, it
emphasized that any delay in approval would put PREPA at risk of having its oil supply—on
which PREPA was dependent—interrupted. This was because PREPA already had an 86-day
overdraft with one of its largest suppliers. Just one month earlier, however, PREPA had
proposed that it obtain a different line of credit in the amount of $150 million, to be drawn from
a different private bank. That earlier proposal did not mention any existing overdraft or
potential need for a meaningful amount of additional liquidity in the foreseeable future.
Understandably, certain GDB officials expressed surprise at the subsequent request for the
$260 million credit line. But GDB nevertheless approved it.3 We did not find any evidence
to demonstrate that the discrepancy was reasonably explained; that GDB exercised its books
and records powers to resolve it; or that GDB imposed any consequences on PREPA for what
appears, at the very least, to have been a significant error relating to the earlier requests from
PREPA.

C. In Its Role as Lender, GDB Extended Substantial Loans to the Puerto Rico-
Related Entities, Sometimes in a Way that Undermined its Effectiveness as Fiscal
Agent

The second role that GDB played in relation to the Puerto Rico-Related Entities was
that of lender. In that capacity, GDB became, over time, a significant—and, sometimes, the
sole—source of liquidity for the Puerto Rico-Related Entities. GDB’s support primarily took
two forms: (i) GDB provided loans that allowed the Puerto Rico-Related Entities to fill
mounting operational deficits; and (ii) GDB extended financing when the Puerto Rico-Related
Entities could not access the capital markets or were not slated to do so pursuant to the GDB
bond schedule. At times, GDB approved the financing requests very quickly, or despite the
presence of circumstances that, if GDB had been a private lender, GDB might not have
accepted. As we describe in more detail below, these circumstances at times undermined
GDB?’s effectiveness in its separate role as fiscal agent.

1. Over Time, GDB Shifted from Private Enterprise Lender to Primary
Financier of the Puerto Rico-Related Entities

Historically and throughout the Relevant Period, GDB loaned or advanced money to
borrowers for the purpose of “aid[ing] in Puerto Rico’s economic development.”*® As we
explain in more detail below, the concentration of GDB’s loan portfolio evolved over time
from loans primarily extended to private actors to loans primarily extended to the Puerto Rico-
Related Entities.®*

%2 This line of credit first appears in PREPA’s monthly report for July 2011, the same month the request
was originally made. Compare P.R. Elec. Power Auth., Monthly Report to the Governing Board, 10
(July 2011), with P.R. Elec. Power Auth., Monthly Report to the Governing Board,10 (June 2011).

33 See Commonwealth of P.R., Comprehensive Annual Financial Report: Year Ended June 30, 2007,
108 (June 15, 2018) (“Over the years, GDB, as fiscal agent and bank for the Commonwealth, had
extended lines of credit, advances, and loans to several agencies and component units in order to finance
their capital improvement projects and to cover their operational deficits at times.”).

% See Commonwealth of P.R., Comprehensive Annual Financial Report: Year Ended June 30, 2007,
108 (June 15, 2008) (“Over the years, GDB, as fiscal agent and bank for the Commonwealth, had
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From the late 1940s through the early 1950s, GDB primarily extended loans to small,
highly-targeted programs and to private entities in its role as fiscal agent to Puerto Rico.*® For
example, GDB participated in a series of housing finance transactions in 1947 that were
designed to assist low and moderate-income families.*® And throughout much of the 1950s,
GDB funded private enterprises with the purpose of furthering Puerto Rico’s economic
development.®” According to an American University report, two-thirds of GDB’s total loans
in the 1950s were granted to private companies.3®

This changed over time. Following a period of rapid economic growth after World War
I, GDB increasingly invested in the Puerto Rico-Related Entities. Between 1951 and 1965,
GDB’s net disbursements to, and financing for, public endeavors reached more than $1
billion.*® This was a significant increase in GDB’s total loan portfolio. It also signaled GDB’s
arrival as the primary financier for Puerto Rico’s government-related investments.

Puerto Rico’s economy became distressed in the 1970s. This was partially due to the
energy crisis between 1973 and 1974.%C As part of Puerto Rico’s overall efforts to rejuvenate
its economy, GDB created an affiliated entity, the Puerto Rico Municipal Finance Agency, in

extended lines of credit, advances, and loans to several agencies and component units in order to finance
their capital improvement projects and to cover their operational deficits at times.”).

% For example, GDB performed its first major financial transaction in 1943: the purchase of a Water
Resources Authority (WRA) bond issue. See Gov’t Dev. Bank for P.R., The Forties: The Formative
Years, http://web.archive.org/web/20161201025653/http://gdb.pr.gov/about-gdb/history_02.html (last
visited on Aug. 7, 2018).

% SeeGov't  Dev. Bank for P.R, The Forties: The  Formative
Years, http://web.archive.org/web/20161201025653/http:/gdb.pr.gov/about-gdb/history_02.html  (last
visited on Aug. 7, 2018).

8 See Gov't Dev. Bank for P.R. The Forties: The Formative Years,
http://web.archive.org/web/20161201025653/http:/gdb.pr.gov/about-gdb/history_02.html (last visited
on Aug. 7, 2018) (reflecting that the 1947 housing finance transaction lead to the construction of 400
low-cost housing units); see also Gov’t Dev. Bank for P.R., The GDB: Seven Decades of Service to
Puerto Rico (1942-2012), http://web.archive.org/web/20161201025653/http:/gdb.pr.gov/about-
gdb/history_02.html (last visited on Aug. 7, 2018).

% See Arturo C. Porzecanski, The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 1 (Sept. 18, 2014).

39 See Gov’t Dev. Bank for P.R., The Fifties: Years of Growth,
https://web.archive.org/web/20170114060721/http://mww.gdb.pr.gov/about-gdb/history_03.html (last
visited on Aug. 7, 2018).

40 See Gov’t Dev. Bank for P.R., The Seventies: The Crisis Years,
http://web.archive.org/web/20170124045355/http://gdb.pr.gov/about-gdb/history_05.html (last visited
on Aug. 7, 2018); see also Fed. Reserve Bank of N.Y., An Update on the Competitiveness of Puerto
Rico’s Economy, 16, Fig. 12 (2014). The slowdown has been attributed by some scholars to an increase
in global oil prices. See also U.S. Department of State, Office of the Historian, Oil Embargo, 1973-
1974 11-2 (2013), https://history.state.gov/milestones/1969-1976/oil-embargo (last visited on Aug. 7,
2018). Even before the oil embargo started in October 1973, Puerto Rico’s power utility was affected
by a strike that began on January 4, 1973, signaling the start of a more contentious labor relationship.
See, e.g., Unidn de Trabajadores de la Industria Eléctrica y Riego, Breve Resefia Historica de la UTIER,
http://www.utier.org/estructuras/historia.php (last visited on Aug. 7, 2018).
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1972.*1 GDB subsequently established other affiliates, including the Puerto Rico Development
Fund, HFA, and the Puerto Rico Tourism Development Fund,*? as well as PFC.*3

Successive administrations also set up state-owned enterprises during this time period,
with the aim of promoting economic development in Puerto Rico. This included PREPA,
PRASA and HTA, among others.**

During the 1980s and 1990s, GDB’s role continued to evolve. In particular, GDB more
actively financed certain of the Puerto Rico-Related Entities, including PRASA and HTA. In
that regard, GDB primarily supplied short-term loans. The loan funds were then used (or
intended to be used) to satisfy working capital needs, capital improvement programs, collateral
posting requirements under swap and hedging agreements, mandatory prepayments and
maturities of financial obligations, and—eventually—to cover operational deficits (discussed in
more detail in Part IV.B.3).%°

GDB'’s lending to the various public corporations continued and generally increased
through approximately late 2012 or early 2013. In fact, according to one study, more than 99%
of GDB’s nearly $9 billion in outstanding loans had been made to public-sector obligors, with
HTA alone accounting for $2 billion (or nearly one-quarter of GDB’s total loans) by mid-
2014.4

2. During the Relevant Period, GDB Often Loaned Money to Help the Puerto

Rico-Related Entities Finance Operating Deficits

@) The Puerto Rico-Related Entities Expected GDB to Supply
Liquidity to Help Them to Balance Their Budgets

In February 2015, Melba Acosta-Febo, who was then the President of GDB, testified
before Congress that:

- Of these entities, HFA is perhaps the largest. It was created in 1977 to provide public and private
housing developers with interim and permanent financing through mortgage loans for the construction.
HFA is GDB’s largest subsidiary today, and represents approximately 10% of GDB’s total assets. See
e.g., Standard & Poor’s Ratings Servs., Government Development Bank for Puerto Rico, 4 (2012).

%2 See, e.g., Standard & Poor’s Ratings Servs., Government Development Bank for Puerto Rico, 4-5
(Jan. 31, 2012) (noting that “GDB’s affiliates were created by law and can only be dissolved through
legislation. GDB acts primarily in a supervisory capacity, and does not consolidate the assets and
liabilities on the balance sheet of its affiliates.”).

¥ See Gov’t Dev. Bank for P.R., Puerto Rico Public Finance Corporation (PFEC),
http://www.gdb.pr.gov/investors_resources/prpfc.html (last visited on Aug. 7, 2018) (“The Puerto Rico
Public Finance Corporation (PFC) is a subsidiary corporation of GDB created pursuant to Resolution
5044 of the Board of Directors of GDB.”).

4 See Gov't Dev. Bank for P.R., The Seventies: The Crisis Years,
http://web.archive.org/web/20170124045355/http://gdb.pr.gov/about-gdb/history_05.html (last visited
on Aug. 7, 2018).

4% See Gov't Dev. Bank for P.R., The Nineties: A Focus on Infrastructure,
http://web.archive.org/web/20170131162544/http://gdb.pr.gov/about-gdb/history 07.html (last visited
on Aug. 7, 2018).

46 See Arturo C. Porzecanski, The Government Development Bank: At the Heart of Puerto Rico’s
Financial Crisis, 2 (2014); see also Gov’t Dev. Bank for Puerto Rico, Update on Fiscal and Economic
Progress, 8-9 (2014).
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Puerto Rico’s unprecedented economic difficulties have contributed
to rising budget deficits at all levels of government, including at
Puerto Rico’s municipal or “public” corporations. To continue
providing essential public services, and to close those deficits, these
public corporations routinely accessed the market, or relied on
interim financing from GDB or private sector banks, to finance their
budget deficits.*’

This is consistent with the Official Statement for the 2014 GO Bond Issuance, which noted that
Puerto Rico’s “very high level of debt and the resulting required allocation of revenues to
service this debt have contributed to significant budget deficits during the past several years,
which deficits the Commonwealth has been required to finance, further increasing the amount
of its debt.”*® It is also consistent with what a former Secretary of Treasury told us during an
interview. According to that witness, Puerto Rico had, for decades, used debt to create a
“smoke and mirrors show” to demonstrate that its government could continue to function, while
accumulating deficits.*°

Our investigation revealed that GDB was a critical component of Puerto Rico’s ongoing
ability to function while its publicly-held debt amounted to unsustainable levels. According to
one former high-level government official, GDB backed the public corporations when they had
deficits.>® Several other government witnesses corroborated this account. They informed us
that GDB historically stepped in whenever Puerto Rico or its public corporations were unable
to access the capital markets. By way of illustration, GDB made over $2 billion in loans to
HTA between 2008 and 2013. Many of those loans were, according to former GDB officials,
used to cover HTA’s budget deficits.

The consistent stream of GDB funding eventually became an expected method for
certain Puerto Rico-Related Entities, like the Public Utilities, to balance their budgets.>* For
example, according to a former Finance Director for PREPA, PREPA’s annual budgets were
set with the assumption that PREPA would receive funding from GDB: the budget would first
be decided, and then PREPA would approach GDB with a request for financing.

*" To Amend Title 11 of the United States Code to Treat Puerto Rico as a State for Purposes of Chapter
9 of Such Title Relating to the Adjustment of Debts of Municipalities: Hearing Before the H. Subcomm.
On Regulatory Reform, Commercial and Antitrust Law, 114th Cong. (2015) (statement of Melba
Acosta-Febo on behalf of the Gov’t Dev. Bank for P.R.).

48 See Commonwealth of P.R., Official Statement for General Obligation Bonds, Series 2014A, 8
(2014).

* See, e.g., Gov’t Accountability Office, Puerto Rico: Factors Contributing to the Debt Crisis &
Potential Fed. Actions to Address Them 15, 23 (2018) (concluding that Puerto Rico accumulated debt
to finance its deficits).

% part VIII of this Report provides a summary of the net operating deficits for certain public
corporations, as well as Puerto Rico’s general fund (“General Fund”), during the critical years leading
up to Puerto Rico’s default. The General Fund is Puerto Rico’s primary accounting fund for operations.
It includes the Department of Treasury’s tax revenue collections, as well as all inflows from internal
and external sources that are not subsumed within more specific funds.

* In addition to stagnant rates, PREPA had difficulty collecting payment from the municipalities and
other subsidies. We discuss the influence of politics on PREPA’s revenue collections further in Part V
of this Report.
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The end result was, as discussed below, unfortunate: an erosion of the Puerto Rico-
Related Entities’ incentive to become self-sufficient by implementing difficult decisions that
may not have been well-received by the voting public, such as raising rates or more
aggressively enforcing revenue collection.

(b) Deficit Financing Proved an Unsustainable Fiscal Practice for the
Puerto Rico-Related Entities

Many states and local governments have laws that expressly prohibit deficit
financing.> Puerto Rico does not. It does, however, have a balanced budget clause in its
constitution. Pursuant to that clause, “[t]he appropriations made for any fiscal year shall not
exceed the total revenues, including available surplus, estimated for said fiscal year unless the
imposition of taxes sufficient to cover said appropriations is provided by law.”®® This language
suggests that tax revenue, and not debt, should cover spending.

Notwithstanding the foregoing, a 1974 opinion authored by then-Puerto Rico Secretary
of Justice Francisco De Jesus Schuck interpreted the balanced budget clause to permit deficit
financing. De Jesus Schuck relied on statements made during Puerto Rico’s Constitutional
Convention of 1952. The statements concerned the interpretation of the phrase “recursos
totales,” which appears in the Spanish version of the Puerto Rico Constitution. Strictly
translated, the phrase means “total resources,” not “total revenues.” After referencing relevant
language in the Jones Act and citing to a Spanish-language dictionary, Schuck reasoned that
uncollected, but matured, taxes are not a “revenue,” but a “resource.” As such, they could be
used, in his opinion, to finance a balanced budget, without violating the balanced budget
clause.>* De Jests Schuck cited no case law, no legal treatises, and no other legal authorities
in support of this conclusion. Puerto Rico courts never considered the issue, but a GDB witness
identified De JesUs Schuck’s opinion as what “opened the door” to Puerto Rico obtaining and
using debt to help balance its budget.

Whatever GDB’s justification for approving deficit financing, one thing is clear: the
practice proved unsustainable for Puerto Rico during the Relevant Period. As a former head
of the US states’ division of a major CRA explained to us, municipal issuers often resort to

°2 For example, Article VI1I of the Ohio Constitution prohibits the incurrence of certain types of debt
for non-capital improvement purposes, in addition to setting a debt limit of $750,000 which can only
be exceeded under certain circumstances. See Ohio Const. art. 8, 88 1—3; see also, e.g.,, Gov’t
Accountability Office, Puerto Rico: Factors Contributing to the Debt Crisis and Potential Federal
Actions to Address Them, 33 (2018) (noting that “[a]ccording to ratings agency officials and experts in
state and local government, states rarely issue debt to fund operations, and many states prohibit this
practice.”); Ctr. on Budget and Policy Priorities, Policy Basics: State and Local Borrowing,
https://www.cbpp.org/research/state-budget-and-tax/policy-basics-state-and-local-borrowing (last
updated Jan. 16, 2018) (noting “States typically prohibit the use of bond proceeds to fund operating
expenses, although that has occurred in a few instances.”); Nat’| Conference of State Legislatures, State
Balanced Budged Requirements, Executive Summary, http://www.ncsl.org/research/fiscal-policy/state-
balanced-budget-requirements.aspx (last updated Apr. 12, 1999) (noting, in pertinent part, that "[i]t is
extremely rare for a state government to borrow long-term funds to cover operating expenses, although
Louisiana did in 1988 and Connecticut did in 1991.”); Steven Maguire, Cong. Research Serv., State
and Local Government Debt: An Analysis, 3 (2011) (“Nevertheless, the use of capital budgets and
balanced budget rules makes it relatively difficult for state and local governments to issue debt to fund
current operating expenses.”).

S P.R. Const., Art. VI, §7.

*P.R. Op. Sec. Just. 1974-15, 1974 WL 326062 (P.R. Atty. Gen.) (English translation).
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deficit financing out of desperation, when their fiscal health is declining. In that witness’s
experience, deficit financing is a characteristic of municipal issuers that have lower credit
ratings (which signal a higher likelihood of default) and constitutes a “red flag” for bond issuers
with higher credit ratings. This was ultimately true of Puerto Rico and the Issuers.

3. GDB Sometimes Allowed Certain Puerto Rico-Related Entities to Obtain
New Debt With Relative Ease

The evidence reflects that in light of its powers as fiscal agent, GDB could have done
more when approached in its separate capacity as lender for the purpose of approving new
loans. GDB'’s practices for evaluating such loan requests created tension between its duties as
fiscal agent and its role as lender.

To begin with—and as a very basic metric—GDB issued its loans to Puerto Rico-
Related Entities very quickly after a request was submitted. This appears to have been the case
with respect to HTA in particular. Indeed, GDB witnesses told us that GDB evaluated and
approved HTA loan requests within hours. According to witnesses, this was to avoid potential
adverse consequences stemming from HTA’s lack of fiscal health, such as HTA having to shut
down the Tren Urbano if its operator had not been paid.

In a more methodical review of this phenomenon, the Office of the Comptroller
prepared an audit report dated September 15, 2013, regarding GDB’s financing approval
process between January 1, 2007 and December 31, 2011.% The audit report mentions the
GDB Board’s approval on July 3, 2009, of a $600 million revolving line of credit for the
Department of Treasury.®® The line of credit was extended in connection with the issuance of
Series 2010 of Tax and Revenue Anticipation Notes, to finance then-current obligations,
budget disbursements and the needs of the cash account.>” The Department of Treasury had
submitted its formal request letter on July 2, 2009; just one day before GDB approved the
loan.*®

Evidence also demonstrates that GDB regularly extended short-term cash injections to
certain Puerto Rico Related-Entities to help them sustain themselves during periods in which
those entities were unable to access the capital markets (either because there was no demand,
or because it was not the right time according to GDB’s bond issuance schedule). This was
done with full knowledge that the bond proceeds from that Puerto Rico-Related Entity’s next
issuance would then be used to repay GDB. A witness indicated that even when individuals at
GDB felt that certain Puerto Rico-Related Entities did not have enough financial capacity for
future bond issuances, there was pressure to present solicited loans (payable from future bond

% See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8h4f2&nombre=CP-14-03.

° See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 18 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.

57 See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 18 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.

%8 See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 18 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.
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issuances) to the GDB Board for its approval. One former high-ranking GDB official remarked
that he had read in a book about GDB history that, dating back to the 1950s, GDB would
advance funds to public corporations before they went out to market. Another former high-
ranking GDB official conveyed that another way a Puerto Rico-Related Entity would pay back
the GDB loan was to obtain legislation providing an appropriation from the General Fund.

Finally, there is evidence that, in certain instances, GDB may have approved financing
requests notwithstanding circumstances that, if GDB and the recipients had been private actors,
might have led to additional due diligence. We summarize examples below:

A GDB Board Resolution reflects that on August 27, 2010, the GDB Board
approved HTA'’s request for a $45,000,000 emergency line of credit to repay
collateral for swap transactions in connection with HTA’s 2007 bond issuance. The
request stemmed from a private bank having failed to send required notifications
for a collateral call during the preceding two-month period. As a result of that
failure, HTA had to deposit $21,500,000 without notice. When GDB was
considering the request, a GDB official reminded GDB’s Board of HTA’s poor
financial condition and stressed that if HTA could not make the collateral deposit,
then HTA would default. GDB approved proceeds from future bond issuances,
among other resources attributed to HTA, as the source of repayment for this
emergency line of credit;

A different GDB Board Resolution reflects that on October 24, 2011, GDB granted
HTA’s request for a $30,000,000 increase to its existing line of credit (bringing the
total to $77,000,000). Although $8.2 million remained on the previously-extended
line of credit, there was a threat of additional collateral calls due to market volatility.
The Board Resolution noted HTA’s financial condition and acknowledged that
HTA would not be able to cover any more collateral calls. It also noted that the
recommendation to approve HTA’s request was not based on HTA’s borrowing
capacity. GDB ultimately granted the request because it believed that so doing
would serve its function as fiscal agent by avoiding a default event by HTA and a
negative impact on HTA’s credit. The intended source of repayment for the
increase was identified as HTA’s revenue; and

A GDB Board Resolution reflects that on December 28, 2012, GDB approved
another request for an increase to HTA’s credit line, bringing the total to a
maximum of $107,000,000 (of which the increase comprised $40,000,000). The
purpose for the increase was to cover collateral deficiencies relating to swap
agreements with a private bank, for bonds issued in 2007 and potential additional
collateral calls. HTA’s revenue was again the identified source of intended
repayment. The Board Resolution noted that because of HTA’s existing financial
incapacity, the only viable option was for GDB to intervene and effectively pay the
obligations on HTA'’s behalf by increasing the line of credit as HTA requested. It
also noted that GDB management believed that repayment risk was mitigated by an
increase in the interest rate that would cause the private bank to refund the
equivalent to the excess of collateral (or that once the swaps were cancelled or
expired, the collateral deposits would be returned).

As with GDB’s decisions as fiscal agent to provide Puerto Rico-Related Entities a
degree of flexibility that, in retrospect, was inconsistent with long-term sustainability, the types
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of decisions that GDB made as lender enabled the Puerto Rico-Related Entities to remain
dependent on borrowed liquidity. For that reason, they were arguably in tension with GDB’s
role as fiscal agent.

D. Policy Considerations Further Compounded the Tension Between GDB’s Dual
Roles as Fiscal Agent and Lender

The evidence reflects that throughout the Relevant Period, Puerto Rico’s elected
officials were generally unwilling to support measures for the Puerto Rico Related-Entities that
could improve operating margins and engender fiscal independence, but were unpopular with
voters. For better or worse, the services that the Puerto Rico-Related Entities provided were
understood by many to be the responsibility of Puerto Rico’s elected politicians. With respect
to the Public Utilities in particular, according to witnesses, politically-driven policies
influenced GDB’s decisions.

In general, Governors between the late 1980s and the 2010s were unwilling or unable
to undertake the politically unpopular task of raising utility rates and fees, or of raising taxes
associated with transportation.>® This was so despite the Public Utilities’ financial difficulties
(detailed in Part V of this Report).

Importantly, public statements by GDB’s management during the Relevant Period
generally reaffirmed GDB’s role as a source of liquidity when rate increases or tax increases
were untenable. For example, several witnesses told us that GDB and the public corporations
had an implicit understanding that GDB would support the public corporations financially as
needed, so that they would not have to raise their rates.

A GDB press release from November 28, 2012, underscores this. In that press release,
GDB’s President at the time stated that it was important for GDB to remain profitable so that
it could “support GDB’s subsidiaries and affiliates, the public corporations and the Central
Government.”® The press release touted GDB’s role in the following initiatives, among
others: (i) providing support to PREPA for initiatives designed to result in operational and
energy cost savings; (ii) providing HTA with financial and fiscal support to address its
operational deficits; and (iii) working out a fiscal collaboration agreement with UPR to help
maintain its financial health.®*

For its part, PREPA did not raise rates at all between 1989 and 2016.%% Instead, it
generally borrowed from GDB to cover operational costs. When appropriations came due,

% The two major political parties in Puerto Rico are the Partido Popular Democratico (PPD) and the
Partido Nuevo Progresista (PNP). See Puerto Rico Political Parties http://www.city-
data.com/states/Puerto-Rico-Political-parties.html (last visited Aug 8. 2018).

% See Gov’t Dev. Bank for P.R., Government Development Bank Consolidates its Financial Strength
and  Supports Puerto Rico’s Economic  Development, 3  (Nov. 28, 2012)
http://www.gdbpr.com/documents/2012-11-28-ComunicadoBGF-transicion-FINALFINAL-Eng.pdf.
% See Gov’t Dev. Bank for P.R., Government Development Bank Consolidates its Financial Strength
and Supports Puerto Rico’s Economic  Development, 3  (Nov. 28, 2012)
http://www.gdbpr.com/documents/2012-11-28-ComunicadoBGF-transicion-FINALFINAL-Eng.pdf.
See also Carlos Garcia, Government Development Bank for Puerto Rico, Puerto Rico Credit Conference
(Feb. 25, 2010).

82 See Part V for a full discussion of PREPA rates.
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PREPA was unable to re-pay GDB (as were PRASA and HTA). But GDB did not hold PREPA
accountable by declaring an event of default. In fact, our investigation revealed no evidence
that GDB ever declared PREPA in default of a loan obligation.

Gubernatorial will also affected GDB’s decision-making with respect to HTA’s debt
load. For example, during Governor Fortufio’s administration, GDB increased HTA'’s line of
credit to approximately $2 billion. At the time, the total of GDB’s loans receivable was
approximately $9 billion.®®> GDB did this, according to one witness, so that HTA would not
have to raise vehicle registration fees, public transportation fees, tolls, or the gasoline tax
(known as “la crudita” in Spanish); all of which would have increased costs for ordinary voters.

To be sure, there were some instances prior to 2012 in which GDB declined to provide
financial support to the Public Utilities. For example, a major cause of PRASA’s reentrance
into the municipal bond market in 2008 was, according to individuals who were involved with
the decision, the Governor’s unwillingness to provide further subsidies to PRASA’s operations,
as well as a desire to hold PRASA accountable for its use of funds.

This was more the exception than the rule. Overall, we found that policy considerations
generally continued to influence GDB’s lending decisions to Puerto Rico-Related Entities
through 2013, when there was a significant shift in gubernatorial policy. In particular, by early
2013, Governor Garcia Padilla’s administration decided that GDB should no longer support
the public corporations through appropriations. At the same time, however, witnesses reported
that the Governor remained reluctant to raise Public Utility rates or related taxes—or would
not agree to increase them as much as GDB management recommended.

The 2014 GO Bond Issuance illustrates several respects in which policy considerations
influenced GDB’s decision-making. Our investigation revealed that GDB first considered the
issuance in early 2013. At that time, the issuance was contemplated as a way to raise capital
that HTA could use to satisfy an outstanding debt of about $2 billion. HTA owed the debt to
GDB as a result of loans that HTA had drawn to help bridge its operational deficits. The loans
dated back to 2008. But to implement the issuance, HTA needed to increase its revenues. GDB
officials encouraged the Governor to increase the gas tax in order to accomplish that. The
Governor declined to do so. Instead, on June 25, 2013, Puerto Rico increased the portion of
the excise tax that HTA received on petroleum products from $3.00 per barrel to $9.25 per
barrel, and transferred to HTA the portion of motor vehicle license fee proceeds that was
originally due to the Department of Treasury.®* The anticipated revenues were insufficient to
implement the contemplated HTA offering. Due to the combined effect of the unwillingness
to increase the gas tax, HTA’s prior budget overruns, and its shortfalls in anticipated revenues,
an HTA offering was out. GDB prepared instead to go to market with the 2014 GO Bond

8 To put this in perspective, the Commonwealth of Puerto Rico had a projected budget of approximately
$9 billion in 2013. See Commonwealth of P.R., Basic Financial Statements and Required
Supplementary Information: Year ended June 30, 2013, 246 (June 30, 2014).

64 See Act of Jun 25, 2013, No. 30, P.R. Laws 170-174; Act of June 25, 2013, No. 31, P.R. Laws
175-185. HTA would further receive the first $20 million from an annual cigarette excise tax.
Estimated revenues from these measures totaled around $270 million, with the goal of “allow[ing] . . .
[HTA] to begin repaying its outstanding lines of credit with the GDB and provide additional revenues
to fund operational expenses.” See Commonwealth of P.R., Official Statement for General Obligation
Bonds, Series 2014A, 11-4 (2014).
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Issuance, from which a meaningful portion of the bond proceeds were slated to repay GDB
lines of credit (as explained in more detail below in Part 1V.B.3).5°

Policy-driven decision-making also affected PREPA. Faced with reduced
appropriations toward the end of 2013, members of GDB’s Board and PREPA’s executive
director approached the Governor to request approval for a rate increase. In particular, former
GDB officials, along with a former Executive Director for PREPA, all told us that, in 2013,
they requested a short-term rate increase of 1 cent per kilowatt-hour measurement. The purpose
of the request was to help PREPA decrease costs over time by paying to improve its system.
The Governor rejected the request. He instead told PREPA to cut costs.

The Governor’s decision to cut appropriations, coupled with the decision not to raise
rates or related taxes, had consequences. Paradoxically, it triggered a mandatory rate increase
under PRASA'’s trust indenture. It also hindered certain contemplated bond issuances
(including those of HTA and PREPA) and attracted negative attention from credit rating
agencies that considered GDB’s financial support to be an important component of most
Issuers’ creditworthiness. We discuss these issues further in Part V and Part X of this Report.

It is thus plain that during the Relevant Period, gubernatorial will helped shape the
decisions of both the Puerto Rico-Related Entities and GDB. In particular, the Puerto Rico-
Related Entities dispensed with measures that would have increased the costs of living for
voters. That, in turn, incentivized GDB as lender and as fiscal agent to continue permitting the
Puerto Rico-Related Entities to rely on new debt, both to operate and to refinance prior debts.
And so, the Puerto Rico-Related Entities continued to seek GDB’s approval for those additional
debts.

E. Structural Vulnerabilities Sometimes Enabled Policy Considerations to
Undermine GDB’s Ability to Execute Fiscally Responsible Functions as Fiscal
Agent

There is evidence that how GDB Board members and high-level employees were
chosen may have helped gubernatorial priorities drive important decisions at GDB. The
political turnover that resulted from that structure also, to some degree, deprived GDB of the
institutional knowledge that could have empowered GDB to make better decisions in its
capacity as fiscal agent. We discuss these circumstances below.

% We reviewed evidence that in 2014, Citi and Banco Popular prepared a memorandum for David
Chafey, the GDB Chairman of the Board, and other high-level GDB officials, suggesting a holistic
approach to Puerto Rico’s financial situation. The analysis, according to a witness, was that a long-
term GO Bond issuance did not make sense. Instead, the proposal envisioned nearly $2 billion in
immediate liquidity improvements through securitizing property tax-backed and sales tax-backed
municipal loans. The proposal also called for a Balanced Budget Act, a Fiscal Control Act, and the
establishment of a five-member oversight body including appointees of the Federal Reserve and US
Treasury, as well as a member with well-known bond market credentials. A Citi witness stated that it
made more sense to follow some of the suggestions in the memorandum, rather than do another bond
offering. The witness also expressed his view that, after having a conversation with GDB about Citi’s
recommendations in the memorandum, Citi could not in good conscience underwrite another bond
while proposing a different path.
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1. The Governor Appointed the Members of GDB’s Board of Directors

As previously noted in Part I\VV.B, the Governor nominates GDB’s Executive Director,
as well as the seven members of the GDB Board.®® Before January 1, 2018, the Governor had
the power to appoint GDB’s board members without first obtaining approval from the Puerto
Rico Senate.®’

The GDB Board had significant control over GDB’s operations. This included the power
to approve the issuance of GO Bonds, as well as other Puerto Rico-Related Bonds.%® As noted
above in Part 1V.B.2, the GDB Board also, through a committee, selected the key outside
professionals needed to structure, market and implement bond issuances.

There were times when the Governor’s will influenced the GDB Board’s decisions. A
former President of GDB and Chairman of the GDB Board reported that, before his tenure, the
GDB Board typically included many government cabinet officials as board members. At times,
that resulted in undue political influence over decisions that should have been made by a
majority of independent members. Still, we cannot conclude based on the evidence that any
GDB Board member did not believe that he or she was acting properly with respect to those
decisions.

The dynamic was also apparent through several episodes in which disagreements over
policy issues also sometimes resulted in tension between or involving GDB Board members.
Some of those members even resigned as a result. For example:

e A former Governor with whom we spoke recalled a time when two GDB Board
members wished to resign after a new administration took office and distributed a
plan that would increase spending by 9%. The plan surprised the GDB Board
members because it was a significant reversal from the prior administration’s policy
of reducing budgets. The policy change also came at a delicate time because Puerto
Rico’s economy was only growing tepidly and the credit rating agencies were, by
then, skeptical of repeated gubernatorial promises to balance the budget;

e Relatedly, a different witness recalled one of the GDB Board members referenced
above lobbying the Governor to reduce the budget deficit, as part of GDB’s
agreement to implement the 2014 GO Bond Issuance. This witness stated that the
GDB Board member, who had a strong banking background, was concerned that
GDB would run out of money if the Governor did not institute a plan to cut
spending. The GDB Board member also worked with an outside advisor to develop
a budget proposal. When the Governor declined to follow that proposal, the GDB
Board member resigned;

¢ p.R. Laws Ann. tit. 7, § 552 (2018).

" P.R. Laws Ann. tit. 7, § 552 (2018).

% See, e.g., GDB Board of Directors Resolution 10267 (Mar. 11, 2014) (approving details of 2014
Series A General Obligation bonds) (on file with author); GDB Board of Directors Resolution 10813
(Sept. 9, 2015) (approving Series 2015A PRASA bonds) (on file with author); GDB Board of Directors
Executive Committee Resolution EC-2010-18 (June 17, 2010) (approving details of HTA Series AA
bonds) (on file with author).
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e A former GDB official told us that he resigned for personal, health reasons given
the demands of the job. At the time of his resignation, that witness told us that he
was strongly disappointed because he felt that more revenue-generating measures
were necessary but that leadership was unwilling to do what needed to be done
because of political considerations. That same witness noted, however, that they
had made headway on structural reforms over his tenure; and

e Another GDB official ultimately resigned his post in part because of the GDB
Board’s decision to proceed with a basis Swap over his objection. The evidence we
reviewed established that there had been public debate about the advisability of the
Swap arrangement that the GDB Board approved. It was clear from these public
statements that there was a severe and ultimately irreparable break between the
official and the rest of the GDB Board.

The evidence therefore reflects instances across administrations when high-level GDB
Board members and officials identified policy considerations as having conflicted with what
they considered to be fiscally responsible decision-making.

2. The Governor also Appointed GDB’s High-Level Staff, Who Changed
With Each New Administration

All non-elected public employees in Puerto Rico are divided, by statute, into five
groups: (i) empleados de confianza, (ii) regular career employees, (iii) probationary career
employees, (iv) transitory employees, and (v) irregular employees.®® The first two categories
are most relevant to this discussion.

All of GDB’s high-level staff members were empleados de confianza, and the Governor
appointed each of them. These employees provided support in various capacities to GDB’s
President. They also handled legislation, public policy, and bond issuances. As such, they
were viewed as more powerful within GDB. The titles of empleados de confianza included,
among others: President; Executive Vice President; Senior Vice President; Assistant to
Economic Advisor to the President; First Fiscal Agent; and Head of Information Technology.

Empleados de confianza are “at-will” under the law. This means they can be terminated
for any reason or for no reason at all.”® In practice, these employees changed with each new
gubernatorial administration. And it was not uncommon during the Relevant Period for
empleados de confianza to join GDB from—or leave GDB for—positions with private
financial institutions. Some of those financial institutions served as underwriting banks for
Puerto Rico-Related Bonds during the Relevant Period. This flow of financial professionals
between GDB and the private sector sometimes contributed to a perception that there was a
“revolving door” between GDB and the private sector.

As we explain separately in Part XII of this Report, our investigation did not uncover
sufficient evidence to conclude that the flow of talent between GDB and the private sector
resulted in any violations of applicable ethics requirements during the Relevant Period.

%P R. Laws Ann. tit. 21, § 4554 (2018).
OpR. Laws Ann. tit. 3, § 1350 (2018); Aguiar-Carrasquillo v. Agosto-Alicea, 445 F.3d 19, 23 (1st
Cir. 2006).
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Instead, the evidence demonstrates that departing and incoming GDB officials implemented
appropriate screening measures.

The evidence also suggests that a primary reason for the rotation of talent between GDB
and the local banking sector is the fact that Puerto Rico is an island. As multiple witnesses
stated, Puerto Rico is geographically isolated and has a relatively small pool of qualified
financial professionals. One former Governor told us that, as a result, when this witness sought
to select qualified professionals for finance-related positions within the Puerto Rico
government, he expected his selectees to have held positions with Puerto Rico institutions at
some point.

As previously noted, the empleados de confianza we interviewed had impressive
resumes and were knowledgeable about the finance principles and functions that concerned
their employment. Still, numerous GDB witnesses told us that the political turnover among
GDB’s empleados de confianza resulted, at times, in a recurring loss of institutional knowledge
at GDB. One witness who served as an external swap consultant for GDB indicated that certain
GDB employees who were responsible for making decisions about Swaps lacked the requisite
frame of reference to make those decisions in a fully-informed way because departing GDB
officials had made the decision to enter into those Swaps, and GDB did not have sufficient
documentation of the transactions’ key terms. This is important because, as discussed in Part
X111 of this Report, the Swaps were sophisticated financial instruments that exposed certain
Puerto Rico-Related Entities to significant financial risk.”

It is difficult to reconcile the foregoing with Puerto Rico’s robust statutory process for
knowledge transitions between political administrations. That statutory process dates back to
2002. It applies to the Puerto Rico government more broadly, and to the individual Puerto
Rico-Related Entities. Among other things, the law provides that “the outgoing administration
has the responsibility of furnishing to the incoming administration all pertinent information on
the status of all public agencies and corporations of the Commonwealth of Puerto Rico,
regardless of whether both Government administrations are of the same political party.”’? It
further mandates that “[t]he outgoing Governor, all Secretaries or heads of all agencies, and all
the directors of all public corporations (in office or acting) . . . have the obligation and
ministerial duty of participating in the transition process of the Government.””®

To that end, the transition process includes an agency- or corporation-level committee
that is comprised of certain high-ranking officials within the entity, including the secretary,
head, or executive director, as well as the director of finances and director of human resources,
among others.” The law also requires the Puerto Rico-Related Entities to create transition
reports that include, among other things:

e A detailed description and status of personnel;

e Financial status of the agencies with a copy of all audits performed by public or
private entities;

™ For a full discussion of swap agreements, see Part XIII.
2See P.R. Laws Ann. tit. 1, § 458 (2018).

" See P.R. Laws Ann. tit. 1, § 461 (2018).

" See P.R. Laws Ann. tit. 1, § 464(b) (2018).
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e Detailed description and status of the investment portfolios of the public
corporations;

e Copy of the inventory of the agency or public corporation;

e Detailed description and status of all judicial actions in which the agency or public
corporation is involved;

e All regulations, memoranda, and norms that govern the agency or public
corporation; and

e Alist and copy of all contracts in effect at the time of transition.”

Ultimately, the transition committee must issue a final report summarizing “the most important
and significant aspects of the information obtained during the transition process.”’®

It is thus unsurprising that a former GDB official described the transition process as all-
consuming. Indeed, the committee members must attend transition meetings within their own
Puerto Rico Related-Entities, as well as with OMB, Department of Treasury and others. The
same witness reported that these meetings could be very contentious.

Regardless of its comprehensiveness, the legally-mandated knowledge transfer process
does not appear to have sufficiently preserved institutional knowledge at GDB, in light of the
political turnover among empleados de confianza. Based on our conversations with various
GDB witnesses, there does not appear to have been sufficient opportunity for incoming
employees to observe and learn from outgoing employees. Several witnesses told us that the
Governor appointed the President of GDB, after which the President would select replacements
for the other empleados de confianza. With few exceptions during the Relevant Period, the
outgoing empleados de confianza did not typically remain at GDB long enough to meaningfully
overlap with the incoming ones.

Our review of the relevant knowledge transfer authorities also suggests that the
statutory process may not be sufficiently oriented toward equipping incoming empleados de
confianza with the substantive education and training that they need to immerse themselves in
the subject matter that specifically relates to their responsibilities. The formal knowledge
transfer requirements instead appear to focus on more high-level issues related to continuity of
operations.

In light of the foregoing, a more effective knowledge management and retention process
could be helpful, particularly for an entity that is critical to the Puerto Rico-Related Entities’
fiscal health (as GDB was during the Relevant Period).

®See P.R. Laws Ann. tit. 1, § 465 (2018).
® See P.R. Laws Ann. tit. 1, § 473 (2018).
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3. Retirement Incentives and a Low Government Pay Scale May Have
Undermined the Continuity and Expertise that GDB’s Career Employees
Could Otherwise Have Supplied

GDB’s regular career employees were important to the effective and sustainable
functioning of GDB. This is because the Governor did not appoint GDB’s career employees,
and the career employees could only be removed “for just cause and after due filing of
charges.”’” As a result, the career employees should have transcended political turnover,
thereby supplying the continuity and institutional knowledge that the empleados de confianza
did not.

GDB’s career employees focused principally on carrying out GDB’s core functions
(like banking) on a day-to-day basis. They did not handle policy matters. They were thus
generally viewed as lower on the GDB staff hierarchy than the empleados de confianza.
According to one GDB witness, “Director” was the highest title for a career employee at GDB.

All of the career employees we interviewed appeared to be competent, experienced and
committed employees who were proud to have served Puerto Rico during their time at GDB.
Nevertheless, a GDB witness who served as a high-level empleado de confianza told us that,
in this witness’s view, career employees did not supply GDB with the institutional memory
that GDB needed to function effectively. According to that witness, retirement incentives
caused the more senior career employees to step down, which reduced institutional knowledge
and expertise. At least one other witness provided a similar perspective across the Puerto Rico
government more broadly, noting that the pay-scale was too low to entice and retain top talent.

The evidence thus demonstrates that there may be a need for Puerto Rico’s policy-
makers to consider measures that could bolster the desirability of career employee positions at
critical entities and encourage those individuals to retain their posts for longer periods.

F. Over Time, GDB’s Support of the Puerto Rico-Related Entities in its Capacity as
Lender Overwhelmed GDB’s Own Ligquidity

The evidence demonstrates that by 2013, GDB’s failure to hold the Puerto Rico-Related
Entities accountable for their debts and critically evaluate requests for new debt resulted in
GDB essentially having sacrificed its own liquidity in order to sustain the Public Utilities and
other Puerto Rico-Related Entities. Restructuring eventually became the only option.

1. By 2013, GDB’s Own Liquidity Had Dwindled

According to several former GDB officials, GDB harbored concerns about its liquidity
as early as 2013. These witnesses stated that, at the time, GDB’s most immediate concerns
stemmed from a $2 billion receivable that HT A was unable to repay to GDB. One witness told
us that GDB thus began stressing to the Governor that additional rate increases or new sources
of income were required to support HTA. As noted above, the Governor did not implement
such measures.

" Figueroa-Serrano v. Ramos-Alverio, 221 F.3d 1, 3 n.1 (1st Cir.2000) (quoting P.R. Laws Ann. tit.
21, § 4554(Db)).
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GDB’s concerns intensified as 2013 progressed. By the end of that year, those concerns
prompted GDB to halt any deference to traditional policy considerations. In that regard, certain
GDB Board members and high-ranking GDB officials demanded that Governor Garcia Padilla
start implementing fiscally responsible, but potentially unpopular, measures. A letter that they
sent to the Governor on December 4, 2013 (the “December 2013 Letter”) reflected as much. It
expressed concern for Puerto Rico’s fiscal health and for GDB’s liquidity. In particular, the
December 2013 Letter listed numerous “recommended measures to save the credit and good
name of the free state of Puerto Rico,” including:

e Reducing the deficit to no more than $400 million in the fiscal year ending 2015;
e Balancing the budget by the fiscal year ending 2016;
e Reforming the retirement system for teachers;

e Maintaining the sales and use tax at 7% and realizing a 0.5% change in the
distribution of the municipal tax through COFINA;

e Finalizing negotiations with a private banking consortium to obtain a line of credit;
e Limiting GDB’s financing of the public corporations’ operational deficits;
e Refinancing certain GDB loans to assure GDB’s financial stability;

e Creating a new integrated transportation authority that should result in operational
and budgetary efficiencies;

e Creating a municipal finance corporation to provide municipalities with an efficient
financing mechanism (similar to COFINA), and that would permit GDB to
refinance its municipal loans and free up liquidity;

e Increasing the amount of debt that GDB could issue with the guarantee of Puerto
Rico’s good faith and credit, in a manner that would give GDB the greatest
flexibility in its role of conceding financing to public agencies and corporations;
and

e Conceding additional authority for GDB to oversee the funds of the Puerto Rico-
Related Entities, for the purpose of better and more efficiently managing public
funds.

We interviewed several of the signatories. One of them explained to us that, in this witness’s
view, the priority was to balance the budget by increasing revenues through measures such as
increasing the gas tax and PREPA’s rates, and simultaneously improving discipline over
expenditures. The hope was that implementing such measures could help Puerto Rico to
maintain its credibility and its access to the capital markets, so that Puerto Rico could continue
to operate while officials considered implementing other reform measures. As discussed above
in Part I\VV.D, however, Governor Garcia Padilla ultimately decided not to increase the gas tax
or PREPA’s rates. The decision to forego such measures caused GDB serious concern
regarding its own liquidity, because GDB viewed those steps as necessary in order to restore
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fiscal discipline. GDB’s concerns were also compounded by the fact that, as a former GDB
official told us, certain CRAs had already begun to signal that they might downgrade the credit
ratings for certain Puerto Rico-Related Bonds, expressing as a primary concern the degree of
available liquidity.

We also learned that GDB was, according to a different GDB official, in the process of
trying to reclaim public deposits from private financial institutions as a means of improving its
own liquidity. These deposits included funds that should been deposited in a Treasury Single
Account, but were not.

2. At Some Point During the First Quarter of 2014, GDB Began to Realize
that it Might Need to Restructure

It is unclear when GDB transitioned from merely being worried about its own liquidity
to potentially considering a form of restructuring. For example, a former GDB official told us
that, in 2013, GDB management told Governor Garcia Padilla that PREPA had an annual
operating deficit of approximately $300 million and that one of the potential solutions was a
rate increase. But by mid-2014, the Governor had not requested a rate increase for PREPA.
GDB told the Governor there were two options: (i) raise rates at PREPA, or (ii) restructure the
Public Utility debt. Another GDB witness denied that restructuring was a consideration until
much later, at some point in late 2014.

The evidence reflects that on January 29, 2014, GDB hired two law firms with
prominent restructuring practices: (i) Cleary Gottlieb Steen & Hamilton LLP (“Cleary”); and
(i) Proskauer Rose LLP (“Proskauer”). In what many witnesses described as a significant
development, GDB hired shortly thereafter on February 5, 2014, a Washington DC-based
affiliate of well-known restructuring firm Millstein & Co., L.P. (Millco Advisors, LP
(“Millco”)). Millco’s Founder and CEO, Jim Millstein, is a former Chief Restructuring Officer
at the U.S. Department of the Treasury, as well as a former Managing Director and Global Co-
Head of Corporate Restructuring at Lazard, and former Head of the Corporate Restructuring
practice group at Cleary.”® According to a contract that is available through a database that the
Puerto Rico Office of the Comptroller maintains, the original completion date of the
engagement was March 31, 2014.7° The parties later extended that engagement several times,
ultimately through December 31, 2016.

We reviewed evidence regarding the reasons why GDB engaged Millco. A former
high-level GDB official told us that, at the time, GDB was not merely seeking a routine
liquidity analysis. Instead, this witness stated that GDB was also in search of advice about a
potential restructuring. When we asked a different high-ranking GDB official about the
reasons for engaging Millco, that witness told us that GDB solicited advice on all of its
options, including default, even though GDB had decided that defaulting would be the “worst
possible scenario.”

® See Millstein & Co., Jim Millstein, Founder, http://www.millsteinandco.com/JimMillstein/ (last
visited on Aug. 15, 2018).

" See P.R. Office of the Comptroller, Searchable Database, https://contratos.ocpr.gov.pr (last visited
on Aug. 15, 2018).
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Nevertheless, multiple other high-level GDB officials, as well as underwriter witnesses,
told us that GDB was not contemplating any restructuring when GDB hired Millco. For
example:

e A former high-level GDB official reported that initially, GDB was interested in
hiring someone to advise only on liquidity and budget matters and to protect
PREPA; not to advise on a potential restructuring. The witness told us that using
an outside expert and having that expert convey its conclusions directly to the
Governor could help persuade the Governor to take action to balance the budget,
bring in revenues, and be very disciplined about expenses. These steps were, in this
witness’s view, important to Puerto Rico maintaining its credibility, retaining its
market access, and preserving its ability to keep the government operating;

e A different former high-level GDB official told us that restructuring was not a
consideration when GDB hired Mr. Millstein. Instead, this witness tied the reason
for the engagement to the fact that GDB Board members became concerned that
they would be personally liable if GDB were to become insolvent. Evidence
reflects that the GDB Board also became concerned that, under the criminal code,
GDB Board members could be held responsible for negligence in the performance
of their duties if an action or omission were to cause loss or damage to the public.
The GDB Board members were also concerned with whether they would be
indemnified for any actions taken;

e A lead-underwriter witness told us that he met with Mr. Millstein during the
morning of Monday, February 10, 2014, and asked Mr. Millstein repeatedly why
he had been retained and if restructuring was being considered. According to the
witness, Mr. Millstein explained that his role related solely to conducting a liquidity
forecast and denied that he was there in connection with any restructuring. The
witness also stated that he expected Puerto Rico to be able to pay its outstanding
debt and did not expect a default;

e A witness who at one point served as underwriter’s counsel similarly recalled that
Millco’s engagement concerned liquidity analysis, although he did not remember
the precise boundaries of the representation; and

e An underwriter witness reported that at the time of the issuance, he was not aware
of any discussions about potential restructuring of debt and did not have any
expectation of restructuring. The witness stated that he did not like the fact that
Millco was hired because he knew of its reputation for restructuring work. As a
result, according to the witness, he asked government personnel why Millco had
been hired. The witness was told that Millco was hired solely to assist with liquidity
matters.

According to Mr. Millstein, at the beginning of Millco’s engagement, Millco was simply
analyzing cash flows. He told us that his work included determining how much cash and
resources GDB possessed, what the sources were, where GDB was sending the money and for
what, and where GDB was getting its funding. The goal, he said, was to project for how long
GDB could remain liquid. He also told us that, to his knowledge, GDB’s chairperson at the
time was not considering restructuring when GDB first hired Millco.
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These statements are consistent with minutes from the GDB Board meetings. In
particular, the minutes from the February 14, 2014, GDB Board meeting indicate that Mr.
Millstein reported on GDB’s liquidity status and indicated that he had been retained to explain
and conduct a detailed analysis of GDB’s cash flow, so that the GDB Board could have a clear
idea of the cash needs for the next 12—18 months. These minutes further demonstrate that Mr.
Millstein was to perform a similar analysis of certain Puerto Rico-Related Entities.

3. GDB Informed the Market of Millco’s Retention Through a Special
Liquidity Update Released in Early March of 2014, But Denied Having
Sought Restructuring Advice at that Time

As previously noted, Millco has a strong reputation in the restructuring field.
Accordingly, despite the true reason why GDB hired it, multiple witnesses told us that shortly
after GDB signed that contract, the lead underwriter for the 2014 GO Bond Issuance thought it
was important to disclose the engagement to the market. Mr. Millstein told us that he did not
object to that disclosure. He further stated that with the 2014 GO Bond Issuance in March
2014, Millco initially believed that Puerto Rico would have a sufficient “runway” to balance
the budget and refinance its way through maturities.

Accordingly, on March 5, 2014, GDB released a Special Liquidity Update. The
purpose of the update was “to provide a brief overview of GDB’s liquidity position as of
January 31, 2014 and a liquidity projection as of such date based on the assumptions set forth
[t]herein.”® In pertinent part, the update disclosed that GDB had hired Millco as its “financial
advisor” and that Millco would assist GDB:

. in evaluating potential funding sources and financing proposals provided
to GDB or the Commonwealth, analyzing cash flow projections and liquidity
for the Commonwealth and its component parts, GDB and the public
corporations, and analyzing the capital structure of the Commonwealth and its
component parts, GDB and the public corporations, including understanding all
direct and contingent liabilities, based on information provided by relevant
government agencies and/or public corporations.8!

This disclosure prompted public speculation about a potential debt restructuring.
Indeed, the day after the disclosure, on March 6, 2014, The Wall Street Journal reported that
the “hiring [of Millco] is a sign that island officials may be laying the groundwork for a
potential restructuring of its approximately $70 billion in debt outstanding. A reorganization
could lead to losses for existing bondholders.”® Nevertheless, the article quoted a GDB
spokesperson as having said: “We can say clearly, we have not hired anyone to advise on
restructuring.”® An internal GDB email reflects, however, that a then-high ranking official
within GDB suggested that the spokesperson’s statement was “false” and should be reframed.
That official wrote: *I suggest saying, rather than ‘have not hired,” . . . that *“Millco’s current
engagement is for the purpose of’. . . .”

8 Gov’t Dev. Bank for P.R., Special Liquidity Update, 1 (Mar. 5, 2014).
8 Gov’t Dev. Bank for P.R., Special Liquidity Update, 1 (Mar. 5, 2014).
82 See Mike Cherney and Matt Wirz, Puerto Rico Hires Millstein Affiliate to Study Debt (Mar. 5, 2014).
8 See Mike Cherney and Matt Wirz, Puerto Rico Hires Millstein Affiliate to Study Debt (Mar. 5, 2014).
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We also learned from multiple witnesses that by approximately this time in March
2014, the GDB Board had realized that Puerto Rico would not be able to issue its financial
statements for the fiscal year ended 2013 before the May 1, 2014, deadline that SEC Rule 15¢2-
12 and relevant continuing disclosure agreements required—unless GDB could first obtain
proceeds from the 2014 GO Bond Issuance. In essence, GDB needed those proceeds so that
GDB could demonstrate twelve-months of liquidity on its financial statements and, as a result,
appear to still be a “going concern” for accounting purposes. This was because HTA could not
repay the $2 billion debt it owed to GDB, and GDB did not otherwise have sufficient cash to
appear objectively likely to remain solvent for the foreseeable future.®

4. GDB'’s Separate Retention of Cleary and Proskauer Broke One Month
Later

GDB hired Cleary and Proskauer at the same time in January 2014, and posted both
engagement letters on the website at the same time in April 2014. But the press and witnesses
reacted to Cleary’s engagement before Proskauer’s. The Cleary engagement became the
subject of press coverage on April 7, 2014,

Mr. Millstein told us that it was not until a few months later, at some point between
April and May 2014, when Millco realized that PREPA’s expenses (including debt service)
exceeded its revenue and without either continuing access to the capital markets to fund its
operating deficits or a restructuring of its operations and rate structure, it would eventually
have insufficient liquidity to meet all of its obligations in the ordinary course. Among other
problems, it had sizeable past due receivables from Puerto Rico of between $200-$300
million. Mr. Millstein also told us that it was then that it became clear to him that PREPA
would need to engage in “liability management.” According to Mr. Millstein, that term is
used on Wall Street to refer to a potential restructuring through refundings, refinancings, or
other tools, such as formal proceedings under court supervision. Mr. Millstein’s recollection
was that Millco’s mandate did not include advice for restructuring of Puerto Rico obligations
until sometime later, in 2015.%

8 The witness was vague and did not explain the specific reason why, in his view, the financial
statements “could not” be prepared without obtaining additional liquidity. But financial statements are
generally prepared and audited on the assumption that the issuing entity is a “going concern.” In auditor
language, a “going concern” is an entity that does not face the threat of liquidation in the foreseeable
future. Pursuant to International Auditing Standard No. 1 (“Presentation of Financial Statements™), an
entity is not considered a *“going concern” unless it can demonstrate approximately twelve months of
liquidity. Although management makes the “going concern” determination, the auditors subsequently
evaluate the financial statements and determine whether they can conclude that the financial statements
accurately reflect the financial condition of the entity. See Part VIII. If GDB did not have sufficient
cash on hand to demonstrate at least twelve months of liquidity when it submitted its financial
statements for audit, then GDB’s auditors could have concluded that GDB’s liquidation was imminent,
and it could no longer be assumed a going concern. The auditors may have declined to issue a
satisfactory audit opinion as a result. See Part VIII. In addition, the lack of demonstrated liquidity
could have negatively impacted the credit ratings for Puerto Rico-Related Bonds because, as we discuss
separately in Part X of this Report, the CRAs considered GDB’s willingness and ability to extend
liquidity to Puerto Rico-related issuers to be a key positive when evaluating Puerto Rico-related
offerings.

8 The minutes from GDB Board meetings held on February 14, 2014, February 3, 2015, and June 17,
2015 are consistent with Mr. Millstein’s timeline. They reflect that through at least early June of 2015,
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5. The 2014 GO _ Bond Issuance Went to Market as a “Junk Bond”

Transaction in May 2014, with a Significant Portion of the Proceeds Slated
to Repay GDB

The 2014 GO Bond Issuance went to market on March 11, 2014, as a non-investment
grade (or “junk bond”) transaction.®® The Official Statement for the offering identified a
significant portion of the bond proceeds as having been earmarked for the repayment of GDB
lines of credit and other obligations, as well as the refinancing of older bonds. Figure IV.5 sets
forth below the categories of stated uses for the proceeds from the 2014 GO Bond Issuance,
together with the corresponding amounts for each category, as follows:

Figure IV.5: Stated Uses of Bond Proceeds for the 2014 GO Bond Issuance®’

Uses Amount of
Proceeds

Repayment of GDB lines of credit and $1.896,072,196
deposit to Redemption Fund

Repayment of COFINA BANs $342,365,760
Refinancing of the Refunded Bonds $466,574,005
(including capitalized fees)

Termination amounts for certain interest $90.417,100
rate exchange agreements (including

related fees)

Payment of interest on the Bonds $422.749 408

Underwriting discount, legal, printing $36,821,531
and other financing expenses

The Recovery Act was enacted on June 28, 2014. That law established a restructuring
regime for certain Puerto Rico-Related Entities (including the Public Utilities and HTA).
Multiple witnesses told us that Cleary and Proskauer helped draft it. Two days later, on June
30, 2014, several signatories of the December 2013 Letter resigned from GDB.

% * %

In light of the foregoing, the evidence demonstrates that by continuing to extend
liquidity to, and to approve new bond issuances for, the Puerto Rico-Related Entities without
more critically evaluating those obligations or holding the Puerto Rico-Related Entities more
strictly accountable, GDB enabled the Puerto Rico-Related Entities to avoid implementing the

Mr. Millstein or other Millco consultants advised the GDB Board only about GDB’s liquidity
projections, government cash needs, and cash flow problems.

% The SEC conducted an investigation into the 2014 GO Bond Issuance and notified involved parties
that it did not intend to recommend enforcement action. The SEC also advised the involved parties that
the notice should not be construed to indicate that any party had been exonerated or that no action would
ultimately result from the SEC investigation.

%7 The intended use of proceeds was consistent with the authorization set out in the corresponding bond
resolution. Compare Commonwealth of P.R., Bond Resolution for General Obligation Bonds, Series
20144, 4 § 3(a) (2014), with Commonwealth of P.R., Official Statement for General Obligation Bonds,
Series 20144 (2014).
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measures they needed to take in order to become financially self-sufficient. GDB’s own
liquidity suffered over time, as a result. This combination of circumstances ultimately proved
unsustainable and undermined Puerto Rico’s broader fiscal health.

G. Certain Reforms Could Help GDB’s Successor as Fiscal Agent to More Effectively
Oversee the Puerto Rico-Related Entities’ Finances

As explained above, we uncovered structural and operational deficiencies that
contributed to GDB’s collapse, as well as the broader fiscal crisis. Those findings inform the
recommendations that we set forth below for GDB’s successor as fiscal agent (presumed, at
this time, in its current form to be AAFAF).®8

1. Puerto Rico’s Fiscal Agent Should Not Also Be a Lender. We reviewed many
types of documentary evidence relating to GDB that spanned more than a decade. This includes
the minutes from GDB Board meetings, as well as internal communications and other
documents. We also spoke with dozens of former GDB officials, as well as the underwriters
and attorneys who worked with them; the CRA personnel to whom those officials provided
data; current and former officials at the various Puerto Rico Related-Entities to which GDB
loaned money; and the democratically-elected political figures to whom the GDB decision-
makers ultimately reported. That evidence uniformly underscores that when designing the
responsibilities and powers of GDB’s successor(s), the political branches of Puerto Rico’s
government should seriously consider separating the role of fiscal agent from the role of central
bank, and dividing those responsibilities between two separate entities.

As our investigation revealed, GDB’s performance as fiscal agent was too often
hindered by its role as liquidity provider for the same Puerto Rico-Related Entities that GDB
was supposed to oversee and advise. That tension manifested throughout the Relevant Period.
For example, when rate increases were untenable because the public would have protested or
otherwise resisted, GDB felt pressured to look beyond what a private-sector fiscal agent might
have proposed in terms of cost controls or other austerity measures, because GDB
simultaneously had access to funds that could be disbursed to solve any short-term financial
crunch. As a result, the competent and ethical professionals we interviewed who served on the
GDB Board or among GDB’s senior management were caught between irreconcilable
pressures: they were politically accountable for sound fiscal management, but also politically
accountable for keeping the lights on.

The tension seems obvious in hindsight. But it was easy to overlook during the
Relevant Period. GDB essentially played the roles that politicians and the Puerto Rico-Related
Entities expected GDB to play at that time.

Going forward, Puerto Rico’s political branches should consider targeted reforms to
address the specific ways in which those roles ultimately proved irreconcilable. For example:

8 According to its enabling act, the Puerto Rico Legislature created AAFAF “for the purpose of acting
as fiscal agent, financial advisor, and reporting agent of all entities of the Government of Puerto Rico
and to assist such entities in facing the serious fiscal and economic crisis that Puerto Rico is currently
undergoing.” See Act of Jan. 18, 2017, No. 2, 2017, 8 5 P.R. Laws --. Furthermore, AAFAF
“assumeld] all fiscal agency, financial advisory, and reporting functions of [GDB].” See Act of Jan.
18, 2017, No. 2, 2017, § 5(c) P.R. Laws --.
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e The political branches could provide that individuals be appointed to GDB’s
successor as fiscal agent for staggered terms, or for terms that span gubernatorial
administration changes. In that way, individuals selected for the important duties
of fiscal agent can be appropriately accountable to political actors, but not to the
exigencies of the moment;

e The political branches could condition disbursements from the Department of
Treasury upon the fiscal agent’s review and approval, and upon a pre-approved
timetable, to the extent that the disbursements exceed a certain threshold. The
political branches could also make such sums inaccessible unless the recipients
adhere to clear guidelines regarding lending criteria. The experiences of other
municipalities and states could inform the development of those criteria; and

e The political branches could recast the fiscal agent as an impartial conduit of
information to its clients and to the investing public. This would remove from the
entity that is the source of funding the ability, and thus the temptation, to shade or
emphasize financial reporting data in order to facilitate the extinguishing of
financial brush-fires.

We would expect and encourage the political branches to craft, in ways outside our
scope and expertise, solutions appropriate to Puerto Rico in light of these general
recommendations.

2. Oversight of Other Public Corporations. One of GDB’s shortcomings was its
inability to effectively oversee the Puerto Rico-Related Entities for which it acted as fiscal
agent, or to which it extended financing. Numerous witnesses agreed that although the FOAs
were a step in the right direction, they were ineffective in practice, due to resource and other
limitations that constrained GDB’s ability to exercise the full panoply of powers that the FOAs
conferred.

To remedy this deficiency, we recommend that GDB’s successor as fiscal agent create
a separate department or division that is specifically tasked with overseeing all Puerto Rico-
Related Entities and monitoring or even auditing their finances. This includes how those
entities utilize the proceeds from public loans and bond issuances.

We further recommend that this department be given access to the joint and integrated
budgeting and accounting systems that we recommend in Part VIII of this Report. This will
permit GDB’s successor as fiscal agent to have nearly real-time access to the daily financials
and developing deficits of the Puerto Rico-Related Entities that it oversees, thereby helping it
to more accurately assess the financial condition of those public-sector borrowers.

3. Re-Evaluate at Reqular Intervals the Collection Risks Associated With Public-
Sector Loans. As demonstrated above, GDB’s liquidity suffered as a result of its politically-
influenced lending decisions concerning the Puerto Rico-Related Entities. In its audit report
dated September 15, 2013, the Office of the Comptroller concluded that during the audit period,
GDB did not regularly evaluate the risks or collectability of its public-sector loans after they
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were extended, notwithstanding that such loans comprised a material portion of its portfolio.®°
It also noted that GDB had not established a sufficient reserve for potential losses on those
loans. This was because GDB believed that it was guaranteed repayment of all obligations
backed by General Fund appropriations, based on Law 12 of 1975.%° The Office of the
Comptroller specifically disagreed with that justification, noting that “[t]he failure to conduct
periodic evaluations of the loans granted to the sector public or establish a reserve for losses
on such loans may result in an overestimation of the assets in the financial statements. In
addition, no potential risk is recognized for the possible loss that would assume the GDB for
the failure to pay the loans granted to that sector.”%*

In light of GDB’s own liquidity problems, we recommend that if there is a successor to
GDB in its prior capacity as lender of last resort, then that entity should adopt policies and
procedures for re-evaluating at quarterly intervals the collectability and other risks associated
with existing public-sector financing. It is appropriate to consider the role of any statutory
repayment guarantee, but that should not be the sole, or controlling, factor to inform the
collectability analysis. The framework should also be more closely aligned with the framework
that a private bank would apply to evaluate risks to its own loan portfolio.

8 See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 11 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.

% See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 11 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.

%1 See Banco Gubernamental de Fomento para Puerto Rico, Informe de Auditoria CP-14-03, 13 (2013),
http://iapconsulta.ocpr.gov.pr/OpenDoc.aspx?id=411dff28-a638-4b36-9470-
861811e8b4f2&nombre=CP-14-03.
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PART V
PUERTO RICO’S PUBLIC UTILITIES

In Puerto Rico, power production and distribution, and water sanitation and distribution
are primarily performed, respectively, by two public corporations:! PREPA and PRASA. By
statute and under Trust Agreements entered into in connection with issuing bonds, the Public
Utilities” operations are supposed to be fully funded by rate-paying customers.? Nevertheless,
during the Relevant Period, the Public Utilities accrued significant debts through bond issuances,
and also by borrowing from private lenders and GDB. According to the Fiscal Plan for Puerto
Rico released by the Oversight Board, as of February 2017 combined obligations from the Public
Utilities made up over 18% of Puerto Rico’s total $74 billion in public sector debt.?

In September 2017, Hurricanes Irma and Maria affected over 70% of PREPA’s
transmission and distribution system, damaged 131 out of its total 334 substations, and left the
entire island in the dark.* This, in turn, affected critical water infrastructure at PRASA, which
relies on PREPA-generated electricity to power its water, sewage, and wastewater collection
system. As a result, over 50% of the population of Puerto Rico was without potable water for
much of September and October 2017.% It took the cash-strapped and heavily indebted Public

L Under Puerto Rico law, the Public Utilities have a “legal existence and personality separate and apart from
that of the government.” See P.R. Laws Ann. tit. 22, § 193(a) (2018); See also, e.g., P.R. Laws Ann. tit.
22, 8 142 (2018); 1957 Op. Sec. Jus. No. 42.

% See P.R. Laws Ann. tit. 22, § 158 (2018); see also P.R. Laws Ann. tit. 22, § 196(1) (2018).

®Gov’t of P.R., P.R. Fiscal Agency & Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).

* Letter from Fed. Oversight & Mgmt. Bd. to Governor R. Rossellé (Dec. 12, 2017) (on file with author).
> Kaiser Family Found., Public Health in Puerto Rico After Hurricane Maria (2017); Press Release, Fed.
Emergency Mgmt. Administration, FEMA Approves an Additional $70 Million in Assistance to Puerto Rico
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Utilities months to restore power and water to the island. The obvious question is: How could the
Public Utilities, having borrowed so much, and having had access to dedicated revenue for so long,
have struggled so dramatically?

To answer that question, and to understand the role of the Public Utilities in the financial
crisis more broadly, we examined how the Public Utilities’ governance structures, degree of
dependence on and oversight by Puerto Rico, rate setting and collection of revenues, bond
issuances, capital improvement projects, and general operations combined to impact their revenue
streams and contribute to Puerto Rico’s fiscal crisis. We interviewed current and former executive
directors and chief financial officers for PREPA and PRASA. We also interviewed GDB officials,
underwriters, credit rating agency analysts, and outside professionals such as Consulting
Engineers, restructuring officers, lawyers, and auditors, who were involved with the Public
Utilities” bond offerings and general operations. We reviewed thousands of documents on the
Public Utilities” finances and operations. Finally, we engaged the services of financial firm Duff
& Phelps to analyze the use of certain bond proceeds, with particular attention to PREPA. Results
from that investigation are discussed in Part VV.B. The evidence supports the following findings:

1. With regard to PREPA, the sheer number of governor-appointed empleados de
confianza predisposed PREPA to massive turnover, loss of institutional knowledge, and decision-
making that was unresponsive to market forces. During the Relevant Period, six of PREPA’s nine
Board members turned over every time a new governor took office. Significantly, those officials
had exclusive authority within PREPA to approve or reject all of PREPA’s borrowing and rate
setting. They also were responsible for selecting PREPA’s Executive Director. In addition, at
PREPA, and unlike at many other Puerto Rico-Related Entities, the governor appointed empleados
de confianza to not only high-level positions, but also to many operational and technical positions.
Further, we uncovered evidence that just before administrations changed, some empleados de
confianza would switch to career positions, from which they could not be terminated without
cause, and where they would remain employed, often with very light or undefined responsibilities,
until their political party came back into power. Officials who had shifted out of authority were
insufficiently consulted by their successors to transfer institutional knowledge and to justify their
continued employment. The prevalence of political appointees within PREPA at all levels meant
that, with each new political administration, hundreds of employees turned over at PREPA. The
turnover resulted in a lack of institutional memory among PREPA’s upper ranks. The cycling in
and out of empleados de confianza and career positions resulted in institutional waste.

2. With regard to PREPA, our investigation found that politics directly impacted rates
in a way that kept them simultaneously high and, yet, still insufficient to cover operational
expenses and capital improvement projects. Based on our review of the evidence, we attribute this
to three principal reasons: (i) a lack of political will to raise PREPA’s base rate, revenues from
which support PREPA’s operations and capital improvements; (ii) politically-induced obstacles to
make the system more efficient and cost-effective in the long run by converting PREPA’S
generation from oil to natural gas; and (iii) politically-sanctioned subsidies to municipalities that
reduced PREPA’s collection of revenues. To compensate for the shortcomings in revenue, PREPA

(Oct. 11, 2017), https://www.fema.gov/news-release/2017/10/11/fema-approves-additional-70-million-
assistance-puerto-rico.
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became dependent on short-term liquidity injections from GDB and Puerto Rico,® with its principal
means of repayment being the issuance of bonds. As of February 2017, PREPA had almost $9
billion of outstanding debt.’

3. Our investigation also found that PREPA systematically included uncollected
revenues when it calculated its ability to cover its operations and debt service as required by its
Trust Agreement. The evidence also shows that the Consulting Engineer who approved the debt
service calculation in connection with the bond issuances did so without reviewing PREPA’s
unaudited financials in order to confirm revenue collection or other figures. We analyze potential
claims based on those facts in Part XVI1.C.5.

4. With regard to PREPA’s bond issuances, the evidence demonstrated that neither
GDB nor the underwriters monitored PREPA’s actual use of bond proceeds as compared to the
represented use of proceeds. As one example of this, Duff & Phelps identified a difference of
several hundred million dollars between Construction Fund proceeds from PREPA’s 2010-2013
issuances, on the one hand, and reported uses of funds for infrastructure and capital improvement
projects and changes in restricted cash accounts for such uses, on the other hand.

5. With regard to PRASA, a reduction in appropriations from the Government of
Puerto Rico, combined with a court-ordered $2 billion in capital improvements, forced PRASA to
raise rates so that it could reenter the bond market in 2008 after a 20-year absence. Bond issuances
in 2008 and 2012 were tethered to rate covenants and a FOA that required PRASA to raise rates
in the event Government appropriations again ceased. When, in 2013, the Government eliminated
appropriated funds, the rate covenant and FOA forced PRASA to raise its rates over the objection
of GDB management and the Governor.

We present the details of these findings below.

® As discussed in Part IV.D, GDB, despite its roles as central bank and fiscal agent, enabled this dependence
by failing to operate at arms’ length (i.e., did not declare events of default) and by overseeing PREPA’s
bond issuances an alternative to raising rates.

"Gov’t of P.R., P.R. Fiscal Agency & Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).
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A. PREPA

PREPAZ& is the main provider of electricity for the 3.4 million people living on the island,®
and is also one of the largest public power agencies in the United States.'® PREPA controls all
aspects of the electrification process in Puerto Rico, from generation, to transmission, to
distribution. As of August 2013 (the publishing date of the last Consulting Engineer Annual
Report, which PREPA cites in its online operational profile), PREPA’s system included 2,478
miles of transmission lines, 31,485 miles of distribution lines, 279 38 kV substations, 175
transmission centers, and a generating capacity of 6,023 MW across 10 power plants.t? Its annual
budget during the Relevant Period ranged from $3.60 billion to $4.79 billion.*?

PREPA is also one of Puerto Rico’s largest issuers of debt. PREPA’s debt, standing alone,
represents almost $9 billion, or 11%, of Puerto Rico’s total public debt.!* PREPA is one of the
entities that, through the Oversight Board, has declared bankruptcy under PROMESA. 4

1. PREPA’s Management and Employees

One of the areas we have explored in our investigation is the impact of political
considerations on employee hiring and retention at PREPA. As previously discussed in Part
IV.E.2, Puerto Rico government employees fall into two primary categories: empleados de

8 PREPA (originally known as the Puerto Rico Water Resources Authority, or “PRWRA”) was formed in
1941 “for the purpose of conserving, developing and utilizing, and aiding in the conservation, development
and utilization of water and energy resources of Puerto Rico.” Act of May 2, 1941, No. 83, 1941 P.R. Laws
682 (Codified in P.R. Laws Ann. tit. 22, 8§ 191-240 (2018)) (hereinafter, “the PREPA Act”). PREPA’s
original name, the Puerto Rico Water Resources Authority, is a reference to hydroelectric power, which
was PREPAs initial primary power source. By 1979, PREPA’s power generation had shifted away from
water and to gas, at which point the Authority changed its name to PREPA. See P.R. Elec. Power Auth.,
History of PREPA, https://www.aeepr.com/INVESTORS/History.aspx (last visited Aug. 14, 2018).

° The notable exception to PREPA’s monopoly are two privately controlled power plants on the southern
coast of the island: EcoEléctrica, L.P., located in the Municipality of Pefiuelas, and AES-PR, located in the
Municipality of Guayama. Both have cogeneration agreements with PREPA and, as of the Fiscal Year
ending 2013, provided over 30% of the power consumed in Puerto Rico and the surrounding islands. See
URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power Authority,
2 (2013).

10 U.S. Energy Information Administration, Puerto Rico Territory Energy Profile (2017),
https://www.eia.gov/state/print.cfm?sid=RQ.

1P R. Elec. Power Auth., Operational Profile (Aug. 14, 2013) (citing URS Corp., Fortieth Annual Report
on the Electric Property of the Puerto Rico Electric Power Authority (2013))
https://www.aeepr.com/INVESTORS/OperationalProfile.aspx.

12p R. Elec. Power Auth., Audited Financial Statements, 9 (2015) (on file with author), P. R. Elec. Power
Auth., Audited Financial Statements, 19 (2014) (on file with author); P. R. Elec. Power Auth., Audited
Financial Statements, 9 (2011) (on file with author); P. R. Elec. Power Auth., Audited Financial Statements,
8 (2009) (on file with author); P. R. Elec. Power Auth., Audited Financial Statements, 6 (2008) (on file
with author).

3 Gov’t of P.R., P.R. Fiscal Agency & Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).

14 See generally In re Fin. Oversight and Mgmt. Bd. of P.R. as Representative of P.R. Elec. Power Auth., No.
17-04780 (D.P.R. filed July 2, 2017).
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confianza, who are usually political appointees that can be removed from their positions, and
career employees, who can be terminated only for cause.

(@) During the Relevant Period, the Governor Had Authority to Appoint
PREPA’s Board of Directors, Managements, and Other Positions

PREPA’s Governing Board (hereafter, the “PREPA Board”) is its main oversight body.*
For most of the Relevant Period, until 2014, the PREPA Board included nine members. The
governor appointed six members for terms of two to four years. The remaining three members
included the Secretary of Transportation and Public Works, who is an ex-officio member and also
appointed by the governor, and two members elected by a consumer referendum to represent
consumer interests on the Board.*®

The PREPA Board’s duties and responsibilities include:

e Approving the Annual Budget for the upcoming fiscal year, as proposed by the
Executi\{s Director and approved by the Consulting Engineer, on or before the 15th day
of May;

e Approving the need for a capital improvement, as defined by the Trust Agreement;*®

e Issuing resolutions to approve the issuance of bonds by PREPA for the purpose of
funding capital improvements;*° and

e Until 2014, the PREPA Board was also formerly empowered to approve changes in
PREPA'’s rates, following a public hearing.?°

By statute, the PREPA Board had the authority to appoint PREPA’s Executive Director,
who is “responsible for the implementation of [PREPA’s] policy and the general supervision of
the administrative and operational phases of the Authority,”?! and whose responsibilities included:

e Appointing PREPA’s executive officers per the criteria set forth by the Board;?

> Act of May 2, 1941, No. 83, § 4, 1941 P.R. Laws 682.

16 Consumer representatives may not be PREPA employees or a member of a PREPA union. Also ineligible
are “members of a local or central directing body of a political party, which includes all persons working
actively for the party.” Act of May 2, 1941, No. 83, § 4, 1941 P.R. Laws 682.

" Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 504 (Aug. 1, 2011) (on file
with author).

'8 Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 208 (Aug. 1, 2011) (on file
with author).

19 Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. §§ 208, 210 (Aug. 1, 2011) (on
file with author).

20 p R. Laws Ann. tit. 22, § 196(1) (2018). The ability to approve rates, discussed in Part V.A.2.(a), was
given to the Puerto Rico Energy Commission (“PREC”) when it was created by Act 57. Act of May 27,
2014, No. 57, 2014 P.R. Laws 95.

2L P.R. Laws Ann. tit. 22, § 194 (b) (2018).

2P R. Laws Ann. tit. 22, § 195(b) (2018).
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e Approval of the disbursement and investment of proceeds from bond issuances from
certain funds created under the Trust Agreement (discussed in Part V.A.3.(a).(iv));®
and,

e Signing and submitting, along with the Consulting Engineer, the Certificate of Net
Revenues pursuant to Sections 208-210 of the Trust Agreement.?*

Numerous witnesses told us that in practice, the governor played a role in the selection of
PREPA’s Executive Directors throughout the Relevant Period. PREPA’s last three Executive
Directors were originally proposed as candidates by Fortaleza before being approved by the
Board.%®

Many other important management positions, including executive sub-directors, division
managers, and auxiliary division managers, were comprised of empleados de confianza appointed
by the governor.?

In addition to the PREPA Board and management, the governor appointed as empleados
de confianza many operational and technical employees at PREPA. Several witnesses found it
difficult to explain the logic for why a position would qualify for a political appointment. For
instance, one former PREPA employee told us that when he served in a technical engineering role,
depending on in which plant he worked, he sometimes occupied a career position, and, at other
times, an empleado de confianza position. Observers estimate that within PREPA’s administration
at any given time there are around 150 to 300 empleados de confianza.?’

(b) During the Relevant Period, There Was Significant Turnover at
PREPA

In the last 20 years, PREPA has had at least 12 Executive Directors, including seven within
the last decade. Since 2007, lengths of tenure ranged from 123 days to 993 days, with an average
of 493 days (or just over 16 months). The tenures of PREPA’s Executive Directors largely

2 Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. §§ 402, 507, 602 (Aug. 1, 2011)
(on file with author).

2t Trust Agreement from P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 209 (Aug. 1, 2011) (on file
with author).

% See, e.g., Caribbean Business, Governor Recommends New Prepa Chairman, (Mar. 3, 2017),
http://caribbeanbusiness.com/governor-recommends-new-prepa-chairman/; P. R. Elec. Power Auth.,
Audited Financial Statements, 9 (2015) (on file with author); Oficina Del Gobernador, Governor Rossello
Announces Appointment of New Executive Director for the Puerto Rico Electric Power Authority (July 18,
2018), http://www.fortaleza.pr.gov/content/governor-rossell-announces-appointment-new-executive-
director-puerto-rico-electric-power.

%6 Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 6 (Jan. 11, 2016) (citing the former Chief Restructuring Officer of PREPA, Statement before the
Puerto Rican Senate (Apr. 14, 2015)).

2T Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 6 (Jan. 11, 2016) (citing the former Chief Restructuring Officer of PREPA, Statement before the
Puerto Rican Senate (Apr. 14, 2015)).
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correspond to Puerto Rico’s gubernatorial elections and the resulting party changes: A new
Executive Director for PREPA was appointed in 2005, in 2008, in 2013, and in 2017, as each new
administration entered office.

There was a consensus among the witnesses with whom we spoke that it was common for
an incoming administration to replace the administration of the Public Utilities with individuals
who shared the same political party identification or agenda. Several witnesses told us that it was
understood that these individuals were accountable for many operational decisions to political
actors. One former PREPA official told us that he was asked to resign by the Governor after a
disagreement over the ability of PREPA to reduce rates during an election cycle.

With respect to other positions, our investigation found a pattern of the same few
individuals cycling in and out of the same positions, depending on which political party controlled
Fortaleza. For example, since 2000, there have been three Finance Directors, all of whom served
at least twice at different periods of time, with tenures ranging from three to eight years.?® Two
former PREPA executives told us that they would switch back and forth between being empleados
de confianza and career positions, depending on which party was in power. Another PREPA
official observed a similar pattern, where empleados de confianza at PREPA would transfer back
and forth between political and career positions.?®

The turnover at the executive and management level was mirrored by high levels of
turnover throughout the rest of PREPA’s work force. Since 2001, it is estimated that every
incoming Fortaleza has replaced around 200 of PREPA’s top managers upon taking office,
meaning that PREPA’s top administrative posts have turned over at least five different times in
the last 17 years.*°

() The Impact on Operational Expenses

The high turnover of employees and cycling in and out of confianza and career positions
also affected PREPA’s bottom line by increasing employee benefits-related expenses. For
example, according to PREPA’s 2018 fiscal plan, PREPA self-funds its employees’ medical
benefit plans, at a price of approximately $9,600 per year per employee, which is “significantly
above the contribution levels at other government agencies.”3! In addition, PREPA maintained its
own Retirement System. Currently, unfunded portions of PREPA’s Retirement System constitute
approximately $3.6 billion of PREPA’s $9 billion debt.*

8 As discussed in Part V.C.1, PRASA has only had four executive directors—with an average tenure of
3.25 years—and one Chief Financial Officer since in 2004.

2% We did not review employment records as part of our investigation.

% Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 6 (Jan. 11, 2016) (citing the former Chief Restructuring Officer of PREPA, Statement before the
Puerto Rican Senate (Apr. 14, 2015)).

31 P.R. Elec. Power Auth., Fiscal Plan, 35 (Apr. 5, 2018).

2P R. Elec. Power Auth., Fiscal Plan, 26 (Apr. 5, 2018).
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(d)  The Impact on Capital Improvements

Several witnesses told us that the high level of turnover, both on the executive and general
administration level, resulted in a lack of institutional knowledge and lack of continuity in capital
improvement projects during the Relevant Period.

For example, one former official in PREPA’s finance department told us that during the
interim period between his tenures as an empleado de confianza, he was not privy to management’s
decisions or consulted by management, even though, during those periods he was still employed
by PREPA in a career position.

At times, the turnover in management resulted in the delay or cancellation of maintenance
and capital improvement projects initiated by a prior management team. For instance, PREPA
estimates that, between 2009 and 2013, it spent nearly $405 million and $619 million, respectively,
on capital improvements to its transmission and distribution facilities,® but projects, such as
replacing wood poles susceptible to hurricane damage, have yet to be completed.

Other capital improvement projects to convert PREPA’s generation from reliance on fuel
to natural gas have gone through various iterations across administrations. We discuss the various
uncompleted projects related to the conversation from fuel to natural gas in Part V.A.2.(b).(ii).

(e) Political Influence at PREPA

During the Relevant Period, there was widespread criticism of the degree of perceived
political influence over PREPA. For instance, in 2016 the US House Subcommittee on Energy
and Mineral Resources stated that PREPA promoted politics and bureaucracy over proper
management, asserting that “management and other strategic decisions . . . [had] been based on
political considerations rather than best practices or sound business judgment.” 3 More recently,
in July 2018, the US House Committee on Natural Resources held a hearing on the politicization
of PREPA’s Board in the wake of recent resignations, in which both testifying witnesses and
committee members agreed that “political calculations” continued to be “injected” into PREPA’s
management even in 2018.%

We encountered little evidence that, during the Relevant Period, the PREPA Act did
anything to meaningfully prohibit or monitor the political activity of PREPA management or
employees.*® Indeed, one former PREPA official told us that, during the Relevant Period, political

3 P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 6 (2013).

% Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 4 (Jan. 11, 2016) (citing the former Chief Restructuring Officer of PREPA, Statement before the
Puerto Rican Senate (Apr. 14, 2015)).

% Memorandum from Majority Committee Staff, Subcomm. on Indian, Insular and Alaska Native Affairs,
to All Subcomm. on Indian, Insular and Alaska Native Affairs Members, Oversight Hearing on The Status
of the Puerto Rico Electric Power Authority (PREPA) Restructuring Support Agreement, 6 (Mar. 20, 2017).
% Act of Feb. 16, 2016, No. 4, 2016 P.R. Laws 8.
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activity was permitted as long as the employee was not on the job. Other witnesses characterized
PREPA as one of the largest sources of political fundraising.

Different administrations have paid varying degrees of attention to these critiques, resulting
in changes to the composition, regulation, and powers of the PREPA Board over recent years. In
2016, Governor Alejandro Garcia Padilla signed Act 4 of 2016 (“PREPA Revitalization Act”) into
law. The PREPA Revitalization Act provided that a new, non-partisan Governing Board should
be created for PREPA, comprised of members identified by a third-party consultant having the
relevant qualifications and industry experience to oversee the Power Authority.®” The PREPA
Revitalization Act also restricted the ability of PREPA Board members and PREPA executives to
engage in certain political activities, such as contributing money to political organizations, seeking
political office, or seeking to influence others to act towards a specific political interest. Senator
Eduardo Bhatia, former President of the Puerto Rico Senate and a supporter of Act 4, has described
these limitations as akin to a Hatch Act for Puerto Rico.%®

Shortly after entering office in 2017, however, Governor Ricardo Rossell6 enacted Act 37
of 2017, which returned the power to appoint PREPA Board members to the Governor.*® Under
the current law, the governor appoints seven members to the PREPA Board for terms of two to
four years. The public, through an election, also selects two representatives of customers’ interests
to sit on the PREPA Board.*® The current PREPA Board has largely the same scope of powers
and responsibilities as before, except that since 2014, the PREPA Board is no longer empowered
to change rates.*

Once Act 37 of 2017 was enacted, Governor Rossellé promptly fired the previous PREPA
Board and nominated their replacements,*? which included an existing member of his
administration and the treasurer of his gubernatorial campaign.“® This move was largely opposed
by his political opponents and by PREPA’s then-Executive Director Javier Quintana Méndez (who
resigned soon after the change was implemented).** These critics asserted that the move
threatened PREPA’s newfound political independence, as well as the then-ongoing negotiations

7 Act of Feb. 16, 2016, No. 4, 2016 P.R. Laws 8.

% Management Crisis at the Puerto Rico Electric Power Authority and Implications for Recovery: Hearing
Before the H. Comm. Natural Resources, 115th Cong., 5 (2018) (written testimony of Eduardo Bhatia)
(“Inspired by the federal “Hatch Act”, Act 4 prohibits political intervention in appointments, management
decisions, contracting, and other internal matters of the utility.”).

¥ Act of 2017, No. 37, 2017 P.R. Laws -- (“Act 37 of 2017”).

0P R. Laws Ann. tit. 22, § 194(a) (2018). See also P.R. Elec. Power Auth., Amended and Restated Fiscal
Plan — Draft Submission, 12 (2018).

P R. Laws Ann. tit. 22, § 196(1) (2018). The ability to approve rates, discussed in V.A.2.(a), was given
to the PREC when it was created by Act 57. Act of May 27, 2014, No. 57, 2014 P.R. Laws 95.

2 With the exception of the consumer representative, who has yet to be chosen, all of the current PREPA
Board members were appointed in July 2018 or later by Governor Rossell6. P.R. Elec. Power Auth.,
Amended and Restated Fiscal Plan — Draft Submission (2018).

* Management Crisis at the Puerto Rico Power Authority and Implications for Recovery: Hearing Before
the H. Comm. on Natural Resources, 115th Cong. (2018) (written testimony of James E. Spiotto).

“ See Leysa Caro Gonzalez, Prepa Board in the Cross Hairs, Endi (Feb. 14, 2017),
https://www.elnuevodia.com/english/english/nota/prepaboardinthecrosshairs-2291159/.
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between PREPA and its bond holders under the Restructuring Support Agreement (“RSA”).%
PREPA’s entire Board recently resigned again over a dispute with Governor Rossellé regarding
the salary of PREPA’s Executive Director. Their collective resignation letter cited “political forces
in Puerto Rico [that] have sent a definitive statement that they want to continue to control PREPA,”
and thereby threatened the transformation of PREPA into a modern power utility.*® The current
Board is PREPA’s second in as many years.

2. PREPA’s Rates

For decades, PREPA’s rates, which, per its Trust Agreement,*” should fund its operations,
have drawn attention from politicians, the press, and the public.*® Some lament that PREPA’s
rates, which are generally higher than the average mainland rates, but lower than those charged on
other islands, are too high.*® Others criticize Puerto Rico’s governors and PREPA for not having
raised rates in three decades.®® While it is true that prior to 2016 PREPA’s base electricity rate
had not been increased since 1989,°! the full rate charged, which factors in and adjusts for the price

> A Restructuring Support Agreement is “a standard form of restructuring support agreement, also called
a lock-up or plan support agreement, to be used in transactions between creditors and a Chapter 11 plan
proponent to support a prepackaged or pre-negotiated Chapter 11 plan.” Practical Law Practice Note 2-532-
9406, Restructuring Support Agreement in Bankruptcy (2018).

6 Robert Slavin, Majority of PREPA’s Board Resigns Criticizing the Authority’s Politicization, The Bond
Buyer (July 12, 2018), https://www.bondbuyer.com/news/majority-of-prepas-board-resigns-criticizing-
the-authoritys-politicization (citing Board statement).

4" Under PREPA’s Trust Agreement, in order to issue bonds and while any bonds remain outstanding,
PREPA is obligated to “fix, charge, and collect reasonable rates and charges so that revenues [would] be
sufficient to pay [then and future] current expenses and to provide an amount of at least 120% of the
aggregate principal and interest requirements for the [then] next fiscal year.” Trust Agreement from P.R.
Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 502 (Aug. 1, 2011) (on file with author). This requirement
is discussed in Part V.A.3.(a).(iii).B.

% Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on “Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 6 (Jan. 11, 2016) (citing the Former Chief Restructuring Officer of PREPA, Statement before the
Puerto Rican Senate (Apr. 14, 2015)); U.S. Energy Info. Admin., EIA Electricity Sales Data for Puerto
Rico Show Rate of Recovery Since Hurricanes (Aug. 6, 2018),
https://www.eia.gov/todayinenergy/detail.php?id=36832; Geoffrey Heal, How to Fix Puerto Rico’s Power
System, Politico (Dec. 12, 2017), https://www.politico.com/agenda/story/2017/12/12/how-to-fix-puerto-
ricos-power-system-000594; Heather Long, Puerto Rico to Hike Electricity Rates 26%, CNN Money (June
30, 2016), https://money.cnn.com/2016/06/30/investing/puerto-rico-crisis-electricity-price-
hike/index.html.

49 Exploring Energy Challenges and Opportunities Facing Puerto Rico: Hearing Before the H. Comm. on
Natural Resources, 115th Cong. 2 (2016) (statement of former Chief Restructuring Director of PREPA).
% Management Crisis at the Puerto Rico Power Authority and Implications for Recovery: Hearing Before
the H. Comm. on Natural Resources, 115th Cong., 2 (2018) (written testimony of James E. Spiotto);
Management Crisis at the Puerto Rico Power Authority and Implications for Recovery: Hearing Before the
H. Comm. on Natural Resources, 115th Cong., 3 (2018) (testimony of David Svanda); Exploring Energy
Challenges and Opportunities Facing Puerto Rico: Hearing Before the H. Comm. on Natural Resources,
115th Cong. 2 (2016) (statement of former Chief Restructuring Officer of PREPA).

*1 Exploring Energy Challenges and Opportunities Facing Puerto Rico: Hearing Before the H. Comm. on
Natural Resources, 115th Cong. 2 (2016) (statement of the former Chief Restructuring Officer of PREPA).

121



The Independent Investigator’s Final Investigative Report

of oil, has fluctuated. Ultimately, three considerations affect PREPA’s rates: (i) the base rate; (ii)
the price of oil; and (iii) reallocation of cost to the public to offset government subsidies. Our
investigation revealed that politics influence, if not control, each one of these three considerations.

PREPA’s rate is calculated based on a formula that depends on two factors. The first factor
is what is known as the base electricity rate, which funds PREPA’s operational costs, and is
supposed to be set by PREPA’s Board. As noted above, that rate had not been changed since 1989.
The second factor is called the adjustment charge, and it directly correlates with PREPA’s costs to
purchase oil and other power, when needed.> The sum of those figures is then adjusted upward
by 11% to compensate for revenues that PREPA knows it will not collect because of a type of
subsidy that PREPA gives to municipalities, called contributions-in-lieu of taxes, or “CILT.” 5

In April 2017, PREPA acknowledged the rate shortfall in its proposed fiscal plan: “The
current debt crisis was founded in years of rate deficits, during which operating expenses incurred
were not recovered in rate revenues. . . . This situation was exacerbated by the practice of meeting
operating revenue shortfalls with proceeds from debt issuance, instead of investing these proceeds
on infrastructure maintenance or capital investment.”> The following figure from the proposed
fiscal plan illustrates the shortfall:

Figure V.A: PREPA’s Rates over Time>
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To deal with the fact that revenues from rates did not cover PREPA’s operating expenses,
PREPA looked to fund its operations with debt instead of raising rates or cutting costs. And as we
discuss below, our investigation revealed that this debt-funding included use of bond proceeds
originally intended for maintenance and capital improvements.>® Additionally, the lack of political
will to raise rates not only contributed to PREPA’s extended issuance of debt—which by 2017,

%2 Alvarez & Marsal, Presentation to the Government Development Bank of Puerto Rico, 36 (2012) (on file
with author).

3 We explain CILTs, along with other subsidies and uncollected revenues, in Part V.A.2.(c).

> See P.R. Elec. Power Auth., Fiscal Plan, 15 (2017).

% See P.R. Elec. Power Auth., Fiscal Plan, 15 (2017).

* Exploring Energy Challenges and Opportunities Facing Puerto Rico: Hearing Before the H. Comm. on
Natural Resources, 114th Cong. 2 (2016) (statement of the former Chief Restructuring Officer of PREPA).
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had amassed to almost $9 billion—but, at times, prompted PREPA to enter into risky and
complicated financial agreements in exchange for up-front cash payments.®’

(@) The Lack of Political Will to Raise PREPA’s Base Rate

Our investigation found that there was a lack of political will to take steps to ensure that
PREPA’s rates covered its operations, capital improvements, and maintenance. By law, PREPA
has had the legal authority to adjust its rates without approval from the governor or the legislature
since 1941—first through its Board, and since 2014, through the Puerto Rico Energy Commission
(“PREC”). Our investigation found that in practice, however, PREPA would not change its base
rate without permission from the governor—permission that was not forthcoming across various
administrations for 30 years.

Multiple former PREPA, GDB, and Fortaleza employees told us of instances when
governors avoided PREPA rate increases®® for fear that it would impact their electoral prospects.
Likewise, at times when the price of oil went up and threatened to raise PREPA’s overall rate for
customers, governors exerted influence in order to get PREPA to keep the overall rates down.
Ironically, even without rate increases, not a single governor has been re-elected in Puerto Rico in
over 22 years.>®

One example of this was seen in 2008. On the eve of a gubernatorial election, PREPA’s
overall rate increased because of the rising price of oil. The Governor asked the then-executive
director of PREPA to reduce the overall rate by 20%. When the executive director responded that
he could decrease the overall rate by 10% without compromising PREPA’s operations, the
Governor asked him to resign. And in fact, he did resign in November 2008.

The subsequent administration then considered a PREPA rate increase, but it never
materialized. Instead, as discussed further in Part V.A.2.(b).(ii).B, that administration focused on
the conversion from oil to natural gas as a means to reduce long-term costs and thereby eventually
reduce PREPA rates. That conversion never occurred.

In another instance, one Executive Director of PREPA expressed interest in raising rates
slightly, but the Governor rejected it. Former GDB management and Board members, along with
a former Executive Director for PREPA, all told us that, in 2013, the Governor refused to approve
a requested short-term rate increase of 1 cent per kilowatt-hour (¢ per kwWh) measurement proposed

> In March 2008, PREPA entered into an agreement, called a Basis Swap, with Goldman. In the most basic
terms, PREPA agreed to pay Goldman a then-unknown sum equivalent to the difference in two fluctuating
interest rates, called LIBOR and SIFMA, over a period of 29 years. In exchange for PREPA making
essentially a bet on interest rates, Goldman paid PREPA a lump sum of $80 million. Witnesses within
PREPA told us that PREPA entered into the PREPA Basis Swap to generate cash. One of GDB’s swap
advisors opined that PREPA may have wanted the Swap to generate cash because PREPA did not want to
raise the rates it charged its customers for electricity. We provide a broader analysis and discussion of
interest rate swaps, including this one, in Part XII.

%8 Other witnesses told us that there was a lack of initiative to decrease PREPA’s expensive employee
benefits.

% Pedro Rossell6 was the last sitting Governor to be reelected to a second term, in 1996. He is also the
father of the current Governor, Ricardo Rossello.
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to help decrease costs in the long run by paying to improve PREPA’s system. According to one
former GDB official, in 2013 the Governor rejected a 1-cent increase proposal by PREPA and
demanded that other initiatives be undertaken to address a cash flow deficiency projected at the
time. Another former GDB official told us that, in 2013, GDB management advised Governor
Garcia Padilla that PREPA had an annual operating deficit of approximately $300 million that
could be fixed with a rate increase.

This focus on rates continued into 2014, when Puerto Rico’s lead debt restructuring
adviser, Millstein & Co., was retained by GDB.®® Specifically, according to various members of
the management team at GDB and GDB’s outside advisors, it was obvious by April or May of that
year that PREPA would have serious liquidity problems and would have to restructure unless it
was able to raise its rates to repay its bonds and bank debt. One former GDB official told us that
because, by mid-2014, the Governor had not requested a rate increase for PREPA, GDB presented
the Governor with two options to address the debt: raise rates at PREPA or restructure the Public
Utility debt.

PREPA did not raise rates. Instead, on June 28, 2014, the 2014 Recovery Act was enacted,
which established a path for PREPA to pursue restructuring. In August 2014, PREPA entered into
Forbearance Agreements with the banks, its bondholders, and GDB, and began the debt
restructuring process. On September 4, 2014, PREPA appointed a Chief Restructuring Officer,
whose responsibilities included negotiating with PREPA’s creditors, developing a comprehensive
business plan for PREPA, and working with PREPA’s management to reduce costs and
management liquidity.5!

That same year, in 2014, the Puerto Rico Energy Transportation and RELIEF Act created
the PREC as an oversight body for PREPA, and transferred the ultimate power to approve rates
from PREPA’s Board to the Commission.®? Under the new guidelines, all proposed rate changes
are reviewed by Board and then by the PREC before being implemented. A public hearing is
required before changes to the rate structure can be implemented.®® On June 28, 2016, the PREC
approved a provisional rate increase of 1.299 ¢ per kWh (on top of the existing base rate for all
customers).

8 Mark Tannenbaum & Martin Z. Braun, Puerto Rico GDB Hires Millstein Unit as Financial Adviser,
Bloomberg (Mar. 6, 2014) http://www.bloomberg.com/news/articles/2014-03-05/puerto-rico-gdb-hires-
millstein-affiliate-asfinancial-adviser. See also Emily Glazer & Mike Cherney, Puerto Rico Finance Arm
Hires Restructuring Lawyers: Government Development Bank for Puerto Rico Hires Cleary Gottlieb Steen
& Hamilton, Wall St. J. (Apr. 7, 2014), https://www.wsj.com/articles/puerto-rico-finance-arm-hires-
restructuring-lawyers-1396897399.

81 Professional Services Agreement between P.R. Elec. Power Auth. & AlixPartners Int’l, Inc. (Sept. 12,
2014).

82 Act of May 27, 2014, No. 57, 2014 P.R. Laws 95.

% P.R. Laws Ann. tit. 22, § 196a (2018).

® Order Establishing Provisional Rates, 7, In re Review of Rates of the P.R. Power Auth., No. CEPR-AP-
2015-0001 (P.R. Energy Comm. June 24, 2016).
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(b) Politics Have Prolonged PREPA’s Reliance on Oil Instead of Gas,
Resulting in Higher Rates and Increased Borrowing

Political influence also extended to PREPA’s capital improvement projects, in particular
those related to the conversion from oil to natural gas. While both political parties agree that the
conversion should happen, they have disagreed about how. This disagreement has resulted in
Puerto Rico remaining dependent on oil, despite initiatives over the last 15 years from both
political parties to covert to natural gas. This is significant because PREPA’s reliance on oil has
resulted in higher costs,® which in turn have been passed on to consumers and compelled increased
borrowing.%® If PREPA could reduce its reliance on oil, then it could increase its base rate to a
level sufficient to cover operational expenses, without increasing the overall rates paid by the
consumers. In addition, the series of built and unbuilt gas pipelines proposed by each
administration in the last fifteen years exacerbated PREPA’s indebtedness, because much of the
funding for these projects was raised by issuing bonds.

Q) PREPA'’s Reliance on Oil Leads to Higher Rates and Increased
Borrowing

As of 2016, PREPA relied on petroleum for 47% of its generating capacity.®” PREPA’s
dependence on petroleum versus renewable or other power sources distinguishes it from many of
its mainland counterparts,®® but not from other islands, like the Hawaiian Islands, which face
challenges in transporting other forms of fuel, such as natural gas, to their shores.®® Like Puerto

® In June 2018, oil prices averaged over $74 per gallon, while natural gas only averaged around $10.56 per
thousand cubic feet (the equivalent unit of measurement). See U.S. Energy Info. Admin., Short-Term
Energy Outlook (Aug. 7, 2018), https://www.eia.gov/outlooks/steo/report/prices.php. Additionally, the
Jones Act has made the price for shipping goods from the US to Puerto Rico to be higher than shipping
from a foreign country to Puerto Rico, which has a concurrent effect on the cost PREPA pays to bring oil
to the island. See U.S. Gov’t Accountability Office, GAO-13-260, Puerto Rico: Characteristics of the
Island’s Maritime Trade and Possible Effects of Modifying the Jones Act, Highlights (Mar. 2013).

% PREPA agrees that its reliance on oil increases consumer rates. See, e.g., P.R. Electric Power Auth.,
2010 AAA Offering Statement, Dependence on Fuel Oil; Fuel Cost Volatility, 26 (Apr. 22, 2010). (“Since
the cost of fuel is passed on to the Authority’s clients on a current basis through a fuel adjustment charge,
the Authority’s dependence on fuel oil has resulted in overall increases and significant volatility in the cost
of energy to the Authority’s customers during the last five fiscal years.”).

6 US. Energy Info. Admin., Puerto Rico Territory Energy Profile (Sept. 21, 2017),
https://www.eia.gov/state/print.cfm?sid=RQ.

%8 As a comparison, the US Energy Sector as a whole relies primarily on natural gas as its power source and
for which petroleum only accounted for 0.5%, or 200.75 billion kWh of the 4,015 billion kWh total
electricity produced in 2017. See U.S. Energy Info. Admin., Age of Electric Power Generators Varies
Widely (June 16, 2011), https://www:.eia.gov/todayinenergy/detail.php?id=1830.

% For example, Hawaiian Electric Industries (which provides electricity to 95% of Hawaii’s residents) relies
on petroleum fuel to generate 66.3% of its total production capacity, or approximately 1150 MW. Hawaiian
Elec. Cos., Power Facts (2018),
https://www.hawaiianelectric.com/Documents/about_us/company_facts/power_facts.pdf.
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Rico, Hawaii derives provide nearly 95% of the islands’ power from a single distributor, Hawaiian
Electric Industries, and 68.8% of the electricity produced in 2017 came from petroleum oil.”

As a result of the reliance on oil,” PREPA’s residential customers paid, on average, 24.40
cents per KWh as of March 2018,? which is higher than the national average of 12.99 cents per
kWh.”® As a point of comparison, residents of Los Angeles buy electricity from the Los Angeles
Department of Power and Water, which serves a comparable number of customers to PREPA, and,
according to the latest data available, relied on natural gas for 34% of its electricity in 2016.7
Today, LA households pay an average of 17.8 ¢ per kWh for their electricity.”® PREPA’s rates,
however, are still less than those of other islands,’® like Hawaii, which averaged 31.21 cents per
kWh for residential customers in April 2018.""

" As of March 2018, residential consumers in Hawaii paid an estimated 32.05 cents per kilowatt-hour of
energy. See U.S. Energy Info. Admin., Electric Power Monthly, Table 5.6.A. (May 30, 2018).

™ The high rates caused by petroleum fuel purchase have been the subject of corruption allegations against
PREPA, and have precipitated rumors about the existence of a fuel cartel that supplies PREPA with fuel at
prohibitive costs. The Fortufio administration, reacting to these allegations, transferred PREPA’s fuel
purchasing prerogative to a fuel control board at GDB (the move was subsequently reversed by the Garcia-
Padilla administration). In 2015, a class action lawsuit was filed, alleging that PREPA knowingly
participated in a kickbacks scheme in which PREPA overpaid its suppliers for “fuel oil that did not meet
contractual or EPA specifications . . . and passed through the entire cost of the Non-Compliant Fuel Qil to
[its clients] on their regular monthly electricity bills.” Complaint, 1, Marrero v. Autoridad De Energia
Eléctrica, No. 3:15-cv-01167-JAG (D.P.R. Feb. 24, 2015). A 2016 Puerto Rico Senate investigation, led
by Senator Eduardo Bhatia, recommended that prosecution be pursued against PREPA and its fuel
providers. Nevertheless, no criminal proceedings have been brought to date. While we do not draw a
conclusion as to the veracity of fraud claims in this report, we believe that the allegations themselves are
important indicators for the lack of transparency in PREPA’s fuel purchasing process, especially in regards
to how it interacts with the rates charged to PREPA’s customers, and therefore worthy of mention.

2P R. Elec. Power Auth., Amended & Restated Fiscal Plan, 35 (2018).

% See U.S. Energy Info. Admin., Electric Power Monthly, Table 5.6.A, Table 8.4 (May 30, 2018).

" As of July 2018. See Bureau of Labor Statistics, Average Energy Prices, Los Angeles-Long Beach-
Anaheim - July 2018, 2 (2018), https://www.bls.gov/regions/west/news-
release/averageenergyprices_losangeles.htm.

> See U.S. Energy Info. Admin., Electric Power Monthly, Table 5.6.A. (May 30, 2018).

® Alvarez & Marsal, Presentation to the Government Development Bank of Puerto Rico, 23 (2012) (on file
with author).

" See U.S. Energy Info. Admin., Electric Power Monthly, Table 5.6.A. (May 30, 2018). Although both are
islands, it must be noted that Hawaii’s Median Household Income (In 2016 Inflation-Adjusted Dollars) is
$74,511 per year compared with Puerto Rico’s $20,078 per year. U.S. Census Bureau, Fact Finder, Median
Household Income (In 2016 Inflation-Adjusted Dollars): U.S States and Puerto Rico Households (last
visited Aug. 19, 2018)). Consequently, while residents of the Hawaiian Islands pay more per kilowatt-hour
for their electricity than residents of Puerto Rico, residents of Puerto Rico are spending a larger portion of
their income on electricity than their Hawaiian brethren. Additionally, in Hawaii, costs of electricity are
largely passed on to tourists, as tourism is Hawaii’s largest industry. Compare Dave Graham & Robin
Respaut & Hilary Russ, Puerto Rico’s Fragile Economy Dealt New Blow by Maria, Reuters (Sept. 25,
2017), https://www.reuters.com/article/legal-us-storm-maria-puertorico/puerto-ricos-fragile-economy-
dealt-new-blow-by-maria-idUSKCN1CO1FT, with Haw. Dept. of Bus., Econ. Dev. & Tourism, 2017 State
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PREPA’s reliance on oil also deepened PREPA’s debt by making it reliant on lines of credit
obtained from GDB and private banks to finance fuel purchases, at rates that fluctuated with global
oil prices. During the Relevant Period, PREPA had lines of credit with Banco Popular, Citi, and
Scotiabank equaling upwards of $800 million.” As is discussed in Part IV.D, these lines of credit
represent one area in which GDB frequently acceded to PREPA’s requests for credit extensions in
order to ensure PREPA’s continued operations in the short term. It was these lines of credit—
specifically, PREPA’s inability to repay a $700 million fuel purchase facility that matured in July
2014, combined with the banks’ refusal to waive such inability as a designated event of default or
to extend the maturity of the facility—that eventually forced PREPA, in August of the same year,
to enter into Forbearance Agreements with the banks, its bondholders, and GDB, and begin the
debt restructuring process.

(i) Politics Have Prolonged PREPA’s Reliance on Petroleum Gas
by Stymying Efforts to Covert to Natural Gas

Since the 1990s, there have been at least three proposals by consecutive administrations to
construct pipelines in order to provide natural gas to the island and, by doing so, diversify its fuel
sources and lower energy costs.”

According to the former Project Manager of PREPA’s Consulting Engineer, capital
improvement projects in the electric utility industry generally span 8 to 10 years. In PREPA’s
case, however, none of these pipeline projects survived for more than about four years, the
bookends of which generally lined up with election cycles.

A. Gasoducto del Sur

The Gasoducto del Sur pipeline was proposed by Governor Acevedo Vila’s administration
in 2005. It was to be a 49-mile-long natural gas pipeline from the private EcoEléctrica facility in
Pefiuelas to the Aguirre Combined Cycle Plant in Salinas.®® It was estimated to cost $74 million,
with a completion date before June 30, 2009.8" The project was cancelled by Governor Fortufio
shortly after his defeat of Governor Acevedo Vila and entrance into office in 2009. At the time of
its cancellation, Gasoducto del Sur is estimated to have been around 25% completed. The
cancellation left PREPA/Puerto Rico $59 million in debt to the pipeline’s contractor, Skanska

of Hawaii Data Book, tbl. 13.01 (2017)). By comparison, in Puerto Rico, the largest economic sector is
manufacturing, and higher electrical rates may prove to be a deterrent to growth in that sector.

8 P.R. Elec. Power Auth., Monthly Report to the Governing Board, 10 (Dec. 2013).

" See, e.g., P.R. Electric Power Auth., 2010 AAA Offering Statement, Dependence on Fuel Oil; Fuel Cost
Volatility, 26 (Apr. 22, 2010). (“In order to achieve this [rate] reduction, the Authority plans to convert
existing oil-fired facilities to allow them to use natural gas and to review the option of developing new coal-
burning facilities.”).

8 p R. Elec. Power Auth., Financial Statements, Required Supplementary Information and Supplementary
Schedules for Years Ended June 30, 2008 and 2007, 9 (Dec. 23, 2008).

8 P R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series VVV, 33 (2007).
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Energy Services LLC.8 PREPA later used portions of its bond issuances to pay down this debt.®
Later, although it was proposed that the existing pipeline be transformed into a water pipeline,
Gasoducto el Sur was substantively “unbuilt” after its cancellation—despite PREPA having
already spent $55 million to build it.34

B. Via Verde

The Via Verde project (also known as Gasoducto del Norte) was a 92-mile-long
underground natural gas pipeline from northern to southern Puerto Rico proposed by the Fortufio
administration in 2009 (after the cancellation of the Gasoducto del Sur project). A similar project
had previously been proposed by Miguel Cordero Lopez, Executive Director for PREPA from
1993 to 2000, under the administration of Governor Pedro Rosselld.%5 PREPA estimated the
overall cost of the project—which included the conversion of the Costa Sur, San Juan, Palo Seco,
and Arecibo (Cambalache) power generating plants from oil to natural gas®®—at $450 million, $74
million of which would be used to build the pipeline itself. The project anticipated savings of
more than $1 billion annually in energy costs for Puerto Rico.8” Funding for the project was to
come from a $50 million term loan facility from FirstBank Puerto Rico,® and from a portion of
the $255,730,000 PREPA Series EEE (Issuer Subsidy Build America Bonds), issued December
24,2010.%9 The pipeline was initially estimated to be completed by the end of 2011, although this
estimate was repeatedly pushed back due to delays in the permitting process.%

The pipeline faced opposition from the PPD (then the opposition party), the EPA, the US
Fish and Wildlife Service, members of Congress, and from various environmentalist groups.

8 p R. Elec. Power Auth., Financial Statements, Required Supplementary Information and Supplementary
Schedules for Years Ended June 30, 2009 and 2008, 66 (Dec. 30, 2009).

8 P R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy Build
America Bonds), 45 (2010).

8 P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2012 A, 59 (2012).

8 p R. Elec. Power Auth., Financial Statements, Required Supplementary Information and Supplementary
Schedules for Years Ended June 30, 2010 and 2009, 6 (Jan. 31, 2011).

8 Of those generation plants, only Costa Sur’s units 5 and 6 had been converted to full natural gas firing as
of 2013. See URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric
Power Authority, 14 (2013).

8" P.R. Elec. Power Auth., Financial Statements, Required Supplementary Information and Supplementary
Schedules for Years Ended June 30, 2010 and 2009, 6 (Jan. 31, 2011); P.R. Elec. Power. Auth., Official
Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy Build America Bonds), 35 (2010).

8 P R. Elec. Power Auth., Official Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy Build
America Bonds), 67 (2010).

8 The estimated sources and use of funds in the Official Statement for the Series EEE bonds earmarks
$284,466,001.56 of the bond proceeds for “deposit to construction fund.” We believe that funding for Via
Verde’s construction (a stated use) would have come from this allocation. See P.R. Elec. Power. Auth.,
Official Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy Build America Bonds), 8 (2010).
% See P.R. Elec. Power Auth., Financial Statements, Required Supplementary Information and
Supplementary Schedules for Years Ended June 30, 2010 and 2009, 6 (2011). See also Lizette Alvarez,
Puerto Rico’s Plan for Gas Pipeline Has Many Critics, N.Y. Times (Oct. 21, 2011),
https://www.nytimes.com/2011/10/22/us/puerto-ricos-plan-for-gas-pipeline-has-many-critics.html.
PREPA was required to get USACE approval before beginning construction. As of October 2011,
construction had not yet started.
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These groups variously asserted that the pipeline posed potential environmental dangers, as well
as safety and financial concerns.®® On October 11, 2012, PREPA withdrew Via Verde’s complete
permit application from consideration by the U.S. Army Corps of Engineers.®> By that time,
PREPA had raised $355,730,000 in proceeds from bond issuances for a project that never broke
ground. A discussion of the use of these proceeds can be found in Part V.B.

Ultimately, the influence of Puerto Rico’s political system on PREPA not only crippled the
conversion efforts and prolonged reliance on oil, but also resulted in wasted time, effort, and funds,
exacerbating PREPA’s already significant debts.

() Energy Theft and Politically Sanctioned Subsidies Reduced PREPA’s
Collected Revenues

PREPA also has a long-lived and well-documented problem with non-payment of
receivables by its customers, either as a result of energy theft, or of government-sanctioned
subsidies from PREPA to the municipalities, as explained in more detail below. In its most recent
audited financial statements for the fiscal year ending June 30, 2015, PREPA’s total accounts
receivable were estimated at $2.14 billion, of $3.87 billion in total operating revenues.*® Of that
$2.14 billion, accounts receivable from residential, industrial, and commercial customers totaled
approximately $852 million.®* In 2014, FTI estimated that over half of PREPA’s accounts
receivable were more than 120 days past due, a number that has risen steadily since 2012.%

The evidence we reviewed, including many publicly-available reports from during the
Relevant Period, demonstrates that PREPA’s failure to adequately collect its fees eroded the
Authority’s ability to operate on what it charged for electricity, making it increasingly dependent
on bond issuances to fund its operations and long term capital improvements. Additionally, as
discussed in Part V.A.3.(2).(iii).B, which addresses PREPA’s Debt Coverage Requirement,
PREPA’s non-collection of revenues not only affects its bottom line, but also its ability to issue
debt.

%1 Greg Allen & Marisa Pefialoza, Puerto Rican Governor Faces Opposition to Pipeline, NPR (Aug. 25,
2011), https://www.npr.org/2011/08/25/139801215/puerto-rican-governor-faces-opposition-to-pipeline;
Lizette Alvarez, Puerto Rico’s Plan for Gas Pipeline Has Many Critics, N.Y. Times (Oct. 21, 2011),
https://www.nytimes.com/2011/10/22/us/puerto-ricos-plan-for-gas-pipeline-has-many-critics.html; Nat’l
Geographic, How  Green Is Puerto Rico’s Via  Verde? (Nov. 21, 2011),
https://www.nationalgeographic.com/environment/great-energy-challenge/2011/how-green-is-puerto-
ricos-via-verde/.

%2 Nancy J. Sticht, Busy Year for Nation’s Largest Regulatory Permitting Program, U.S. Army Corps of
Eng’rs (Jan. 10, 2013), http://www.saj.usace.army.mil/Media/News-Stories/Article/479590/busy-year-for-
nations-largest-regulatory-permitting-program/.

% P, R. Elec. Power Auth., Audited Financial Statements for Year Ending June 30, 2015, 22 (April 20,
2018) (on file with author).

% P, R. Elec. Power Auth., Audited Financial Statements for Year Ending June 30, 2015, 40 (April 20,
2018) (on file with author).

% FTI Capital Advisors, Accounts Receivable and CILT Report, 19 (2014).
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Q) Energy Theft and Related Concerns

Much of PREPA’s outstanding account receivables amongst its residential, industrial, and
commercial customers can be attributed to energy theft, as well as errors in billing emanating from
an estimation-based invoicing system. In the past, PREPA often estimated customers’ power
consumption because it did not have sufficient meters across its entire system to accurately
measure each customer’s actual usage.®® According to PREPA witnesses, this may have resulted
in customers paying for less than their actual usage—sometimes on purpose, and sometimes
because of faulty or absent equipment.

In addition, PREPA has suffered from electricity theft through meter tampering, which, in
2013, the Consulting Engineer described as *“occurring across client classes, throughout the
Commonwealth and ha[ving] been identified as having a material impact on the Authority’s
operations.”’

The Authority has implemented various theft prevention programs in recent years,
including using anti-tampering meters, installing “smart-grid” remote meters that allow for remote
connection and disconnection of electric service and prevent reliance on estimates for charge-
purposes, and creating a data map comparing historical electricity usage to a client’s present
usage.® In 2013, PREPA projected that it would recover $30 million in lost revenue every year
from 2014 through 2018, as a result of these programs.®® That, unfortunately, was a gross
overestimate of the programs’ effectiveness. During FY 2013, only $5 million of the $19.1 million
in theft-related billings identified were successfully collected.’®® Nonetheless, in its 2013 bond
offering documents, PREPA included the $30 million estimate in its net revenues and debt
coverage calculations. %

(i) Mandated Subsidies and Contribution-In-Lieu-Of-Taxes

While PREPA receives tax exemptions, these are exceeded by statutorily-required pay-
outs to municipalities, ranging between 11 and 20%. This deficit is compounded both by PREPA’s
failure to collect tax revenues and willingness to pay inflated fuel costs.

PREPA enjoys a tax exemption as to certain revenues, but it comes with conditions. . .
Specifically, by statute, PREPA is exempt from paying “taxes or assessments on any property
acquired by it or under its jurisdiction, control, possession, or supervision, or on its activities in
the operation and maintenance of any undertaking; or on the income derived from any of its

% Motion to Allow Compliance, Attachment B, J Schedules: Electric Service Rates, 43, In re Review of
Rates of the P.R. Power Auth., No. CEPR-AP-2015-0001 (P.R. Energy Comm. May 27, 2016).

" URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power Authority,
95 (2013).

% URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power Authority,
48 (2013).

% See URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power
Authority, 95 (2013).

100 p R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 10 (2013).

101 p R, Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 64 (2013).
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undertakings or activities.”'%2 In exchange, the Authority is required to “devote a sum equal to
eleven percent (11%) of its gross income, derived from the sale of electric power to consumers as
a contribution from the current fiscal year,”'% to cover the costs of price subsidies to its consumers,
including the current residential subsidy.'®* From what remains of that total 11%, after deducting
subsidies and grants, and in order to offset the tax revenues lost by municipalities through
PREPA’s exemption, PREPA is required to “distribute twenty percent (20%)... or a sum equal to
the actual electric power consumption of each municipality or the average paid by the Authority
as contribution in lieu of taxes to the municipalities, in the five fiscal years preceding the fiscal
year in which the corresponding payment of the contribution in lieu of taxes is made, whichever
of the three (3) sums is higher.”® This admittedly complicated framework results in
municipalities receiving contributions in lieu of taxes, or “CILT.”

The total CILT is apportioned amongst the municipalities “in proportion to the electric
power billing for public lighting and public facilities of each municipality during said fiscal
year.”1% In short, in lieu of receiving revenue from property taxes paid by PREPA for its
properties in a given municipality, that municipality’s total power costs (i.e., for the electricity
needed to power municipal buildings) are lowered by what the total amount of property tax would
have been, plus an even larger amount being received the more energy the municipalities use.

However, PREPA has for years failed to properly collect the revenues stemming from
municipal power usage, resulting in nearly $420 million in outstanding accounts receivable from
municipalities.’®” In a privileged and confidential 2011 presentation to GDB, professional services
firm Alvarez & Marsal found that instead of collecting the revenues from power consumed by
municipalities and then paying back the CILT, as is required by law,%® PREPA “offsets accounts
receivables with the amount of the CILT and never collects on invoices sent,”*% resulting in
uncollected revenues that amount to “17-20% of PREPA’s total produced electricity.”**® There is
also evidence that many municipalities applied the CILT provision to provide power to
municipally owned, for-profit businesses located in municipal buildings that, as a result, provided
revenues to the municipalities without having to pay power expenses.''! A 2016 New York Times

102 p R, Laws Ann. tit. 22, § 212 (2018).

103 p R, Laws Ann. tit. 22, § 212(b) (2018).

104 p R. Laws Ann. tit. 22, § 212(b)(2) (2018).

105p R. Laws Ann. tit. 22, § 212(b)(2) (2018).

106 p R, Laws Ann. tit. 22, § 212(b)(2) (2018).

107 As of June 30, 2014. See FTI Capital Advisors, Accounts Receivable and CILT Report, 19 (2014).

108 p R. Laws Ann. tit. 22 § 212(b)(2) (2018).

109 Alvarez & Marsal, Presentation to the Government Development Bank of Puerto Rico, 38 (2012) (on
file with author).

110 Memorandum from Subcomm. on Energy and Minerals Staff (x5-9297) to Subcomm. on Energy and
Minerals Members, Oversight Hearing on Exploring Energy Challenges and Opportunities Facing Puerto
Rico, 4 (Jan. 11, 2016) (quoting Alvarez & Marsal, Presentation to the Government Development Bank of
Puerto Rico, 39 (2012) (on file with author)). The Alvarez & Marsal report became public at least as early
as 2014. See Luciana Lopez, RPT-INSIGHT-Puerto Rico Keeps the Lights On, But Debt Crisis Far From
Over, Reuters (Aug. 15, 2014).

11 ET] Capital Advisors, Accounts Receivable and CILT Report, 20 (2014).
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article cited an ice-skating rink and a water park in Aguadilla as examples of municipal-owned,
for-profit businesses that received free electricity from PREPA during the Relevant Period.!*?

As previously mentioned, PREPA’s rates include a built-in 11% markup on fuel and
purchased power revenue that is meant to, at least in part, recover CILT revenues. However, this
markup adds to PREPA’s reliance on higher fuel costs as a main manner of increasing its revenues.
According to the Alvarez & Marsal report, as actual CILT charges have typically been less than
the 11% markup, “PREPA benefits financially when fuel costs increase and fares worse when
those costs decline” and “is even further disincentivized to invest in projects that would reduce
fuel costs (such as the natural gas plan) as it incurs additional operating and capital costs with no
compensation in base rates and loses 11% for every dollar fuel or purchased power costs are
reduced.”!3

In addition to the CILTs, in 2014 FTI Capital Advisors estimated that PREPA had an
additional $200 million in outstanding accounts receivable from other Puerto Rico-Related
Entities, like PRASA.'** The consultant estimated that this failure to collect cost PREPA an
additional $2.5 million in accounts receivable every month.t®

3. PREPA’s Bond Issuances

(@) PREPA’s Bond Issuance Process

PREPA’s bond issuance process is governed by and must comply with the requirements of
both the PREPA Act and a Trust Agreement, dated January 1, 1974 (the “PREPA Trust
Agreement”). The PREPA Trust Agreement sets forth the types of bonds PREPA can issue, the
role of the trustee, the role of the Consulting Engineer, and PREPA’s debt coverage requirements.
Pursuant to the PREPA Act, PREPA’s Board has authority to approve the bond issuances. As
discussed in Part V.B, in practice, GDB, in its capacity as fiscal agent, oversees the entire bond
issuance process, and the GDB Board must approve each issuance, including the selection of
underwriters.

Q) Types of Bonds

Section 6 of the PREPA Act broadly permits PREPA to “make and issue bonds . . . for any
of its corporate purposes” and “for the purpose of funding, refunding, purchasing, paying, or
discharging any of the outstanding bonds or obligations issued or assumed by it or any bonds or
obligations the principal or interest of which is payable in whole or in part from its revenues.”*®

112 Mary Williams Walsh, How Free Electricity Helped Dig $9 Billion Hole in Puerto Rico, N.Y. Times
(Feb. 1, 2016), https://www.nytimes.com/2016/02/02/business/dealbook/puerto-rico-power-authoritys-
debt-is-rooted-in-free-electricity.html?login=email&auth=login-email.

113 Alvarez & Marsal, Presentation to the Government Development Bank of Puerto Rico, 40 (2012) (on
file with author).

114 PRASA, which by law is subject to a preferential rate of 22 cents per kWh for all of its accounts at
PREPA, owed $29 million in accounts receivables as of September 2014. See FTI Capital Advisors,
Accounts Receivable and CILT Report, 16 (2014).

15 ET| Capital Advisors, Accounts Receivable and CILT Report, 16 (2014).

16 p R, Laws Ann. tit. 22, §8 196(0)-(p) (2018).
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The PREPA Act neither defines nor limits what activities fall under those designed to advance
“corporate purposes.” Nor are any bond issuance purposes expressly prohibited by the Act.
Section 16 of the PREPA Act further details the procedures PREPA should follow to issue bonds
and the calculation for the maximum amount of bonds permitted to be issued at a time. It also
explicitly establishes that the debts of PREPA are not to be considered debts of Puerto Rico (a
source of controversy addressed in Part IX.B.1 of this Report).!’

Figure V.B shows the steps that must be taken in order for PREPA to issue bonds.

Figure V.B: PREPA’s Bond Issuance Process

Consulting
Engineer

Approves

Revenue Refunding Bond
(Section 210) o
Certificate of Net Revenues

Revenue Bond

(Section 208 and 209) (Section 208-Section 210)

Issues Bond
resolution approving ;
funding need Signs

PREPA 1 PREPA
Board Gl Lt Executive Director
ocuments
Monthly repert on
Delivers bonds
Trustee to purchasers

bond accounts
* The disbursement of bond proceeds is discussed in a different graphic in this section

(i)  The Trustee

PREPA’s Bond Trustee is responsible for representing the interests of the bondholders and
enforcing the terms of the Trust Agreement.!'® The Trustee also acts a custodian for the bond

7P R. Laws Ann. tit. 22, § 193(b) (2018).
118 See Mun. Sec. Rulemaking Board, Glossary of Municipal Security Terms: Trustee,
http://www.msrb.org/glossary/definition/trustee.aspx (last visited Aug. 16, 2018).
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proceeds and is responsible to confirm sources of revenues for the bonds, debt service
requirements, and the flow of funds of bond proceeds.

The Trustee’s responsibilities generally include:

e Paying interest on the bonds to bondholders by the interest payment date;*°

e Authenticating and delivering the bonds;*?°

e Receiving materials submitted by PREPA in regards to the bonds, including
certificates, bond resolutions, and Consulting Engineer letters;?*

e Approving the Consulting Engineer firm chosen by Executive Director;?2

e Approving the CPA firm chosen for yearly audit by Executive Director;!? and

e Managing the accounts into which bond proceeds are deposited.?*

The various trust accounts are discussed later in Part V.A.3.(a).(iv).

(ili)  The Consulting Engineer

PREPA’s Trust Agreement requires PREPA to employ a Consulting Engineer to serve as
an independent, technical advisor, to approve certain bond proceeds uses and budgetary
outcomes.*?® In other words, the Consulting Engineer was responsible for representing to the
Trustee and to the public two primary points: (i) the condition of PREPA’s systems; and (ii)
whether PREPA’s rates and revenue would be sufficient to satisfy the rate covenant under the
Trust Agreement. The Consulting Engineer made these representations in Annual Reports to the
Trustee, which were then incorporated by reference into PREPA’s Official Statements, as well as
in certifications and letters made in connection with specific PREPA bond issuances.

Notably, during the Relevant Period, the same team of engineers acted as PREPA’s
Consulting Engineer for these purposes. As part of our investigation, we reviewed the Consulting
Engineer’s Annual Reports from 2009 to 2013 and various certifications, as well as sat down with
two witnesses from the Consulting Engineer.

119 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 203 (Aug. 1, 2011) (on file with
author).

120 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 204 (Aug. 1, 2011) (on file with
author).

121 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. §§ 208(a)—(e), 209(a)—(e), 210(a)-
(d) (Aug. 1, 2011) (on file with author).

122 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 706 (Aug. 1, 2011) (on file with
author).

123 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 710 (Aug. 1, 2011) (on file with
author).

124 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. §§ 208-10, 506-10 (Aug. 1, 2011)
(on file with author).

125 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 706 (Aug. 1, 2011) (on file with
author).
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From 2009 to 2013, the Consulting Engineer’s Annual Reports, which are incorporated by
reference into PREPA’s Official Statements, each contained the following unequivocal statements:

e “In the opinion of the Consulting Engineers, the properties of the System are in
good repair and sound operating condition.”1?®

e “The Consulting Engineers believes the Authority will receive sufficient revenues
in [this] fiscal year [] with the existing rates to cover current expenses, to make all
required deposits in accordance with the 1974 Agreement’s dictates and to exceed
its 120% debt service coverage requirement.”*?

A. Condition of the Systems

To assess the condition of the system, a witness from the Consulting Engineer told us that
the team would inspect, randomly and unannounced, a third of PREPA’s transmission and
distribution facilities each year, with the goal of having inspected all of the transmission and
distribution facilities every three years. The team inspected the generation plants three to seven
times per year, depending on the type of facility. The team also met with the directors of each
facility. When equipment needed repair, the Consulting Engineer reviewed vendor reports of
repairs when they could not visit the facility. Before issuing the Annual Report, the Consulting
Engineer would present its findings to PREPA’s directors to verify its accuracy before publication.

When asked about the state of PREPA’s system, the Consulting Engineer witness told us
that when it opined on the condition of PREPA’s system was “in good repair and sound operating
condition,” it was always in the context of considering the system’s age. The Annual Reports,
however, never included qualifying language to that effect. Also, the witness also noted that
PREPA simply did not have the funds to retire old facilities and build new ones.

B. Sufficiency of PREPA’s Rates and Revenues

Under the PREPA Trust Agreement, in order to issue bonds and while any bonds remain
outstanding, PREPA is obligated to “fix, charge, and collect reasonable rates and charges so that
revenues [would] be sufficient to pay [then and future] current expenses and to provide an amount
of at least 120% of the aggregate principal and interest requirements for the [then] next fiscal
year.”*?® This is what is known as the “debt coverage requirement.” The calculation is supposed

126 See, e.g., P.R. Elec. Power Auth., Financial Statements, Required Supplementary Information and
Supplemental Schedules, 50 (2011).

127 URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power
Authority, 3 (2013); URS Corp., Thirty-Ninth Annual Report on the Electric Property of the Puerto Rico
Electric Power Authority, 3 (2012); URS Corp., Thirty-Eighth Annual Report on the Electric Property of
the Puerto Rico Electric Power Authority, 3 (2011); URS Corp., Thirty-Seventh Annual Report on the
Electric Property of the Puerto Rico Electric Power Authority, 2 (2010); URS Corp., Thirty-Sixth Annual
Report on the Electric Property of the Puerto Rico Electric Power Authority, 3 (2009).

128 p R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 13 (2013); Trust
Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. 88 208(e), 502(A)(b) (Aug. 1, 2011) (on file
with author).
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to give comfort to the Trustee and bondholders that PREPA’s revenues are sufficient to cover its
operating expenses, as well as upcoming payments on its debt service.

During the Relevant Period, whenever PREPA issued a bond, PREPA’s Executive Director
and Consulting Engineer had to calculate whether PREPA’s net revenues satisfied its debt
coverage requirement, and to submit a certificate along with the Official Statement attesting to the
fact that PREPA was able to meet the debt service requirement.?°

As noted, year after year, the Consulting Engineer signed such debt service certifications.
The evidence we have gathered demonstrates that these certifications, however, were based on
calculations that included, as discussed in Parts V.A.2.(c), revenues PREPA never collected. For
instance, in its 2013 Annual Report, the Consulting Engineer stated that the debt service
calculation used a particular revenue formula, despite knowing that 25% of it was comprised of
CILTs PREPA did not collect.*® There is evidence that GDB knew by 2012, at the very latest,
that if PREPA had used a revenue figure that accurately reflected the amount of revenues it
expected to, and did, collect, then PREPA would not be able to satisfy the required debt coverage
needed to issue the Series 2013A Power Revenue Bonds.!®! Despite this, both PREPA and
PREPA’s Consulting Engineer signed off on the debt coverage calculations with the arguably
inflated revenue figures and represented, albeit with qualifications, that the debt coverage met the
requirements under the PREPA Trust Agreement.

Additionally, as discussed in Part XVI.C.5.(a).(ii), there also is evidence that PREPA
overestimated its revenues in connection with the Series 2013A Power Revenue Bonds by an
additional $25 million when it was overly optimistic in the success of its theft prevention programs.
Specifically, for fiscal years 2014 through 2018, PREPA projected that, through these theft
prevention programs, it would recover $30 million in lost revenue every year.'32 In the Official
Statement for the Series 2013A Power Revenue Bonds, PREPA included the estimated $30 million
per year in additional revenues due to theft prevention in its debt coverage calculation.*** During
FY 2013, however, only $5 million of theft-related accounts receivable were successfully
collected.**

129 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 209(1.2) (Aug. 1, 2011) (on file
with author).

130 See URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power
Authority, 80 (2013). See also P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series
2013A, 4 (2013) (“For purposes of the Trust Agreement, the Authority includes in its calculation of
Revenues and Net Revenues . . . amounts billed to the municipalities for electric energy sales that the
Authority is legally entitled to collect but historically has not collected because it instead offsets such
billings against the CILT hat the Authority is requirement by law to pay the municipalities . . .”).

131 Specially, according to a June 2012 presentation commission by GDB, if CILT had not been included
in PREPA’s revenues, then PREPA’s debt coverage ratio for 2013 would have been only 1.06—below the
amount required to issue the Series 2013A Power Revenue Bonds. Alvarez & Marsal, Presentation to the
Government Development Bank of Puerto Rico, 49 (2012) (on file with author).

132 See URS Corp., Fortieth Annual Report on the Electric Property of the Puerto Rico Electric Power
Authority, 95 (2013).

133 See P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 64 n.3 (2013).
134 See P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 10 (2013).
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Specifically, in connection with the issuance of the debt service certificate, the former
Project Manager from PREPA’s Consulting Engineer told us that the Consulting Engineer based
its certificate on figures provided to it by PREPA. This witness also stated, however, that the
Consulting Engineer relied upon these figures without reviewing any of PREPA’s unaudited
financials to confirm the veracity of the figures underlying the calculations. According to the
witness, the certification letters were meant to certify that the revenue figure provided by PREPA
was sufficient based on PREPA’s anticipated expenses, but not that the revenue figure itself was
accurate.’®® The Consulting Engineer’s written Annual Reports and certifications made in
connection with the bonds issuances did not contain a disclosure to that effect.

Today, there is a consensus among PREPA’s outside professionals—and PREPA, itself—
that PREPA’s rates were insufficient to cover its operating expenses.’*® Indeed, in April 2017,
PREPA admitted that, from 2011 to 2016, its rates were insufficient to cover overhead and
operational costs: “The current debt crisis was founded in years of rate deficits, during which
operating expenses incurred were not recovered in rate Revenues.”*¥

(iv)  The Trust Accounts and Flow of Bond Proceeds

The Trust Agreement established about a dozen different accounts to be held in trust by
either PREPA or the Trustee, and it dictates the order and size of the deposit of any bond funds
and Authority revenues into them.*® Figure V.C depicts these funds and the allocation of bond
proceeds into each. For the purposes of our investigation, we focused on five accounts that hold
bond proceeds, funds for interest payments, and other funds earmarked for maintenance and capital
improvements: the Construction Fund, the Sinking Fund, the Reserve Maintenance Fund, Self-
insurance Fund, and Capital Improvement Fund.

135 Similarly, witnesses from GDB and various investment banks that underwrote PREPA bonds told us
that the underwriters accepted PREPA’s debt service calculations without conducting any of their own due
diligence into the veracity of those figures.

136 see Exploring Energy Challenges and Opportunities Facing Puerto Rico: Hearing Before the H. Comm.
on Natural Resources, 114th Cong., 2 (2016) (statement of former Chief Restructuring Officer of PREPA);
P.R. Elec. Power Auth., Fiscal Plan, 15 (2017).

37 See P.R. Elec. Power Auth., Fiscal Plan, 15 (2017).

138 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc., Articles 4-5 (Aug. 1, 2011) (on file
with author).
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Figure V.C: Disposition of Bond Proceeds for PREPA

(as defined in the D Funds held in trust
Trust Agreement) General Fund by the Trustee
g Funds held in trust
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Current Expenses
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'Monthly deposits to the Bond Service Account and the Redemption Account for all Power Revenue Bonds bearing at a fixed rate are
capped at 1/6 of the interest due within the next six months and 1/12 of the principal due within the next twelve months and 1/12 of the

Amortization Requirements for the current fiscal year.

The Construction Fund (the “Construction Fund”) holds “the proceeds of any bonds
issued for the purpose of paying the cost of Improvements” to PREPA’s system.!3®
This would include, for example, proceeds from PREPA’s Power Revenue Bonds
Series EEE (issued December 24, 2010), which were issued in part to fund the
construction of the Via Verde pipeline (discussed further in Part V.A.2.(b).(ii).B) and
which included a deposit of almost $284.5 million into the Construction Fund as a
stated use of proceeds in its official statement.*® In the case of Via Verde, under the
Trust Agreement the proceeds deposited in the Construction Fund could then be used
to pay any costs related to the pipeline’s construction, including labor, purchasing
materials and land on which to build the pipeline, and paying for an architect or
engineer, as well as general administration costs related to the project and paying
interest on the original bonds. As discussed in Part VV.B.2, Duff & Phelps’ analysis of
PREPA’s use of proceeds found that amount of bond proceeds in 2010-2013
earmarked for the Construction Fund exceed, by approximately $430 million, PREPA’s
reported uses of funds for infrastructure and capital improvement projects and changes
in restricted cash accounts for such uses.

139 See P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2012A, Power Revenue
Refunding Bonds, Series 2012B, 1-14 (2012).

149 See P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy
Build America Bonds), 8 (2010).
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e The Sinking Fund (the “Sinking Fund”) holds all funds necessary for paying the interest
on the Authority’s bonds'#* and, as such, is one of the first places bond proceeds are
deposited under the Authority’s disposition of revenues (see Figure V.C).**? Composed
of three sub-accounts—the Bond Service Account, the Redemption Account, and the
Reserve Account*—it is entirely under the control of the Trustee, who holds its
revenues in trust and disburses them for their proper uses.* It is these accounts which
are directly beholden to PREPA’s 120% net revenues debt service covenant, 14 and the
Trustee’s control of these accounts means that it is in the best position to: (1) act as a
check against any potential fraud or misuse of funds resulting from the bond issuances;
and (2) ensure that PREPA has enough cash on hand to pay down its debt.
Nevertheless, as we will discuss, PREPA not only chronically failed to ensure that it
met its required debt coverage ratio, but also, through the (technically permissible)
inclusion of uncollected revenues as part of its net revenues in its debt coverage
calculations, inflated its debt coverage ratio, gave the appearance that it had the
financial liquidity to support further bond issuances when almost certainly, as the
ultimate insolvency of the Authority shows, it did not.

e The Reserve Maintenance Fund (the “Reserve Maintenance Fund™) and Self-Insurance
Fund (the “Self-Insurance Fund”) are entirely dedicated to paying the costs of any
repairs, maintenance, or other extraordinary expenses incurred as a result of unexpected
events, such as hurricanes, mudslides, or other natural disasters, which are not covered
by insurance.*® Recommendations as to the size of deposits into the funds are made
by the Consulting Engineer'#’ and, in the case of the Self-Insurance Fund, money
cannot be removed by the Authority without the Consulting Engineer’s direct
approval.1*® According to a witness from the former Consulting Engineer, there was
tension between the Consulting Engineer and PREPA over the amount of funds that
should be kept in the Self-Insurance Fund. The Consulting Engineer witness told us

1 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 507 (Aug. 1, 2011) (on file with
author).

142 5ee P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 1-8—1-9 (2013).
%3 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 507 (Aug. 1, 2011) (on file with
author).

144 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 513 (Aug. 1, 2011) (on file with
author).

4% Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 502 (Aug. 1, 2011) (on file with
author) (“the Authority further covenants that it will at all times find, charge and collect reasonable rates
and charges [...] [and] will adjust such rates and charges so that Revenues will at all times be sufficient
[...]to provide an amount at least equal to one hundred twenty per centum (120%) of the aggregate Principal
and Interest Requirements for the next fiscal year on account of all the bonds then outstanding under this
Agreement, reduced by any amount deposited to the credit of the Bond Service Account from the proceeds
of bonds to pay interest to accrue thereon in such fiscal year.”).

148 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 507(f)—(e) (Aug. 1, 2011) (on file
with author).

47 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 507(f)—(e) (Aug. 1, 2011) (on file
with author).

148 Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. § 512(A) (Aug. 1, 2011) (on file
with author).
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that it always recommended there be at least $100 million in both funds in order to
provide a dedicated source of funds in the event of a natural disaster, but that PREPA
frequently sought to reduce that amount.

e The Capital Improvement Fund (the “Capital Improvement Fund”) is a fund used to
“pay the cost of anticipated extensions and Improvements of the System the cost of
which has not otherwise been provided for from the proceeds of bonds.”!*® The
Consulting Engineer witness told us that the Capital Improvement Fund was
chronically underfunded, with PREPA, at times, contributing only 1 to 2 percent of its
net revenues into the Capital Improvement Fund. Instead, PREPA relied on bond
proceeds to fund capital improvements.

(b) From 1994 to 2013, PREPA Issued $13.5 Billion in Bonds

From 1994 to 2013, PREPA issued nearly $13.5 billion in debt in the form of Revenue
Bonds and Revenue Refunding Bonds (the “PREPA Bonds”). As previously mentioned, as of
February 2017, PREPA still had nearly $9 billion in outstanding debt (including total bonds and
lines of credit).*®

During the Relevant Period, PREPA typically issued two types of bonds each year—one
for revenue, and one for refunding. In 2010 alone, however, the Authority issued nearly $3.7
billion in debt over seven issuances, including six Revenue Bonds and one Revenue Refunding
Bond. Only two of those bond issuances (the Power Revenue Bonds Series YY and Power
Revenue Bonds Series EEE Issuer Subsidy Build America Bonds) were dedicated toward
PREPA’s capital improvement program. The rest of the bond proceeds from the 2010 issuances
were largely used to pay down existing lines of credit to GDB and private entities. As a result, the
Authority’s bonds proceeds have gone toward financing the maintenance, improvement, and
expansion of the power grid (See Figure V.D for a breakdown of uses of bond proceeds for 2010-
2013).

149 p R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2012A, 35 (2012).
1% Gov’t of P.R., P.R. Fiscal Agency and Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).
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Figure V.D: Stated Use of Bond Proceeds for Bonds Issued 2010-2013, in %
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By February 2018, PREPA had almost $9 billion of outstanding debt,** or 230% of its
revenue in 2015, the most recent year for which data was available.>?

B. PREPA Use of Proceeds Analysis

As previously discussed in this Part, Puerto Rico’s Public Utilities, despite having
dedicated revenue sources for the funding of operations, amassed significant debt through bond
issuances, private loans, and GDB loans. The Public Utilities told the market in their Official
Statements they would use proceeds from issuing that debt for capital improvement projects, the
refinancing of prior debt, operational costs (like buying fuel), and payment of pension fund
obligations.3

131 Gov’t of P.R., P.R. Fiscal Agency and Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).

152 p R. Elec. Power Auth., Financial Statements, Required Supplementary Information and Supplemental
Schedules for Year Ending June 30, 2015, 9 (Apr. 20, 2018).

153 p R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series EEE (Issuer Subsidy Build
America Bonds), 8 (2010); P.R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series
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PREPA, in particular, has come under scrutiny from both US and Puerto Rico
governments, as well as the public at-large, because of the large amount it borrowed, the long-
standing high cost of energy on the island, and the poor operational state of Puerto Rico’s electrical
grid, as evidenced by the aftermath of Hurricanes Irma and Maria.™® We also gathered evidence
from witnesses at GDB™® and the underwriters that, once PREPA issued its bonds, neither GDB
nor the underwriters monitored PREPA’s actual use of proceeds. Under these circumstances, and
given that PREPA’s outstanding debt is approximately $9 billion,®® it is natural to question how
PREPA used the proceeds of bond issuances.

Against this backdrop and in consultation with the Special Investigation Committee, we
determined that it would further the goals of the investigation to pursue an independent analysis
of PREPA’s use of bond proceeds. We engaged the financial advisory firm Duff & Phelps to
perform an analysis of PREPA’s use of proceeds, under our direction, using information we
obtained during our investigation. This analysis focused on PREPA’s use of the proceeds of bonds
issued between March 2010 and August 2013 (when PREPA made its last public debt issuance),
and examined the use of those proceeds in the period from fiscal years 2010 through 2015 (the

“Subject Period”).

During the Subject Period, as reflected in Appendix B.1, PREPA raised debt through ten
different public bond issuances (including eight in 2010 alone) in the aggregate principal amount
of approximately $4.43 billion. That, coupled with additional bond-related sources of funds,
resulted in available proceeds of approximately $4.72 billion. Of that amount, and as reflected in
Figure V.D, approximately $1.31 billion (about 28% of the total) was earmarked for deposit to the
“Construction Fund,” which is the fund designated for use to build and improve infrastructure and
capital projects—such as new pipeline projects or repairs to existing pipelines. The offering
documents reflect that, of the remaining $3.41 billion, PREPA designated approximately $1.24
billion of proceeds to repay lines of credit, $1.33 billion for repayment of other debt (including
bonds, bond anticipation notes, and payments into an escrow fund for refunded bonds), and $841
million for miscellaneous purposes.

2012B (Senior Lien), 13 (2012); P.R. Aqueduct and Sewer Auth., Official Statement for Revenue Refunding
Bonds, 2008 Series A, 2008 Series B (Guaranteed by the Commonwealth of Puerto Rico), 43 (2008).

1% The US House Committee on Natural Resources, in particular, has held several oversight hearings
regarding the management and operations of PREPA. See Exploring Energy Challenges and Opportunities
Facing Puerto Rico: Hearing Before the H. Comm. on Natural Resources, 114th Cong., 2 (2016) (statement
of former Chief Restructuring Officer of PREPA); Management Crisis at the Puerto Rico Electric Power
Authority and Implications for Recovery: Hearing Before the H. Comm. on Natural Resources, 115th Cong.
(2018) (Hearing Memorandum of the Majority Committee Staff); see also Commonwealth of P.R. House
of Representatives, H.R. Res. 1049, 17th Legis. Assemb. 5th Sess., 1-2 (2015) (an investigation into the
operational energy expense of various industries, small and medium business on the island, energy
alternatives, the decision making and financial management of PREPA, and analysis of the liquidity and
financial claims of bondholders); P.R. Commission for the Comprehensive Audit of the Public Credit, Pre-
audit Survey Report, 35 (2016) (investigating PREPA’s Series 2013A Power Revenue Bonds).

135 For further discussion of this topic as it relates to GDB, see Part IV.B.5.

1% See Gov’t of P.R., P.R. Fiscal Agency & Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 26 (2017).
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1. Overview of D&P Analysis and Methodology

We sought to understand whether it could be determined how much of the $1.3 billion in
bond proceeds allocated to the Construction Fund during the Subject Period were reportedly used
for investment in infrastructure and capital improvement projects. To assist us with that inquiry,
D&P performed an analysis focused on reconciling the proposed sources and uses of PREPA bond
proceeds with funds allocated to construction activity for infrastructure and capital improvements
(“Construction Use”) as well as changes in restricted cash balances (described further below).

To facilitate that analysis, we provided to D&P information we obtained through GDB,
PREPA, PREPA’s external auditors and PREPA’s banking institutions. That information included
certain bond transaction documents, bank records, internal accounting files, external audit work
product, and other sources of information.

In reviewing this information, D&P observed that PREPA held certain cash receipts as
“restricted cash.” In this context, restricted cash means certain cash accounts that PREPA’s
accounting records identified as designated for limited use, specifically costs associated with
Construction Use. Consequently, bond proceeds that PREPA earmarked for Construction Use
should remain segregated from PREPA’s general operating funds until construction costs were
funded. If restricted cash balances decreased and no “Additions” (defined below) were funded,
then it is possible that PREPA expended restricted cash held for Construction Use for a different
purpose.

D&P then assessed whether the bond proceeds in the Subject Period earmarked for the
Construction Fund matched the books and records provided by PREPA and its auditor regarding
“Additions” to infrastructure and changes in restricted cash account balances. “Additions” are the
annual increases in the general ledger category*>’—referred to as “Utility Plant in Service”—that
PREPA uses to describe its generation, transmission and distribution resources and other
charges.'®® In principle, funds allocated for infrastructure and capital improvements should be
traceable to Construction Use and the changes in any restricted cash account holding such funds.
If there is a discrepancy between those numbers, it may suggest that proceeds earmarked for the
Construction Fund were instead expended for non-Construction Use.

D&P reviewed the Additions to Utility Plant in Service (the accounting term used by
PREPA for utility generation, transmission and generation resources) over the fiscal period 2010
to 2015 (“Utility Plant Additions”). D&P further assessed the net change in restricted cash
balances over each fiscal year in the Subject Period. D&P sourced PREPA’s restricted cash

157 General ledger category refers to that part of PREPA’s permanent record keeping system where PREPA
maintains business and transactional information about its assets, liabilities, equity, revenues and expenses.
%8 In reviewing certain information about Additions, D&P did not question PREPA’s decisions about the
type or validity of costs capitalized as Additions. Ordinarily, according to D&P, on-site and direct labor
costs are capitalized as a component of infrastructure and construction activities. D&P reports that nothing
came to its attention, based on the information reviewed, to suggest that on-site labor costs were not
capitalized as Additions.
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information from Puerto Rico’s CAFRs.*® Historically, PREPA has not published a standalone
financial statement.

D&P then compared the Utility Plant Additions and Adjustments to Changes in Utility
Plant in Service (as discussed below) and net changes in the restricted cash balances to the funds
designated by PREPA’s bond offerings as earmarked for Construction Use in the Subject Period.
This methodology is illustrated below:6°

(Utility Plant Additions — Adjustments to Change in Utility Plant in Service)

+ Net Change in Restricted Cash

Bond Proceeds transferred into Construction or Restricted Accounts

As further described below, D&P’s analysis led it to make a preliminary finding, based on
certain assumptions described below and as supported in the attached appendices, that in the five-
year period from June 30, 2010 through June 30, 2015, the amount of bond proceeds earmarked
for the Construction Fund exceeded the value of Utility Plant Additions after Adjustments and the
net change in the reported value of PREPA’s restricted cash by approximately $430 million.*®! To
contextualize this figure, we note the difference represents approximately 86% of the $500 million
in funds from PREPA’s 2013A Power Revenue bond offering that PREPA represented would be
allocated to the Construction Fund.®2 We chose to publish this finding, noting that further analysis
by other stakeholders, with mandates different from or broader than ours, could lead to additional,
more definitive findings on the subject.

(@) Explanation of D&P Analysis

The steps D&P followed to perform the analysis, in accordance with the methodology
described above, are as follows:

(i) Step One: Schedule of Sources and Uses of Bond Proceeds

D&P first constructed a schedule of sources and uses of PREPA bond proceeds from March
2010 to August 2013. D&P also examined uses in fiscal years 2014 and 2015. As of the date of
this report, PREPA has not issued financial statements for periods after June 30, 2015. The
schedule is reflected in Appendix B.1, which summarizes the amount of bond proceeds by issuance
and the stated purpose of the proceeds (as described in the relevant official statements) of a
“deposit to construction fund” for PREPA. As shown in Appendix B.1, approximately $1.3 billion

159 Fiscal year 2012 is the last one for which Puerto Rico published a full CAFR. In later years, Puerto Rico
published Basic Financial Statements. For purposes of this discussion, CAFRs refers to Puerto Rico’s
annual financial reporting both before and after fiscal year 2012.

160 An intended infrastructure use is marked as “Deposit to Construction Fund” and other related line items.
181 D&P reports that its analysis is subject to various factors that may make the specific values cited subject
to correction, while still directionally correct. Those factors could include, but are not limited to, timing
issues, informational integrity and data reliability, inaccurate assumptions, and lack of specific relevant
information.

162 See P.R. Elec. Power. Auth., Official Statement for Power Revenue Bonds, Series 2013A, 11 (2013).
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was earmarked for deposit to the Construction Fund which, as noted previously, is a fund
designated under PREPA’s Trust Agreement for use to build and improve infrastructure and capital
projects.*63

(i) Step Two: Prepare a Roll Forward of Capital Expenditures

As a second step, D&P examined certain PREPA financial records and auditor work papers
to prepare a “roll forward” of PREPA’s capital expenditures (PREPA internally designates capital
expenditures as “Additions”) in connection with its generation, transmission and distribution assets
(referred to as “Utility Plant in Service”) for the fiscal years ending June 30, 2010 through 2015.
Generally, a roll-forward analysis brings forward prior period information together with current
year information seeking both to reconcile changes in relationships and to provide data for
comparative and analytical purposes. D&P used this method to assess, in part, how much in bond
proceeds earmarked for the Construction Fund was reported by PREPA as having been expended
for Construction Use purposes (reflected as Additions).

According to D&P, Utility Plant in Service represents the primary operating asset class in
PREPA’s books and records. D&P did not identify any other significant asset class of a similar
nature. Therefore, D&P proceeded with the assumption that the funds allocated to Utility Plant in
Service are a reliable proxy for funds used for capital and project improvements, i.e., Construction
Use. D&P relied on two sources to analyze Utility Plant in Service: the PREPA balance sheets,
where those assets were classified as Capital Assets, and the work papers of PREPA’s auditor,
where those assets were classified as Utility Plant in Service. A detailed analysis of the roll
forward and related calculations including information from both sources is presented at Appendix
B.2.164

(iii) Step Three: Analyze Adjustments to Change in Utility Plant in
Service and “Construction Work on Progress”

As a third step, D&P analyzed the major components comprising Utility Plant Additions.
PREPA’s books and records include an account titled Construction Work in Progress (“CWIP”),
which is a subset of Utility Plant in Service. The major components of CWIP include accounting
entries for undistributed (capitalized) interest expense and overhead costs, reclassifications, and

163 We note that under PREPA’s Trust Agreement, funds in the “Construction Fund” are authorized to be
used for “Improvements,” defined to include “such improvements, renewals and replacements of the
System or any part thereof and such extensions and additions thereto as may be necessary or desirable, in
the judgment of the Board, to keep the same in proper condition for the safe, efficient and economic
operation thereof and to integrate into the System any unit or part thereof.” The Trust Agreement further
provides that the cost of Improvements “shall embrace the cost of acquisition or construction and equipment
and all other items of cost incident to such acquisition and construction and equipment and the financing
thereof.” Trust Agreement P.R. Elec. Power Auth. to U.S. Bank Nat’l Assoc. §8 101, 401, 403 (Aug. 1,
2011) (on file with author). Permitted uses of the Construction Fund under the Trust Agreement may
encompass uses beyond Construction Use. D&P’s analysis does not consider whether funds allocated to
the Construction Fund were used in accordance with the Trust Agreement.

164 D&P made estimates for PREPA accumulated depreciation in fiscal year 2010 of $5 billion utilizing a
“trend analysis” for years 2011-2015. D&P has considered this estimate not to be a material factor in the
development of information in the Appendices.
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contributed capital-plant. Based on information provided by PREPA’s auditor, D&P determined
that these type of Additions to CWIP, while appropriate for PREPA’s use in maintaining its books
and records, did not represent the type of fiscal activities relevant to this analysis. Specifically,
D&P made a determination that fiscal activities related to operating cost allocations, capitalized
expenses and third party transaction costs are not activities that fall within Construction Use.

In this manner, D&P sought to isolate and quantify Utility Plant Additions (as adjusted by
D&P) representing the expenditure of bond proceeds for each fiscal year specifically earmarked
for Construction Use. The Utility Plant Additions, as adjusted by D&P, are referred to as “Net
Additions”. The results of D&P’s analysis and the adjustments to Utility Plant Additions are
presented at Appendix B.3.16°

(iv) Step Four: Analyze Changes in Restricted Cash

Lastly, D&P analyzed PREPA’s restricted cash information as set forth in the CAFRs to
determine the balances in and changes to PREPA’s restricted cash accounts. This information is
set forth in Appendix B.4. D&P observed that bond proceeds earmarked for the Construction Fund
were deposited in PREPA’s restricted cash bank accounts and that the changes in restricted cash
accounts on the balance sheet from year to year serve as a proxy for the expenditure of cash by
PREPA for Construction Use.16®

D&P also observed that PREPA’s auditor work papers regarding restricted cash account
balances relating to the Construction Fund and other special funds for fiscal years ending June 30,
2011 to June 30, 2015 reflect significantly lower balances than PREPA’s restricted cash account
information set forth in the CAFRs (as shown in Appendix B.4). Further analysis would be
required to reconcile these differences. D&P determined that the changes in restricted cash
balances during the Subject Period were the important figures in measuring PREPA’s use of
Construction Funds. Because the overall changes in restricted cash balances measured from both
the CAFRs and auditor workpapers were similar (as reflected in Appendix B.4), D&P determined
that the differences in restricted cash balances between the CAFR and auditor workpaper balances
did not impact the analysis.

2. Summary Results of D&P’s Analysis

The summary results of D&P’s analysis, subject to the limiting conditions described herein,
are that the amount of bond proceeds in the Subject Period earmarked for the Construction Fund
exceed, by approximately $430 million, what PREPA reported as Net Additions and changes in
ending restricted cash account balances. The analysis undergirding these findings can be found in
Appendix B.5, which _reflects, by fiscal year, the amount of proceeds of bond issuances during the
Subject Period that PREPA designated for the Construction Fund, contrasted with what D&P

165 These adjustments were made for the periods June 30, 2012 to 2015, as information regarding fiscal
years 2010 and 2011 was not available.

166 D&P reported that it did not have access to sufficient information to make a definitive determination
that all funds in PREPA’s restricted cash bank accounts were, in fact, funds raised from bond offerings that
were earmarked for the Construction Fund. As such, D&P assumed that changes in restricted cash balances
relate to the Construction Fund, although additional facts may prove that assumption to be inaccurate.
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calculated were Utility Plant Additions (Net Additions), and the changes in ending restricted cash
account balances.

Notably, as shown in Appendix B.5, for fiscal years 2010 through 2014, D&P’s analysis
reflects that bond proceeds earmarked for the Construction Fund appear to be generally consistent
with PREPA’s actual deployment of those funds for Construction Use over that same period.

During fiscal year 2015, however, there was a significant decrease in the amount of
restricted cash held at PREPA based on the information sourced from the CAFRs.'®’ PREPA’s
fiscal year 2015 records do not reflect a corresponding increase in Utility Plant Additions (or Net
Additions as determined by D&P). D&P observed that, during this period of time, PREPA self-
reported experiencing severe liquidity challenges.'®®

We believe this analysis will be of assistance to parties whose particular interests may lead
them to pursue further inquiry on the subject of PREPA’s use of bond proceeds earmarked for
infrastructure and construction projects. The analysis underscores the importance of transparency
in how Puerto Rico and its entities account for and report on the use of bond proceeds.
Transparency gives investors the confidence that money they lend will in fact be used as
represented by Puerto Rico debt issuers. That confidence, in turn, is essential to a borrower’s
access to the capital markets. We include recommendations on how to carry forward this sort of
transparency in the conclusion of this Part.

C. PRASA

PRASA was incorporated on May 1, 1945 from the various water systems that then served
the island. Act 40 of 1945 (“The PRASA Act”) transferred “ownership, possession, operation,
and development thereby, of all the public aqueduct and sewer systems in Puerto Rico” to this new
agency.'®® It estimates a customer base of over 1.2 million, and, similarly to PREPA, holds an
effective monopoly over all water quality, water management, and water supply services in Puerto
Rico.r® Unlike PREPA, however, PRASA is one of the only Puerto Rico-Related Entities that
has yet, as of the date of this report, to default and is still paying the interest on its bonds, having
issued over $3.7 billion in debt since 2008 (the “PRASA Bonds”). As of February 2017, PRASA
had $4.568 billion in outstanding debt (including private loans).*"*

PRASA'’s system covers over 3,535 square miles, with 51 wastewater treatment plants, 116
water treatment plants, eight dams, and more than 20,000 miles of water and sewer pipes island

187 D&P relied on the CAFRs as the principal measurement tool for the changes in restricted cash balances
as these reports are public records published by the Puerto Rico government.

168 \We note that, in August 2014, PREPA entered into forbearance agreements with its credit agreement
lenders that required PREPA to, among other things, report each month on disbursements from the
Construction Fund. See Forbearance Agreement by and among P.R. Electric Power Auth. and Citibank, §
4(a)(viii) (Aug. 14, 2014). See Forbearance and Amendment Agreement by and among P.R. Electric Power
Auth., Scotia Bank De Puerto Rico et al., 8 4(a)(viii) (Aug. 14, 2014).

169 Act of May 1, 1945, No. 40. P.R. Laws Ann. tit. 22, § 140 (2018).

170 See P.R. Aqueducts & Sewer Auth., Investor’s and Financial Information: PRASA, at a glance (2018),
http://www.acueductospr.com/INVESTORS/Investors_ataglance.html.

1" Gov’t of P.R., P.R. Fiscal Agency & Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).
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wide.1”2 The system is split into five regions: North, South, East, West, and the San Juan
Metropolitan Area (“Metro” in Figure V.E).

Figure V.E: Map of PRASA Regions
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1. Prohibitions on Political Behavior for PRASA’s Board and Executives
Reduced Political Influence on PRASA’s Operations, and Allowed for
Consistency in Management and Vision

PRASA'’s current administrative hierarchy, described in Figure V.F, is largely a result of
the reorganization that occurred in 2004 when PRASA returned to government control after quasi-
privatization from 1994 to 2004.1”® When PRASA reorganized, Act 92 of 2004 established a
“decentralized managerial structure” with a nine-member Governing Board, an Executive
Director, an Infrastructure Executive Director responsible for the capital improvement program,
and five regional directorates in control of day-to-day operations in their regions.}’* Each region
is administered by its own Regional Executive Director, who is responsible for the “administering
and supervising of all the assets and employees of [PRASA] within his/her region” and reports to
the Executive Director of the Authority.*’

172 p R. Aqueducts & Sewer Auth., Investor’s and Financial Information: PRASA, at a glance (2018),
http://www.acueductospr.com/INVESTORS/Investors_ataglance.html.

17 By law, PRASA can enter into temporary contracts with private entities for them to take over its
operations. From 1995 to 2004, PRASA entered into two such agreements in succession: from 1995 to
2001, French conglomerate Vivendi operated PRASA, but the contract ended after Vivendi increased
PRASA'’s operational deficit to $685m; from 2002 to 2004, PRASA was operated by Ondeo de Puerto Rico
(a subsidiary of the water division of Suez S.A.) through and Operations and Maintenance contract.
According to individuals familiar with PRASA, the contract was mutually terminated for economic reasons.
174 p R. Laws Ann. tit. 22, § 143(f) (2018).

15 p R. Laws Ann. tit. 22, § 143(g) (2018).
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Figure V.F: PRASA’s Administrative Hierarchy
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As with other public corporations, the Governor appoints many of PRASA’s Board
members. The PRASA Act, however, also prohibits certain political behaviors for PRASA’s
Board members and top-level executives, including:

e “Contribut[ing] money directly or indirectly to any political parties, candidates, or
organizations;

e Perform[ing] or campaign[ing] to hold any office in the direction or organization of a
political party, nor run[ning] for an elective public office;

e Participat[ing] or collaborat[ing] directly or indirectly in a political campaign of any kind,
or in events of a political-partisan nature.”"

In addition, members of PRASA’s Board are precluded from being Authority employees
or related to any of the Authority’s unions. In comparison, PREPA’s governing laws did not
preclude similar types of political behavior until 2016.7

The evidence we reviewed, including the statements of several witnesses, supports the
conclusion that these measures allowed PRASA a relative degree of political independence that
has benefitted their fiscal management. For example, even though by law the governor has the
same level of involvement with PRASA’s hiring as with PREPA’s (e.g., the ability to appoint four
of its seven board members, who then appoint the Authority’s executives!’®), during our
investigation, we found fewer instances in which PRASA officials and management turned over

176 p.R. Laws Ann. tit. 22, § 143(m) (2018).
177 Act of Feb. 16, 2016, No. 4, 2016 P.R. Laws 8. See Part V.A.1.(d) for a further discussion.
178 p R. Laws Ann. tit. 22, § 143 (2018).
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with changes in administration. To the contrary, PRASA’s administration has been relatively
stable over the last 15 years.'”® For example, PRASA has only had four Executive Directors and
one CFO since 2004. PREPA, in comparison, has had more than that number of Executive
Directors and Finance Directors in the last eighteen months. Similarly, since February 2017, only
two of PRASA’s board members have changed,*® as compared to PREPA, whose entire Board
has been replaced twice in the same period, both times due to political circumstances. 8!

Nevertheless, despite the relatively stable management structure and prohibitions on
political activity, as is discussed in Part VV.C.2, during the Relevant Period, PRASA was subjected
to political pressures with respect to its rate-setting and historically relied on GDB and central
government funding for its operations in lieu of raising those rates—just as PREPA did, but with
dramatically different outcomes.

2. Reduced Government Subsidies and a $2 billion EPA Consent Decree
Forced PRASA to Raise Rates so It Could Reenter the Bond Market

In 2008, after a 20-year hiatus, PRASA reentered the municipal bond market to raise funds
to pay for almost $2 billion in capital improvements and remediation required by the EPA. Before
it could do so, PRASA had to raise in its rates—something it, much like PREPA, had not done in
20 years.

@) PRASA'’s Historical Reliance on Government Subsidies

During the Relevant Period, PRASA’s Governing Board was responsible for setting
PRASA’s rates'® and approving any modifications to ensure that they were sufficient “(a) to pay
the cost of maintaining, repairing and operating the Commonwealth Water System and the
Commonwealth Sewer System, including reserves for such purposes, and for replacement and
depreciation; (b) to pay the principal of and the interest on revenue bonds issued... as the same
shall become due, and reserves therefor, and (c) to provide a margin of safety for making such
payments.”® By law, changes in rates are subject to a formal approval process, including public

1% This is not to say that PRASA’s management has been devoid of controversy. In 2008 and 2015, various
PRASA union leaders and PRASA officials were indicted for federal bribery, fraud, and corruption charges.
See United States v. Hernandez-Pérez, No. 15-739 (D.P.R. 2015).

180 compare P.R. Aqueduct and Sewer Auth., Board and Meeting Minutes (Feb. 22, 2017), with P.R.
Agqueduct and Sewer Auth., Government Board Members,
http://www.acueductospr.com/JUNTA/index.html (last visited Aug. 16, 2018).

181 See Part V.A.1.(d) for further discussion on this topic.

182 PRASA has two types of water rates, depending on whether the usage is metered or not. Water usage
charges for metered customers are calculated using a combination of a base rate and a supplementary charge
for each cubic meter of use in excess of 10 cubic meters. The amount of the supplementary charge is
dependent on the diameter of pipes serving the customer as well as on customer class (e.g. a commercial,
industrial, or governmental customer, or a residential customer). Unmetered rates are determined by
customer class and type of use. Wastewater charges, which are charged alongside normal water charges,
are calculated in the same manner, although the base rates and adjustment rates are slightly lower. P.R.
Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012B (Senior Lien), 46 (2012).
182 See P.R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012B (Senior Lien).
183 p R. Laws Ann. tit. 22, § 158 (2018).
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hearings, before they can be implemented.! Although PRASA’s Board has had the legal
authority to adjust its rates without approval from the governor or the legislature, our investigation
found that in practice—just like PREPA—PRASA also appeared to be obligated to obtain
permission from the governor in order to raise its rates.

PRASA rates, like PREPA’s, failed to cover PRASA’s operational expenses for decades.
According to witnesses from PRASA and the executive branch, PRASA historically relied on
GDB and general fund appropriations to subsidize a significant portion of its operational costs.
According to PRASA’s own Consulting Engineer, these subsidies gave PRASA “few incentives
... to provide cost-effective services.”1%

(b) PRASA'’s Subsidies Were Reduced as a New EPA Consent
Decree Increased Its Capital Improvement Costs

In 2005, PRASA’s dependence on government subsidies began to change, when the
Acevedo Vild administration instructed PRASA that it was reducing appropriations by $400
million.*8  According to Governor Acevedo Vila, PRASA had been surviving on subsidies,
funded by tax dollars, instead of being independent. In order to reallocate those tax dollars,
Governor Acevedo Vila decided to reduce subsidies to PRASA in favor of PRASA reentering the
bond market to cover its capital improvement needs.

184 Act of May 31, 1985, No. 21. See also P.R. Aqueduct and Sewer Auth., Official Statement for Revenue
Bonds, Series 2012B (Senior Lien), 45 (2012) (“The Authority, under the Act, may change its rates and
charges upon the holding of a public hearing after publication of reasonable notice, except for a temporary
period or in cases of emergency when changes in rates and charges may be imposed without a public
hearing.”).

185 p R. Aqueduct and Sewer Auth., Official Statement for Revenue Refunding Bonds, 2008 Series A, 2008
Series B (Guaranteed by the Commonwealth of Puerto Rico), ES-2 (2008). PRASA’s liquidity issues are
exacerbated by PRASA’s high levels of water loss. In Fiscal Year ending 2016, non-revenue water (which
is the difference between total water produced and total water sales) accounted for 58.7% of the water
produced by the Authority (a decrease of nearly 15% from 2012’s 72.9%). See P.R. Aqueduct and Sewer
Auth., 2016 Consulting Engineer’s Report, 4-27 (2016). According to the Authority, these losses can be
attributed to a combination of theft, water delivered but not billed for, and hydrant use, with the vast
majority (82.96%) of physical water losses stemming from main breaks and other pipe leaks (a fact that
only serves to underline the sorry state of PRASA’s infrastructure). See P.R. Aqueduct and Sewer Auth.,
2016 Consulting Engineer’s Report, 5-26 (2016). In recent years, PRASA has attempted to reduce non-
revenue water through comprehensive billing campaigns and metering overhauls. See P.R. Aqueduct and
Sewer Auth., 2016 Consulting Engineer’s Report, 5-26 (2016). Nevertheless, although there have been
improvements over the last five years, PRASA’s percentage of water loss is still extremely high compared
to that experienced by other water utilities in the US and Canada. See P.R. Aqueduct and Sewer Auth., 2016
Consulting Engineer’s Report, 4-28 (2016).

18 KPMG, Puerto Rico Aqueduct and Sewer Authority, Basic Financial Statements, 1-2 (2007) (as included
in P.R. Aqueduct and Sewer Auth., Official Statement for Revenue Refunding Bonds, 2008 Series A, 2008
Series B (Guaranteed by the Commonwealth of Puerto Rico), 44 (2008) (“The Commonwealth has indicated
that it no longer intends to provide these subsidies to the Authority™)).
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Around the same time, PRASA was negotiating its eighth consent decree with the EPA.#’
In 2006, PRASA pled guilty to 15 felony counts of violating the Clean Water Act, which resulted
in a record-breaking $9 million criminal penalty, $1 million in fines, and a comprehensive civil
settlement with the US Government (the “2006 Consent Decree”).*® As part of the settlement,
PRASA agreed to make certain capital improvements and remediation estimated to cost $1.7
billion.18°

() PRASA Raised Its Rates

In 2005 and 2006, PRASA raised its rates by 128% in two phases.*®® As part of the rate
increase, however, PRASA’s Board included, as part of the rate resolution, limits on PRASA’s
ability to raise rates in the future.'® These limits prevented PRASA from raising rates for a period
of five years, after which it could not independently raise rates more than 4.5% in a year, or 25%
cumulatively across a series of years.%2

(d)  Strict Enforcement of The Bond Rate Covenants Forced
PRASA to Raise Rates Again

As noted earlier, in 2008, PRASA returned to the bond market after a 20-year absence.
Pursuant to the PRASA Act, PRASA’s Board has authority to approve the bond issuances. As
discussed in Part V.B, in practice, GDB, in its capacity as fiscal agent, oversaw the entire bond
issuance process as to PRASA during the Relevant Period, and the GDB Board had to approve the
issuance, including selection of underwriters.

According to the Official Statements from the 2008 PRASA offerings, the proceeds from
the $1.6 billion in 2008 Senior Revenue Bonds went, in part, to help fund PRASA’s $1.98 billion
capital improvement program, with a specific emphasis on the projects required by the 2006
Consent Decree.'® In connection with the 2008 bond issuances, PRASA entered into a Trust

187 Since 1995, the EPA, through the U.S. Department of Justice, has entered into eight Consent Decrees
with PRASA relating to violations of the Clean Water Act (“CWA”), the Clean Air Act (“CAA”), and the
Safe Drinking Water Act (“SDWA”). See Press Release, Department of Justice, Puerto Rico Agueduct and
Sewer Authority Indicted for Environmental Crimes; Will Pay $10 Million in Criminal and Civil Fines and
Spend $1.7 Billion Improving Wastewater Treatment (June 22, 2006)
https://www.justice.gov/archive/opa/pr/2006/June/06_enrd_382.html.

1885ee Press Release, Department of Justice, Puerto Rico Aqueduct and Sewer Authority Indicted for
Environmental Crimes; Will Pay $10 Million in Criminal and Civil Fines and Spend $1.7 Billion Improving
Wastewater Treatment (June 22, 2006)
https://www.justice.gov/archive/opa/pr/2006/June/06_enrd_382.html.

189 See Notice of Lodging of Modification of Consent Decree Under the Clean Water Act, Notice No. 06-
6048, 71 Fed. Reg. 38,660 (July 7, 2006).

190 See P.R. Aqueduct and Sewer Auth., Investor Presentation, 28 (Mar. 3, 2008).

191 See P.R. Aqueduct and Sewer Auth., 2012 Consulting Engineer’s Report, 5-2 (2012).

192 See P.R. Aqueduct and Sewer Auth., 2012 Consulting Engineer’s Report, 5-2 (2012).

193 See P.R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series B (Guaranteed by the
Commonwealth of Puerto Rico), 1 (2008).
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Agreement (the “PRASA Trust Agreement”), which contained a rate covenant requiring PRASA
to set rates sufficient to cover operations, as well as 120% of principal and interest due.*%

After the 2008 bonds, PRASA did not raise rates again for another four years. From 2008
to 2012, according to PRASA’s Chief Financial Officer, PRASA avoided another rate increase
through Central Government appropriations of approximately $250 million.?% Specifically, in
2011, appropriations were made “in order to permit [PRASA] to meet is debt service and operating
expense requirements without having to increase its rates.”'%

In 2012, PRASA issued the Series 2012A and Series 2012B (Senior Lien) Revenue Bonds
for a combined $2.1 billion. According to the Official Statement, the Series 2012A bond was
issued to “(i) repay certain lines of credit provided by the Government Development Bank to the
Authority as interim financing for a portion of its capital improvement program, (ii) finance a
portion of the Five-Year [Capital Improvement Program], (iii) make a deposit to the newly created
Budgetary Reserve Fund, (iv) pay capitalized interest on the Series A Bonds through July 1, 2013,
and (v) pay the costs of issuance.”*®” The Series 2012B bonds were issued to “(i) provide funds
to repay a bond anticipation note issued by the Authority in the aggregate principal amount of $241
million, the proceeds of which were used to repay certain of the Authority’s outstanding
indebtedness, (ii) provide funds to repay certain lines of credit provided by Government
Development Bank to the Authority to finance operative expenses and as interim financing for a
portion of its capital improvement plan, (iii) pay capitalized interest on the Series B Bonds through
July 1, 2013, and (iv) pay the costs of issuance.”*%

The 2012 bonds were issued under an amended and restated Trust Agreement (the
“Amended PRASA Trust Agreement”). The Amended PRASA Trust Agreement “provides for,
among other things, (i) a gross lien on Authority Revenues... to secure the payment of debt service
on Bonds and Other System Indebtedness and (ii) a revised rate covenant and revised additional
bonds test.”1%° As such, PRASA’s operating revenues would first go to paying its debt obligations
before paying current expenses.?®

194 Trust Agreement from P.R. Aqueducts and Sewer Auth. to Banco Popular de P.R. § 7.01 (Feb. 12, 2012)
(on file with author).

1% p R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012B (Senior Lien), 7
(2012).

1% p R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012B (Senior Lien), 7
(2012).

197 p R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012A (Senior Lien), 13
(2012).

1% p R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012B (Senior Lien), 13
(2012)

199 p R. Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012A (Senior Lien), 3
(2012).

20 p R, Aqueduct and Sewer Auth., Official Statement for Revenue Bonds, Series 2012A (Senior Lien), 3
(2012).
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Also in connection with the 2012 bonds, PRASA entered into a revised Fiscal Oversight
Agreement with GDB. The revised FOA, in order to keep PRASA compliant with the amended
Trust Agreement, required PRASA to raise rates in the event appropriations ceased:

To the extent that the Commonwealth determines not to request an appropriation or
otherwise fails to provide an additional funding source in an amount equal to at
least the Budgetary Reserve Requirement for a fiscal year, the Authority shall be
obligated to either promptly revise its rates fees and charges or to otherwise increase
Operating Revenues or decrease expenses to ensure that it will be in compliance
with the Rate Covenant under the Trust Agreement.2%

As discussed in Part IV.D, in 2013, Governor Garcia Padilla’s administration decided to
cease appropriations to the Public Utilities. As a result, in 2013, PRASA raised rates again, this
time by 60%.%%2

According to a former GDB President, Governor Garcia Padilla was forced to raise water
rates as a result of the terms and conditions of PRASA’s 2012 bond deal, which acted as a poison
pill. The rate increase implemented in 2013, according to the same GDB President, was only
undertaken because GDB and the Government lacked sufficient funds to provide PRASA with the
subsidy required to avoid a rate increase in connection with the 2012 bond deal. To meet the terms
of that deal, PRASA commenced the rate increase process.

As of the publication of this report, PRASA has not filed for relief under PROMESA.

D. Conclusions and Recommendations

Before the Public Utilities can regain access to the capital markets, they have to regain the
trust of investors and the market. To do so, the public must have comfort that the Public Utilities’
collected revenues are sufficient to cover operational expenses and debt service as required by the
debt covenants in their respective Trust Agreements, as well as necessary capital improvements.
In other words, they have to show that they are more self-sustaining than they have been in the
past.

201 Compare Gov’t of P.R., P.R. Aqueduct and Sewer Auth., Revised Fiscal Oversight Agreement, § 1.1
(2012) with Gov’t of P.R., P.R. Elec. and Power Auth., Fiscal Oversight Agreement, (2009) (does not
contain an analogous provision).

202 5ee Moody’s Inv. Serv., Puerto Rico Aqueduct and Sewer Authority Approves 60% Rate Increase, a
Credit Positive (July 11, 2013) (available from Moody’s Inv. Serv.). PRASA’s return to reliance on
appropriations instead of raising rates sufficient to cover expenses did not go unnoticed by investors: In
2013, when Standard & Poor’s lowered the credit rating for the Authority’s senior lien revenue bonds to a
non-investment grade ‘BB+’ in 2013, it cited PRASA’s “Historically poor financial performance, stemming
from unwillingness to raise rates, deficient billing and collection systems, and low liquidity, all of which
historically constrained the utility from generating consistent operating surpluses,” as one of the main areas
of concern. A more in depth analysis of the relationship between the Credit Rating Agencies and the Public
Corporations, including PRASA, can be found in Part X.
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To the extent the Public Utilities remain public corporations, as opposed to being
privatized, we make the following recommendations for consideration by the elected officials of
Puerto Rico:

1. Create Boards of Directors with a Mix of Independent and Governor-Appointed
Members. Recompose the Boards of Directors for the Public Utilities to include a greater mix of
Governor-appointed and independent members, with longer and staggered terms across
administrations.

2. Establish an Audit Committee Comprised of a Majority of Independent Board
Members. The role of the csommittee would be to verify financials and compliance with rate
covenants. The committee should be instructed to exclude uncollected revenues from rate
covenant calculations, including CILT (to the extent it still exists).

3. Adopt Specific Requirements for the Public Utilities to Disclose Their Actual Use
of Bond Proceeds. Such measures might include, for example, legislation requiring Puerto Rico’s
Public Utility issuers to provide and make public a report, issued on a periodic basis (e.g., quarterly
or bi-annually) and certified by a senior-level officer, itemizing how the proceeds of public bond
issuances have been used within the period covered by the report. Another measure that might be
considered is a requirement that an independent engineer or general contractor certify, on an annual
basis, that bond proceeds earmarked for infrastructure have been expended according to plan
and/or publicly represented uses. Auditing firms can also be retained to express an opinion on
whether or not the Public Utilities’ books and records accurately report on how the proceeds of
bonds issuances are used.

4. Establish Independent Rate Boards for Both PREPA and PRASA. These rate
boards will be tasked with setting and adhering to rate changes on a predictable, market-responsive
schedule.

5. Empower an Independent Fiscal Agent to Implement FOAs With the Public
Utilities That Require Compliance With Rate Covenants, Consistent With our Recommendations
in Part IV.G. To promote fiscal responsibility, the FOAs should address reduction of unnecessary
or bloated expenses, in addition to considerations of rate increases.

6. Do Away With CILT. On the basis of the evidence we reviewed about the Relevant
Period, we conclude that the elected officials of Puerto Rico consider doing away with CILT
altogether, as they have resulted in costs being passed along to the consumers, as well as significant
uncollected revenues at PREPA.
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PART VI
COFINA

As part of our investigation, we examined the creation and use of COFINA, a public
corporation created in 2007 for the purpose of issuing bonds payable from and secured by Puerto
Rico’s sales and use tax (“SUT,” also known in Spanish as the impuesto sobre ventas y uso, or
L‘IVUH)l

Representing $17.6 billion in outstanding debt, the bonds that COFINA issued (“COFINA
Bonds”) constitute nearly 25% of Puerto Rico’s total public sector debt.® Accordingly, to
understand the nature of the Puerto Rico debt crisis, it is useful to trace the history of COFINA.
That history exemplifies the extent to which Puerto Rico turned to debt to address difficult times
without solving the underlying persistent operating deficits. This approach may have prolonged
the day of reckoning but, unchecked by constitutional limitations, it added several billions more
to Puerto Rico’s debt problem.

On Saturday, May 13, 2006—as a partial resolution to political gridlock between Puerto
Rico’s Executive Branch and Legislative Assembly concerning proposed tax reform and the
budget for fiscal year ended 2006—then-Governor Anibal Acevedo Vila signed several new laws
designed to address Puerto Rico’s ongoing “structural imbalance.” “Structural imbalance” here

! Gov’t of P.R., P.R. Fiscal Agency and Fin. Advisory Auth., Fiscal Plan for Puerto Rico, 27 (2017).
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refers to the extent to which Puerto Rico’s operating expenses exceeded its recurring revenues.?
Among the new laws was Act No. 91 of May 13, 2006 (“Act 91-2006").3

As described further below, Act 91-2006 created a mechanism to pay or refinance Puerto
Rico’s so-called “extraconstitutional debt” in existence as of June 30, 2006, which, according to
the Act’s “Statement of Motives,” had substantially affected Puerto Rico’s credit.
“Extraconstitutional debt” (also called *“appropriation debt”) means Puerto Rico debt payable
solely from legislative appropriations with no identified source of repayment and not backed by
Puerto Rico’s full faith, credit and taxing power.® According to GDB witness accounts, as
discussed below, by 2006 the amount of extraconstitutional debt had become a burden to the
General Fund.

To that end, Act 91-2006 created a special fund called the “Urgent Interest Fund” (“UIFE”)
and required a portion of future tax revenues from an anticipated new consumption tax (the details
of which were at the time still being negotiated) to be deposited into the fund. Act 91-2006 also
required that the moneys deposited in the fund be used to pay or refinance the extraconstitutional
debt.”

A year later, COFINA was created through Act No. 56 of July 5, 2007 (“Act 56-2007”).”
Act 56-2007 further amended Act 91-2006, after it had already been amended once through Act
291 of December 26, 2006 (“Act 291-2006).8 By the time of Act 56-2007’s enactment, the
anticipated SUT had been created under the Taxpayers Justice Act of 2006.° Act 56-2007 created
a special fund called the “Fondo de Interés Apremiante” (the “F1A Fund” or the “Dedicated Sales
Tax Fund”) and required that a portion of the revenues collected from the SUT be transferred to
the FIA Fund. Under Act 56-2007, the FIA Fund was transferred to COFINA, and COFINA was
authorized to issue bonds, pledge the moneys deposited into the FIA Fund to secure payment on
the bonds, and use the proceeds of the bond sales to pay or refinance the extraconstitutional debt
in existence as of June 30, 2006. According to statements by GDB, such extraconstitutional debt
totaled approximately $6.847 billion at that time.'® Through 2008, COFINA issued several series

% See, e.g., Commonwealth of P.R., Financial Information and Operating Data Report, 55 (June 1, 2006)
(“During fiscal year 2005, the amount by which the Commonwealth's operating expenditures exceeded its
recurring revenues (the so-called structural imbalance) was approximately $1 billion.”).

® Act of May 13, 2006, No. 91, 2006 P.R. Laws 246.

* Act of May 13, 2006, No. 91, Statement of Motives, 2006 P.R. Laws 246, 247.

® Gov’t Dev. Bank for P.R., Public Debt Report: Fiscal Year 2006 and First Six Months of Fiscal Year
2007, 1 (May 3, 2007) (“The main challenge that the Government of Puerto Rico had with our public debt
was the appropriations debt (or as we call it in Puerto Rico, the ‘extraconstitutional debt.”)”); id., 4 (*This
debt was issued throughout the years and is mostly debt authorized by legislations but with no identified
sources of repayment[.]”).

® Act of May 13, 2006, No. 91, §8 2-3, 2006 P.R. Laws 246, 247-248.

" Act of July 5, 2007, No. 56, 2007 P.R. Laws 173.

® Act of Dec. 26, 2006, No. 291, 2006 P.R. Laws 1110.

° Act of July 4, 2006, No. 117, 2006 P.R. Laws 1231.

19 Gov’t Dev. Bank for P.R., Public Debt Report: Fiscal Year 2006 and First Six Months of Fiscal Year
2007, 4 (May 3, 2007) (“[W]e still need to comment on the appropriation debt that as of June 30, 2006
totaled $6,847 million and to which no further obligations will be added.”).
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of bonds totaling approximately $5.23 billion, the net proceeds of which were to pay or refinance
the extraconstitutional debt.

In January 2009, a new administration led by Governor Luis Fortufio calculated Puerto
Rico’s fiscal imbalance to be in excess of $3 billion.!! On January 8, 2009, the Governor declared
a fiscal emergency?? and shortly thereafter, on January 14, 2009, signed Act No. 1 into law (“Act
1-2009”).%3 Act 1-2009 further amended Act 91-2006 to increase the portion of the SUT revenues
allocated to COFINA and to expand the permitted uses of COFINA bond proceeds. Under Act 1-
2009, COFINA bond proceeds were now permitted to be used for a number of purposes beyond
paying or refinancing extraconstitutional debt, including to fund Puerto Rico’s general operating
expenses. In 2009 through 2011, COFINA continued to issue bonds, and the outstanding principal
amount of COFINA bond issuances increased to approximately $16.3 billion.

Since then, certain of Puerto Rico’s creditors, including holders of Puerto Rico’s GO Bonds
(“GO _Bondholders™), have challenged the transfer of ownership to COFINA of its allocated
portion of the SUT revenues. They seek to undo the transfer of the SUT revenues so that those
revenues are available to satisfy amounts owed on their GO Bonds. Among other things, they
assert that COFINA was created to circumvent Article VI of Puerto Rico’s Constitution, which
they claim gives them a priority claim to Puerto Rico’s “available resources.” ** This priority
claim under Avrticle V1 of the Puerto Rico Constitution is often referred to as a “Clawback Right.”*®
The GO Bondholders’ challenges have been the subject of litigation in the Title 111 Proceedings.®

1P R. Exec. Order No. OE-2009-001, 1 (Jan. 8, 2009).

12 p R. Exec. Order No. OE-2009-001, 1 (Jan. 8, 2009).

B3 Act of Jan. 14, 2009, No. 1, 2009 P.R. Laws 1.

14 See, e.g., Commonwealth Agent’s Mot. for Summ. J. and Mem. of Law, 29-30, Official Comm. of
Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.), Tit. I1l Case No. 17-3283-LTS,
No. 17-00257-LTS (D. P.R. Mar. 6, 2018), ECF No. 347-2 (“In its twelfth cause of action, the
Commonwealth Agent seeks a declaration that the purported transfer of SUT revenues to COFINA is
unconstitutional and void because, on its face, Act 91 (as amended to create the COFINA structure)
constitutes an impermissible evasion of Puerto Rico’s . . . constitutional debt priority.”).

!> The term “clawback” as used in this Report refers to rights arising under Article VI of the Puerto Rico
Constitution. It is not meant to refer to other types of clawback rights that may arise under statute or
contract.

16 0On June 5, 2018, it was announced that the COFINA and Puerto Rico agents had reached a settlement in
principle to resolve the COFINA-related litigation in the Title 111 Proceedings. The parties moved for a 60-
day stay of such proceedings. See Joint Urgent Mot. of Commonwealth Agent and COFINA Agent Req.
That Ct. Hold Decision on Mots. for Summ. J. in Abeyance for 60-Day Period, Official Comm. of
Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.), Tit. Il Case No. 17-3283-LTS,
Adv. No. 17-00257-LTS (D.P.R. Jun. 5, 2018), ECF No. 484. The Court has since granted a renewed
motion to extend the stay of such proceedings through September 13, 2018. See Order Granting Joint
Urgent Mot. of Commonwealth Agent and COFINA Agent Req. an Extension of the Date through which a
Dec. on the Mots. For Summ. J. Will Be Held in Abeyance, Official Comm. of Unsecured Creditors v.
Whyte (In re Fin.Oversight & Mgmt. Bd. for P.R.), Tit. Il Case No. 17-3283-LTS, Adv. No. 17-00257-
LTS (D.P.R. Aug. 3, 2018), ECF No. 539.
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Our investigation focused on several questions, including:

Why was COFINA created? Where did the idea come from and how did it come about?

Is there any evidence that COFINA was designed to evade Article VI of the Puerto
Rico Constitution, including the Clawback Rights of GO Bondholders?

To what extent did GDB consult with legal counsel concerning the viability of the
COFINA structure, particularly concerning the Clawback Right issues? What was
counsel’s views and to what extent were those views disclosed to purchasers of
COFINA Bonds?

How were COFINA Bonds marketed? Does anything about their manner of sale raise
concerns for evaluation by potential claimants or policymakers? How were they
received in the marketplace?

Why was the COFINA program expanded from a means to pay or refinance existing
extraconstitutional debt to a means to finance Puerto Rico’s ongoing operations and
fund budget deficits? Relatedly, how did the outstanding amount of debt on COFINA
bond issuances grow to over $17.6 billion ($16.3 billion in principal amount issued,
plus accreted interest), totaling nearly 25% of Puerto Rico’s total public sector debt?

How have other states or municipalities used a tax securitization strategy like COFINA,
and what lessons can be learned from that use?

A summary of our key findings is as follows:

Although COFINA was created in 2007 to pay or refinance Puerto Rico’s existing
extraconstitutional debt, GDB began to consider sales tax securitization strategies in
early 2005 as a potential well-rated financing source in order to help solve Puerto
Rico’s structural imbalance. GDB consulted with third party financial institutions
about such strategies. At that time, the contemplated use was not specifically tied to
extraconstitutional debt;

GDB also consulted with several law firms concerning the dedicated sales tax and
COFINA structure, as well as the potential Clawback Right issues arising from the
same;

As reflected in emails that have been made public in the Title 111 Proceedings, an
attorney from a mainland US firm expressed doubts to GDB as to whether the sales tax
revenue, even if transferred and assigned to a public corporation, could be carved out
from GO Bondholders’ Clawback Rights. That view was not shared with investors;

COFINA obtained and received a favorable opinion from a different mainland US law
firm, as well as from a Puerto Rico law firm and the Secretary of Justice of Puerto Rico,
each of which opined that the sales tax revenues would not be subject to GO
Bondholders’ Clawback Rights;
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e COFINA Bonds were marketed based on the strength of the legal opinions that held
that the SUT revenues would not be subject to GO Bondholders’ Clawback Rights;

e COFINA Bonds received strong ratings based in part on the strength of these legal
opinions and were rated higher than Puerto Rico’s GO Bonds;

e Notwithstanding the issuance of approximately $5.23 billion in COFINA Bonds in
2007 and 2008, Puerto Rico continued to struggle with its structural imbalance;

e In 2009, the permitted use of COFINA Bond proceeds was expanded in response to
what was viewed as a fiscal emergency and the belief that there were no better options
to address a $3.2 billion budget deficit;

e COFINA Bonds were understood to not be subject to the Constitutional Debt Limit.
Accordingly, COFINA issued them unconstrained by that limitation; and

e Notwithstanding the absence of political consensus in Puerto Rico concerning raising
rates for power and water, raising taxes, or cutting benefits, there was relatively little
political opposition to the broadening of permissible uses for COFINA funds. COFINA
became a relatively easy source of liquidity that staved off the need to find a more
permanent solution to Puerto Rico’s financial problems.

A. COFINA Was Created To Pay or Refinance Extraconstitutional Debt, Although
There Is Evidence That GDB Initially Considered A Broader Use

1. GDB Began To Consider A Sales Tax Securitization Strategy in 2005

Through our investigation, we learned that officials at GDB considered the potential use of
a COFINA-like sales tax securitization as early as 2005.17 Generally speaking, a “securitization”
is the process through which revenue-generating assets are packaged into securities that are then
sold to investors.'® The cash flows generated by the underlying assets are used to pay principal
and interest on the securities.’® The securities themselves are “backed” or supported by the
assets.?% In the case of a sales tax securitization like COFINA, a portion of the tax revenue
collected from the sales tax constitutes the asset backing the securities. For reasons discussed

7 See, e.g., Ex. 3 at 2, Decl. of Donald Burke in support of Mot. for Summ. J. of the Ad Hoc Group of
General Obligation Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight &
Mgmt. Bd. for P.R.), Tit. Il Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 5, 2018), ECF
No. 345-5 (“As you may or may not know, at the request of GDB in early 2005, Hawkins prepared a
memorandum evaluating the strategies to accomplish securitization and concluded that securitization is
achievable under the Constitution.”).

18 Moody’s Investors Service Special Comment, Demystifying Securitization for Unsecured Investors, 1
(Jan. 2003) (available through Moody’s Investors Service).

19 Moody’s Investors Service Special Comment, Demystifying Securitization for Unsecured Investors, 1
(Jan. 2003) (available through Moody’s Investors Service).

20 Moody’s Investors Service Special Comment, Demystifying Securitization for Unsecured Investors, 1
(Jan. 2003) (available through Moody’s Investors Service).
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further below, sales tax-backed bonds generally receive good credit ratings, due in part to their
dedicated source of cash flows from tax revenues that do not flow through a government’s general
fund.

According to various witness accounts, in early 2005, then-President of GDB William
Lockwood expressed concern about the government’s declining credit quality and a desire to find
a stable, higher-rated financing source. Mr. Lockwood expressed an interest in the possibility of
Puerto Rico employing a sales tax-supported new debt issuer. By some accounts, the concept of
a sales tax securitization may have originally been proposed by Lehman Brothers (“Lehman”).

By early 2005, Puerto Rico had experienced several consecutive years in which its
recurring revenues were insufficient to cover its operating expenditures, #* reflecting a structural
imbalance.??> As explained in Part IV of this Report, in order to balance its budget each year,
Puerto Rico had relied on various non-recurring, stop-gap measures, including borrowing
substantial amounts from GDB. In fiscal year ended 2003, for example, Puerto Rico balanced its
budget with a GDB loan of $250 million.?® In fiscal year ended 2004, it balanced its budget with
a GDB loan of $233 million.?* And its budget for fiscal year ended 2005 included an additional
GDB loan of $550 million.

The CRAs noticed both Puerto Rico’s annual operating deficits and its use of stop-gap
measures (particularly the GDB loans), and they lowered Puerto Rico’s GO Bond credit ratings.
For example, in September 2004, Moody’s announced that it was changing its ratings outlook on
Puerto Rico’s outstanding GO Bond debt from “stable” to “negative.”?® As noted in the
corresponding Moody’s report, the outlook change reflected Moody’s concern over Puerto Rico’s

2! See, e.g., Commonwealth of P.R., Financial Information and Operating Data Report, 51 (Dec. 1, 2005)
(“The Commonwealth is currently experiencing a budget imbalance in fiscal year 2006 which comes in the
wake of several recent fiscal years during which the Commonwealth had insufficient recurring revenues to
cover its expenditures.”).

22 Commonwealth of P.R., Financial Information and Operating Data Report, 55 (June 1, 2006).

23 Commonwealth of P.R., Financial Information and Operating Data Report, 44 (Aug. 1, 2004) (“General
Fund total net revenues for fiscal year 2003 were $7.592 billion . . . . This amount excludes proceeds of a
loan of $250 million obtained from GDBI.]”).

4 Commonwealth of P.R., Financial Information and Operating Data Report, 50 (Dec. 1, 2005) (“General
Fund total net revenues for fiscal year 2004 were $7.985 billion . . . . This amount excludes proceeds of a
loan of $233 million obtained from GDBI.]").

% Commonwealth of P.R., Financial Information and Operating Data Report, 43 (Aug. 1, 2004)
(“Budgeted revenues also include the proceeds of a $550 million loan from GDBI.]”).

26 Moody’s Investors Service, Moody’s Assigns Baal Rating and Negative Outlook to Puerto Rico’s G.O.
Bonds, 1-3 (Sept. 21, 2004) (available through Moody’s Investors Service) (“The assignment of a negative
rating outlook at this time reflects Moody’s growing concerns regarding the Commonwealth’s financial
performance, particularly the failure to balance General Fund operations in the past two fiscal years without
resorting to GDB loans late in the year, the increased structural imbalance programmed into the adopted
fiscal 2005 budget, and the possibility of further growth in the Commonwealth’s already very large
unfunded pension liabilities . . . . The unexpected resort to GDB loans to balance the budget in 2003 and
2004, large structural imbalance in 2005, and potential for increased pension funding costs and/or growth
in already very large unfunded liabilities are the primary causes for concern.”).
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financial performance and that it was balancing the budget in part through loans from GDB.?" In
May 2005, Moody’s and S&P each announced downgrades to Puerto Rico’s GO Bond debt ratings:
from “Baal” to “Baa2” and from “A-” to “BBB,” respectively.?® These CRAs cited a concern
over Puerto Rico’s financial performance, including the structural imbalance in its budget, the lack
of availability of additional recurring revenue sources, as well as uncertainty surrounding the
approval of a budget for fiscal year ended 2006.%°

It was under these circumstances that, according to witness accounts, Mr. Lockwood
expressed an interest in a sales tax-supported financing structure. Although Puerto Rico did not
have a sales tax at this time, Puerto Rico was considering one as part of the general evaluation of
tax reform that it was then undertaking.®® Witnesses told us that Mr. Lockwood viewed a sales tax

2 Moody’s Investors Service, Inc., Moody’s Assigns Baal Rating and Negative Outlook to Puerto Rico’s
G.O. Bonds, 2 (Sept. 21, 2004) (available through Moody’s Investors Service) (“Similar to the experience
in fiscal 2003, the Commonwealth was forced to borrow from the GDB late in the fiscal year in order to
balance the budget and ensure repayment of outstanding tax and revenue anticipation notes (TRANSs). The
$233 million loan is similar in size to the $250 million loan in 2003, and both loans reportedly have an
expected repayment term of five years . . .. The Commonwealth’s adopted budget for 2005 is similar to
the Governor’s proposal earlier in the year, and includes an approximate 6.5% increase in General Fund
spending to $8.9 billion (including debt service transfers). The budget is not structurally balanced, with
expenditures exceeding ongoing revenues by a wide margin. As previously reported, the gap will be funded
largely via a $550 million loan from the GDB.”); see also Moody’s Investors Services, Moody’s Assigns
Baal Rating and Stable Outlook to $732 Million Commonwealth of Puerto Rico General Obligation Bonds,
2 (Apr. 29, 2004) (available through Moody’s Investors Service) (“Despite efforts early in the year to
identify revenue variances, spending pressures, and remediation plans, the Commonwealth was again
forced to rely on various non-recurring measures, including $70 million of federal stimulus aid and a $250
million GDB loan, in order to balance its budget in fiscal 2003. This represented the third consecutive year
of deficit operating results and reliance on non-recurring budget fixes.”).

28 Moody’s Investors Service, Moody’s Downgrades Commonwealth of Puerto Rico’s G.O. Bonds to Baa2
(May 23, 2005) (available through Moody’s Investors Service); see Gov’t Dev. Bank for P.R.,
Commonwealth of Puerto Rico Standard & Poor’s Historical Ratings,
http://www.gdb.pr.gov/investors_resources/credit_ratings/RatingSP-PR.pdf.

29 Moody’s Investors Service, Moody’s Downgrades Commonwealth of Puerto Rico’s G.O. Bonds to Baa2,
1 (May 23, 2005) (available through Moody’s Investors Service) (“The May 19 downgrade reflects: the
Commonwealth’s deteriorating General Fund financial condition[,] . . . a greater-than-expected decline in
the Commonwealth-owned Government Development Bank’s net liquidity position during 2005[,] . . . [and]
a significant increase in the Commonwealth’s outstanding tax-supported debt, now approaching 60% of
personal income[.]”); id., 2 (“The plan is to cover the new cash needs with . . . proceeds from an upcoming
$520 million PRIFA bond sale . . . and other one-time sources™); id., 3 (“The Governor has outlined a
budget plan that attempts to balance revenues and expenditures without the need for deficit borrowing. . . .
[TThe legislature is expected to present its alternative budget proposals by mid June.”); see also
Commonwealth of P.R., Financial Information and Operating Data Report, 27 (Dec. 1, 2005).

%0 See, e.g., Official Statement, Commonwealth of P.R., Public Improvement Bonds of 2005, Series A
(General Obligation Bonds), 3 (Sept. 24, 2004) (“The Commonwealth is evaluating a revenue-positive tax
restructuring which includes the imposition of a consumption tax and a lowering of the current income tax
rates applicable to middle income taxpayers.”); see also Moody’s Investors Service, Moody’s Assigns Baal
Rating and Negative Outlook to Puerto Rico’s G.O. Bonds, 2 (Sept. 21, 2004) (available through Moody’s
Investors Service) (“The administration refers to the 2005 plan as a ‘transitional budget,” noting the
possibility of a significant tax restructuring that will be revenue-positive in 2006. The restructuring, if
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as a practical measure to capture the revenues of the portion of the economy that was not paying
taxes, and he favored a sales tax-supported debt issuer as a potential stable revenue stream.
According to witness accounts, GDB was looking to find a well-rated financing source to fund
deficits with lower borrowing costs, and other states had some success with bonds backed by sales
taxes.

In addition to consulting with Lehman about a potential sales tax securitization, GDB
officials also worked with bankers at Goldman, Sachs & Co. (“Goldman”) on the structure. GDB
later selected Lehman and Goldman as lead underwriters for the inaugural COFINA Series 2007A
issuance (discussed below).3!

2. GDB Obtained The Views of Counsel Regarding Constitutional Issues

During this time, GDB also discussed a sales tax securitization strategy with lawyers at
Sidley Austin LLP (“Sidley”) and Hawkins. Sidley (through Brown & Wood LLP, with which
Sidley merged in 2001) had served as Puerto Rico’s bond counsel for decades. Hawkins was also
a prominent firm in the municipal bond space and had at times served as counsel for GDB.

One of the key issues counsel considered was whether, under Article V1 of the Puerto Rico
Constitution, the sales tax revenue could effectively be “diverted” from the General Fund so as not
to be subject to priority claims by GO Bondholders. As discussed in Part 111 of this Report, Article
VI, Section 8 of the Puerto Rico Constitution provides that holders of public debt (i.e., GO Bond
debt) have priority rights to be paid from “available resources,” ahead of all other debts, in the
event of a revenue shortfall.®? In such a case, Article VI, Section 2 of the Puerto Rico Constitution
authorizes the Secretary of Treasury to apply “available resources” to payment of public debt upon
the suit of any bondholder.®® If the portion of the SUT allocated to COFINA were determined to
constitute “available resources” under the Puerto Rico Constitution, then the holders of public debt
would have a priority claim to those funds.

Publicly available evidence reflects that sometime prior to mid-March 2006, at least one
attorney had advised GDB that, under the Puerto Rico Constitution, the SUT could not be diverted
away from the General Fund. Ina March 10, 2006 email, which has since been publicly filed in

adopted by the legislature, would involve a lowering of income taxes and imposition of a new ‘consumption
tax’”).

31 See Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A, 2
(July 13, 2007).

%2 P R. Const. art. VI, § 8 (“In case the available revenues including surplus for any fiscal year are
insufficient to meet the appropriations made for that year, interest on the public debt and amortization
thereof shall first be paid, and other disbursements shall thereafter be made in accordance with the order of
priorities established by law.”). The Spanish version of the Puerto Rico Constitution refers to “available
resources,” whereas the English version refers to “available revenues.” This is discussed further in Part
11.B.1.

% P.R. Const. art. VI, § 2 (“The Secretary of the Treasury may be required to apply the available revenues
including surplus to the payment of interest on the public debt and the amortization thereof in any case
provided for by § 8 of this Article V1 at the suit of any holder of bonds or notes issued in evidence thereof.”).
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the Title 111 Proceedings, GDB’s Acting President, Alfredo Salazar Conde, wrote to a Lehman
banker with whom GDB consulted, stating:

I was somewhat surprised at the rec of in-house counsel that according to
the PR const, the Sales tax cannot be diverted away from the General
Fund.*

It is unknown to whom the reference to “in-house counsel” in the email refers. One witness
informed us that while he always received GDB’s in-house counsel’s opinions, he had not seen
any in-house opinions on constitutional issues. In any case, the position communicated is
consistent with the views expressed by an attorney and partner at Sidley (“Sidley Counsel”), who
had long served as Puerto Rico bond counsel. In a May 2007 email, which also has since been
publicly filed, Sidley Counsel wrote to GDB’s Executive Vice President for Financing, stating:

I think a court would have a hard time concluding just on the basis of the
legislature saying so that the sales tax revenues are not “available” to the
Commonwealth should it need the money to pay G.O. debt. %

That email is discussed further below. Several witnesses informed us that, consistent with the
email, Sidley Counsel had expressed doubts about whether a portion of the sales tax revenue could
effectively be segregated from the General Fund so as not to be subject to the GO Bondholders’
Clawback Rights under Article VI of the Puerto Rico Constitution, and suggested that a ruling by
the Puerto Rico Supreme Court would resolve the issue.

By contrast, an email that has been made public in the Title 111 Proceedings reflects that
lawyers at Hawkins advised that the strategy was viable. To the March 2006 email from Mr.
Salazar Conde quoted above, the Lehman banker replied by noting that the issue had also been
considered by Hawkins, who had advised that the strategy was viable under Puerto Rico’s
Constitution:

We have been working on the Sales Tax Securitization for more than a year
and presented the concept to GDB only after getting a clear and
unambiguous legal analysis as to its constitutionality. We worked with
local counsel in Puerto Rico and with Hawkins, Delafield and Wood. As
you may or may not know, at the request of GDB in early 2005, Hawkins
prepared a memorandum evaluating the strategies to accomplish
securitization and concluded that securitization is achievable under the
Constitution. Hawkins was further comforted in their conclusion based on
the existing precedent of the Children’s Trust, Tobacco Securitization.

% Ex. 3, Decl. of Donald Burke in support of Mot. for Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 11l Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 5, 2018), ECF No. 345-5.

% Ex. 4, Decl. of Donald Burke in Support of Mot. Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 11l Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. May 27, 2018), ECF No. 345-6.

165



The Independent Investigator’s Final Investigative Report

We have extensive experience working with Hawkins on similar
transactions elsewhere and also know that they are well versed in Puerto
Rico Constitutional law and we find their analysis of this securitization fully
satisfactory. [An attorney] at Hawkins has confirmed to us today that they
fully stand by their prior analysis and stand ready to support the efforts in
whatever way would be most helpful.*

As discussed further below, both Sidley and Hawkins advised on these constitutional Clawback
Right issues again in 2007 in anticipation of the first COFINA Bond issuances—Hawkins in its
capacity as bond counsel to COFINA, and Sidley in the course of advising GDB on certain
disclosure language.

3. The Sales Tax Securitization Was Perceived As Advantageous

One of the perceived advantages of the sales tax securitization structure was the belief that,
notwithstanding any Clawback Right risk, the COFINA Bonds would receive a higher credit rating
due to the pledge of a dedicated revenue stream, which would in turn result in a lower cost of
borrowing. For example, in the March 2006 email from the Lehman banker to Mr. Salazar Conde,
the banker stated:

I am very willing to speak to whomever you feel is appropriate, to explain
the mechanics and benefits of creating a new, highly rated sales tax credit
for the Commonwealth. My belief that this effort would attain great rating
results and broad market acceptance was only bolstered today by S&P’s
decision to rate the Convention Center bonds at BBB+ (stable). S&P’s
rating shows that even with the constitutional GO clawback they recognized
the strength of a separate revenue pledge, and we know that the sales tax
bonds, as envisioned, will be a far stronger credit. At this point it would be
very helpful to work with counsel to develop the draft language necessary
to include in the sale tax legislation in order to assure that a new highly rated
credit can be properly created.*’

According to some witnesses, during these early discussions, the sales tax securitization was
viewed as a good potential borrowing vehicle. At that time, it was not specifically tied to
refinancing the existing extraconstitutional debt. The relation between the sales tax securitization
and extraconstitutional debt did not come until later.

% Ex. 3, Decl. of Donald Burke in Support of Mot. for Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 11l Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 5, 2018), ECF No. 345-5.
3" Ex. 3, Decl. of Donald Burke in Support of Mot. for Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 11l Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 5, 2018), ECF No. 345-5.
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4. Act 91-2006 Emerged From the Debate Concerning the Budget for Fiscal Year
Ended 2006 and Potential Sales Tax Reform

Throughout much of 2005 through May 2006, a debate existed between the Executive
Branch and the Legislative Assembly concerning both the budget for fiscal year ended 2006 and
general tax reform.® In March 2005, Governor Acevedo Vila submitted for approval a budget for
fiscal year ended 2006.%° The Legislative Assembly did not approve the Governor’s proposal and
instead approved a budget resolution for fiscal year 2006, which the Governor subsequently
vetoed.® As a result, by law, the budget for fiscal year ended 2005 (with certain adjustments)
carried over into fiscal year ended 2006 as the budget debate continued.*

At the same time, the Government of Puerto Rico was evaluating tax reform and
considering the imposition of a consumption tax. On November 21, 2005, the Legislative
Assembly approved, and the Governor signed, Joint Resolution No. 321, a statement of the basic
principles that would govern the reform of Puerto Rico’s tax system.*® The proposed tax reform
was aimed at increasing revenues by expanding the tax base through the implementation of the
consumption tax.* This proposed consumption tax ultimately became the SUT.

In late 2005 and early 2006, competing proposals were put forward by the Governor and
various members of the Legislative Assembly concerning the consumption tax, with disagreement
concerning the aggregate amount of the rate (5.5% versus 7%).%

Meanwhile, Puerto Rico’s GO Bond credit rating continued to deteriorate, as agencies
focused on the anticipated budget deficit for fiscal year ended 2006, slow progress on tax and fiscal
reform, and the apparent political impasse regarding these measures. On February 24, 2006,
Moody’s placed Puerto Rico’s GO Bond rating of “Baa2” on its Watchlist for review and possible
downgrade.*® On March 22, 2006, S&P placed Puerto Rico’s GO Bond rating on CreditWatch
and indicated it may take further rating action on or prior to June 30, 2006.4

% See Commonwealth of P.R., Financial Information and Operating Data Report, 65-67 (June 1, 2006).
% Commonwealth of P.R., Financial Information and Operating Data Report, 65 (June 1, 2006).

%0 Commonwealth of P.R., Financial Information and Operating Data Report, 65 (June 1, 2006).

# Commonwealth of P.R., Financial Information and Operating Data Report, 65 (June 1, 2006).

2 Commonwealth of P.R., Financial Information and Operating Data Report, 56 (June 1, 2006).

3 Commonwealth of P.R., Financial Information and Operating Data Report, 56 (June 1, 2006).

* Commonwealth of P.R., Financial Information and Operating Data Report, 56 (June 1, 2006).

# Commonwealth of P.R., Financial Information and Operating Data Report, 56 (June 1, 2006).

6 Moody’s Investors Service, Moody’s Places Commonwealth of Puerto Rico’s Baa2 Rating on Watchlist
for Possible Downgrade (Feb. 24, 2006) (available through Moody’s Investors Service).

4" Standard & Poor’s Ratings Services, Puerto Rico Debt Ratings Placed on CreditWatch Negative;
Persistent Structural Imbalance Cited (Mar. 22, 2006) (available through Standard & Poor’s Ratings
Services).
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5. GDB Began to Target the Extraconstitutional Debt That Had Become a
Burden

In looking for ways to close the budget gap, one of the issues GDB focused on was the cost
of debt servicing on the “extraconstitutional debt.” As noted, extraconstitutional debt refers to
debt that is payable solely from legislative appropriations with no identified source of repayment.
It had accumulated over several years and included loans from GDB to fund operational deficits.*
The extraconstitutional debt was often refinanced through PFC in the form of appropriation bonds.

By May 2006, PFC had outstanding approximately $4.3 billion in appropriation bonds.*°
In addition, according to statements at the time, Puerto Rico had approximately $2.2 billion of
extraconstitutional debt outstanding in the form of loans from GDB.%®  According to a senior-
level GDB official, by 2006, the extraconstitutional debt had become a burden to the General Fund.
The debt service on appropriation debt was approximately $532 million per year.>* The amount
of the debt was substantially affecting Puerto Rico’s credit, and Puerto Rico was struggling to
identify methods for repayment.5?

6. The Government Partially Shut Down

On April 25, 2006, Governor Acevedo Vilawarned in a televised address that “[b]eginning
next Monday, May 1, the majority of agencies of the central government will not be able to
operate.”®® The next day, he signed an executive order allocating Puerto Rico’s remaining
revenues to those agencies that offer essential services.> On May 1, the order took effect and, as
a result, certain non-essential services by Puerto Rico agencies and departments, including public
schools, were suspended.>® Approximately 95,000 public employees were granted unpaid leave

*8 See Gov’t Dev. Bank for P.R., Public Debt Report: Fiscal Year 2006 and First Six Months of Fiscal Year
2007, 4 (May 3, 2007) (“This debt was issued throughout the years and is mostly debt authorized by
legislations but with no identified sources of repayment, until the approval of the Fiscal Reform Act of
2006.”).

4 Commonwealth of P.R., Financial Information and Operating Data Report, 66 (June 1, 2006).

0 See Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 38 (May 16, 2006) (““Bill Cunningham: To continue with that 6.5 billion
that you are talking about, consists of (4.3) billion in appropriation debt? And what’s the rest of it? Is it
the 2.2 billion that is on the GDB balance sheet?” ‘Jorge: That is correct.””).

* Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 19 (May 16, 2006) (“What we call the extra constitutional debt meaning
PFC and the loans of [GDB] . . . the debt service on that is about 532 million[.]”).

2 Act of May 13, 2006, No. 91, Statement of Motives, 2006 P.R. Laws 246, 246-247.

%3 See Miranda Leitsinger, Puerto Rico days away from government shutdown, leader warns, Bos. Globe,
Apr. 27, 2006,
http://web.archive.org/web/20121006162222/http://www.boston.com/news/nation/articles/2006/04/27/pu
erto_rico_days_away_from_government_shutdown_leader_warns/.

% P.R. Exec. Order No. OE-2006-10, 2 (Apr. 26, 2006).

% Commonwealth of P.R., Financial Information and Operating Data Report, 66 (June 1, 2006).
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of absence until such time as Puerto Rico was provided with sufficient resources to cover
remaining expenditures for fiscal year ended 2006.%

What followed was an impasse and period of negotiation between the Executive Branch
and the Legislative Assembly with respect to ending the partial government shutdown and
addressing the budget deficit for fiscal year ended 2006. During this time, Puerto Rico-related
credit ratings further deteriorated.>” On May 8, 2006, Moody’s downgraded the GO Bond ratings
from “Baa2” to “Baa3,” the agency’s lowest grade above junk status.®® It downgraded Puerto
Rico’s appropriation bond ratings from “Baa3” to “Bal.”®® The Moody’s report also noted Puerto
Rico’s strained financial condition, ongoing political conflict and lack of agreement regarding the
measures necessary to end the government’s multi-year trend of financial deterioration as reason
for its ratings action.

7. End to the Impasse

Ultimately, with the assistance of an appointed special four-member committee, a
compromise was reached that involved several parts. Act 91-2006, by which a portion of the
anticipated sales tax would be diverted to a special fund (then the Urgent Interest Fund) for
purposes of paying or refinancing extraconstitutional debt, was part of the solution.

Specifically, according to remarks by Mr. Salazar Conde at a May 16, 2006 investor
conference call, as part of the compromise, it was agreed that GDB would provide to Puerto Rico
a loan of $741 million to finance the budget deficit for fiscal year ended 2006.%° The loan would
be repaid through a combination of: (a) approximately $200 million from one-time tax measures;
and (b) the remaining $500 million through the sales tax mechanism set up by Act 91-2006, which
would also be used to pay or refinance various appropriation bonds.%' According to the

° Commonwealth of P.R., Financial Information and Operating Data Report, 66 (June 1, 2006).

>" See Moody’s Investors Service, Moody’s Comments on Puerto Rico Government Shut-Down, 1 (May 2,
2006) (available through Moody’s Investors Service) (preceding the downgrade, explaining their view that
the shutdown was a “high-stakes effort to force a resolution of the Commonwealth’s longer term budget
issues” and warning that “[i]f this is not productive, or if the political stalemate continues beyond a
relatively short period of time, the rating implications will be negative.”).

*8 Moody’s Investors Service, Moody’s Downgrades Commonwealth of Puerto Rico’s G.O. Bonds to Baa3
and Appropriation Bonds to Bal (May 8, 2006) (available through Moody’s Investors Service).

% Press Release, Gov’t Dev. Bank for P.R., Moody’s Downgrades Puerto Rico’s Credit and Keeps It on Its
Watchlist (May 8, 2006); see also David McFadden, Agency Downgrades Puerto Rico Bond Rating, Wash.
Post, May 8, 2006, http://www.washingtonpost.com/wp-
dyn/content/article/2006/05/08/AR2006050801112.html.

60 Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 15 (May 16, 2006) (“. ... And | just want to point out that—I mean it is
coincidental that you know the legislature approved the GDB loan to the government of 741 million.”).

% Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 3 (May 16, 2006) (“The first is the collection of specific (tax) measures that
were approved by the legislature one time—measures one time (tax) measures that can generate
approximately $200 million. And number two, taking the remaining balance of the $500 million and
refinancing it together with approximately $6 billion of appropriation bonds and notes that the
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Commonwealth Financial Information and Operating Data Report of June 2006, the $741 million
GDB loan allowed Puerto Rico to resume full government operations on May 15, 2006.52 In
addition, there was a commitment to work out the details behind a sales tax, including the aggregate
rate.®3

Accordingly, on May 12, 2006 the Legislative Assembly approved, and on May 13, 2006
the Governor signed Act No. 90, authorizing GDB to lend up to $741 million to finance Puerto
Rico’s budget deficit for fiscal year ended 2006.%* They also enacted Act 91-2006, as discussed
below.

8. The Legislative Assembly Approved and the Governor Signed Act 91-2006,
Creating the UIF

As discussed, through Act 91-2006, the Legislative Assembly created the UIF and called
for a portion of the impending SUT revenues to be transferred to it.®> Act 91-2006 directed that
the UIF be used, among other purposes, to pay or refinance the extraconstitutional debt in existence
as of June 30, 2006.

Act 91-2006’s Statement of Motives states that the purpose of Act 91-2006 was to address
Puerto Rico’s growing extraconstitutional debt resulting from ongoing budget deficits:

During the past decades, the Government of Puerto Rico has been
contracting debts to finance its operations without succeeding in identifying
methods for their repayment. The current amounts of this
extraconstitutional debt have substantially affected government credit. This
situation turned more severe during fiscal year 2005-2006, when

Commonwealth has outstanding. So the idea is that the refinancing of the $6.5 billion would be paid with
one percentage point of the sales tax.”).

82 Commonwealth of P.R., Financial Information and Operating Data Report, 67 (June 1, 2006).

63 Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 3 (May 16, 2006) (“And so that being the case, we have by law—we have
set aside one percentage point of whatever that sales tax is going to be. And the discussion right now is
whether it is going to be 5.5 percent or 7 percent. That is the discussion that is going on. What keeps us
apart is just that 1.5 percent. And it will be settled within the next weeks.”).

8 Act of May 13, No. 90, 2006, 2006 P.R. Laws 244, 244.

8 At the time Act 91-2006 was passed, the sales and use tax was contemplated as part of Joint Resolution
321 of November 21, 2005 (“Resolution to Establish the Objectives, Principles and Parameters that shall
Frame and Govern the Evaluation and Approval of a Tax Reform and a Fiscal Reform of 2006”). Legis.
Assemb. J. Res. 321, 15th Legis., 1st-2d Reg. Sess., (P.R. 2005). The IVU was subsequently imposed as
part of the Taxpayers Justice Act of 2006, Act of July 4, 2006, No. 117, 2006 P.R. Laws 1231.

% Specifically, Act 91-2006 called for the moneys to be used: (a) to pay or refinance the extraconstitutional
debt in existence as of June 30, 2006; (b) to pay the advances to be made by the Government Development
Bank pursuant to the Act to Impose the Supertax of 2006; (c) to cover the costs of early retirement plans of
the Retirement Systems of the Employees of the Commonwealth; and (d) to service the debt in existence
as of June 30, 2006, with the Teachers’ Retirement System and the Retirement System of the Employees
of the Commonwealth and the Judiciary. Act of May 13, 2006, No. 91, Statement of Motives, 2006 P.R.
Laws 246, 248.
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government expenses once again surpassed revenues, thus creating the
government crisis that afflicts the Island at present and which led to layoffs
for over 95,000 government employees. ¢

GDB witnesses we interviewed confirmed the language and the intent of Act 91-2006 was
to pay or refinance the extraconstitutional debt and that the language of the statute did not
contemplate using the COFINA structure as a means to fund general operational expenses. As
noted, a high-level GDB official described the extraconstitutional debt as having become a burden
to the General Fund. According to this witness, his belief was that the government could refinance
that debt through a structure that would have a “very high [credit] rating.”

We found no evidence that the purpose of the UIF or the sales tax securitization structure
that eventually became COFINA was to evade the Constitutional Debt Limit, and witnesses denied
that that was its purpose.

During an investor conference call hosted by GDB on May 16, 2006, a question was asked
whether there was a plan to do more than just refinance the extraconstitutional debt. According to
a transcript of the conference call, the questioner observed:

[Blecause these are long-term bonds that you are talking about. Is there
anything that would prevent you from segregating the sales tax revenue and
issuing more debt that was backed by the sales tax revenue, even if the
deficits were declining for just a short period of time? Is that sales tax
revenue really going to be able to back these bonds for 30 to 40 years, or is
there some way that it could be segregated out and bonded out as a sales tax
revenue bond?

In response, GDB’s Executive Vice President for Financing stated: “Well in terms of the—I think
you are referring to the structure. Yes. We may in our restructuring of this debt create a sales tax
bond so to speak, as other jurisdictions have done. But we don’t—you know we don’t see this—
it would only be used to substitute existing debt. Not to increase it.” (emphasis added).%

9. GDB Continued To Consider A Securitization Structure and Look Into
Constitutional Questions

Act 91-2006 segregated a portion of the anticipated sales tax revenue by transferring it to
a special fund, but it did not itself establish the securitization structure, whereby an entity issues
bonds payable from and secured by the moneys deposited into the special fund. That came later
(first through Act 291-2006, then through Act 56-2007, which created COFINA).

The evidence shows that, as of this time, GDB was still working out the details behind the
securitization structure. Moreover, GDB was continuing to analyze the legal issues, including
those related to a potential Clawback Right. For example, during the May 16 investor conference
call previously mentioned, a question was asked concerning the timing of any refinancing and

87 Act of May 13, 2006, No. 91, Statement of Motives, 2006 P.R. Laws 246, 246-247.
% Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 26 (May 16, 2006).
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whether “this new sales tax, the one percent that is dedicated to these appropriation bonds, would
that be still subordinate to the (GO) bonds constitutionally, or be somehow dedicated solely to the
new sales tax bonds?” In response, GDB’s Executive Vice President for Financing stated:

Whether we can create a sales tax bond is still—you know your question
about the constitution. Whether this would be subject to the GO you know
[Claw]back [Right] or what is called available resources for the GO under
the constitution is something that we are studying very carefully. And you
know, we are sensitive to the, you know, the requirements.

There can be no impairment regarding GO bonds and certainly they are
backed by the full taxing power of the commonwealth regardless of whether
this one percent of the sales tax is available to the GO or not. And currently
you know the debt services, [$]516 million more or less, and the available
revenues are you know projected to be in the magnitude of [$]9.5 billion.

So you know, we will be studying this carefully . . .. So a lot of work
remains to be done. And I think your questions are exactly the ones that we
are asking ourselves. And we’ll be studying all this you know in the very
near future and trying to conclude what the best way to do this is.%°

Thus, not only was GDB considering the Clawback Right issues of the sales tax securitization, but
S0, too, were at least some investors.

10. The Taxpayers Justice Act of 2006 Was Enacted

OnJuly 4, 2006, after remaining differences over tax reform and the sales tax were resolved,
the Taxpayers Justice Act of 2006 was enacted.”® Among other changes to the tax code, the
Taxpayers Justice Act imposed a 5.5% sales and use tax for the benefit of Puerto Rico and also
authorized the municipalities to impose a 1.5% retail sales and use tax."*

11. Act 291-2006 Was Enacted, Creating COFINA’s Precursor, the Urgent
Interest Fund Corporation

Later that year, on December 26, 2006, the Legislative Assembly amended Act 91-2006
through Act 291-2006. Act 291-2006’s Statement of Motives reiterated that the portion of the
SUT to be transferred to the UIF was “to be used to pay the extraconstitutional debt of the

% Transcript, Goldman Sachs & Co., Goldman Sachs & Co. Government Development Bank for Puerto
Rico Investor Conference Call, 33 (May 16, 2006).

0 Act of July 4, 2006, No. 117, 2006 P.R. Laws 1231 (codified as amended at P.R. Laws Ann. tit. 13, 8§
11a-16, et seq.).

™ Act of July 4, 2006, No. 117, 2006 P.R. Laws 1231 (codified as amended at P.R. Laws Ann. tit. 13, §§
11a-16, et seq.).
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government of the Commonwealth, including the sums advanced by the Government Development
Bank for Puerto Rico.”"2

Act 291-2006 also authorized the creation of the Puerto Rico Urgent Interest Fund
Corporation (the “UIFC”) as a subsidiary of GDB, and the transfer of the UIF to the UIFC. The
UIFC was to be created “for the purpose of issuing bonds or using other financing mechanisms to
pay or refinance the extraconstitutional debt of the Commonwealth of Puerto Rico in existence as
of June 30, 2006,” and was authorized to pledge or otherwise encumber moneys in the UIF to
repay those bonds.”

Importantly, Act 291-2006 expressly provided that UIFC debt “shall not constitute an
obligation or debt of the Commonwealth of Puerto Rico or of its other instrumentalities” and that
“neither the Commonwealth of Puerto Rico nor its other instrumentalities shall be responsible for
the payment of such bonds or obligations, which shall not enjoy neither [sic] the full faith and
credit nor the power of the Government to levy taxes.”’*

Act 291-2006 also increased the amount of SUT revenues transferred to the UIF, by setting
that amount as the greater of (i) a specified percentage of all SUT collections during the fiscal year;
or (ii) a minimum base amount that increases by 4% each fiscal year (starting with approximately
$170 million in fiscal year ending 2008).”

Act 291-2006 authorized the same uses for the proceeds as authorized under Act 91-2006,
described above. ™

12. As GDB Prepared to Go to Market With the First COFINA Bond Issuance,
GDB Obtained Legal Opinions and Sidley Continued to Express Doubts About

Viability

In spring and summer 2007, GDB prepared for the first COFINA Bond issuances. The
evidence reflects that, by this time, it was anticipated that Act 91-2006 would again be amended
(as it ultimately was in Act 56-2007 of July 5, 2007) to establish COFINA as a new corporation
and to rename the UIF as the “FIA Fund” (or, as it was later called in English, the “Dedicated Sales
Tax Fund”). The anticipated amendment would state that the moneys deposited in the FIA Fund
belong to COFINA and do not constitute available resources of Puerto Rico for any purpose
“including for the purposes set forth in Section 8 of Article VI of the Constitution,” as the
amendment (i.e., Act 56-2006) eventually does.””

2 Act of Dec. 26, 2006, No. 291, Statement of Motives, 2006 P.R. Laws 1110, 1111.

3 Act of Dec. 26, 2006, No. 291, sec. 2, § 1, 2006 P.R. Laws 1110, 1112-1113 (amending sec. 2 of Act 91-
2006).

™ Act of Dec. 26, 2006, No. 291, sec. 3, § 2, 2006 P.R. Laws 1110, 1114-1115 (amending sec. 3 of Act 91-
2006).

> Act of Dec. 26, 2006, No. 291, sec. 2, § 1, 2006 P.R. Laws 1110, 1112-1113 (amending and adding to
sec. 2 of Act 91-2006).

® Act of Dec. 26, 2006, No. 291, sec. 3, § 2, 2006 P.R. Laws 1110, 1113-1115 (amending sec. 3 of Act 91-
2006).

" Act of July 5, 2007, No. 56, Statement of Motives, 2007 P.R. Laws 173, 174.
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As discussed in Part XIV of this Report, unlike some states, Puerto Rico did not have a
debt validation statute authorizing pre-issuance judicial review. Such a procedure permits a state’s
judiciary to issue a decision concerning a bond’s validity and associated rights of bondholders
prior to the bond’s issuance.

According to one witness, Sidley Counsel, consistent with the views he expressed in a May
2007 email that has been publicly filed in the Title 111 Proceedings (discussed below), raised the
question around this time whether a judicial validation procedure could effectively be replicated
through an action seeking what is known as a “writ of mandamus” from the Supreme Court of
Puerto Rico. We discuss the availability of a writ of mandamus in detail in Part XIV of the Report,
but in general, if issued, a writ of mandamus in this context would have ordered an agency official
to perform a legally-required act to issue certain bonds, thereby validating the legality of the
issuance. According to the witness, however, lawyers from several Puerto Rico law firms
informed Sidley Counsel that they believed such a mandamus action would not be possible in
Puerto Rico.

In any case, in the absence of a clear mechanism for pre-issuance judicial review, the
COFINA bond underwriters required that COFINA obtain a legal opinion from counsel concluding,
among other things, that if the issue were to come before the Puerto Rico Supreme Court, the sales
tax securitization structure would be held constitutional and not be found to violate the GO
Bondholders’ priority rights under the Puerto Rico Constitution. A witness for one of the COFINA
underwriters explained that, for special revenue issuances in jurisdictions that do not have a bond
validation statute (such as Puerto Rico), those legal opinions are a required condition to closing.

The evidence reflects that Sidley declined to provide such an opinion.

Sometime thereafter, GDB asked Sidley Counsel to review draft language to be included
in the “Legal Considerations” section of an anticipated official statement (even though Sidley
Counsel had not been engaged with respect to the contemplated issuance). Sidley Counsel
responded to this request by email dated May 9, 2007. The email has since been publicly filed in
the Title 111 Case.” It quotes draft language that reflects an expectation that the Puerto Rico
Secretary of Justice would opine that Act 91-2006 was a valid enactment and that, although the
question had not previously been decided, “pursuant to the provisions of Act 91, the Dedicated
Sales Tax [would] not constitute ‘available resources’ of the Commonwealth for any purpose. . ..”

In the email, Sidley Counsel recommended, among other things, that language be added to
the investor disclosure reflecting the lack of judicial approval of the proposed securitization
structure. He wrote: “I would then add: ‘no assurance can be given that the Puerto Rico Supreme
Court will agree with the opinion of the Secretary of Justice should the issue by properly presented
before the Court.””

8 Ex. 4, Decl. of Donald Burke in support of Mot. Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 111 Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. May 27, 2018), ECF No. 345-6.
" Ex. 4, Decl. of Donald Burke in support of Mot. Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. 111 Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. May 27, 2018), ECF No. 345-6.
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He then added his own *“view of where the above logic breaks down,” stating:

I think a court would have a hard time concluding just on the basis of the
legislature saying so that the sales tax revenues are not “available” to the
Commonwealth should it need the money to pay G.O. debt. Ultimately, the
legislation may be upheld . . . but the mere fact that I’m having this
discussion with you about its validity is reason you have to disclose that this
conclusion isn’t a slam dunk.%

As discussed further below, Sidley Counsel’s recommended “no assurance” language was not
included in the official statements that were ultimately issued.

Evidence reflects that, by May 2007, the Secretary of Justice had prepared a favorable
opinion letter in support of the issuance. The opinion letter was a so-called “clean” opinion,
meaning that the opinion was given without reservation. Witnesses told us that the practice of
GDB was to transmit drafts of opinion letters to the Secretaries of Justice along with a request for
the opinion.

In addition, Hawkins, which acted as bond counsel, also prepared and provided an opinion
letter—addressed to COFINA, the CRAs and the COFINA Bond underwriters—in support of the
anticipated issuance. Evidence suggests that Hawkins was asked to provide such an opinion after
Sidley Counsel declined and, further, that Lehman played a role in involving Hawkins in the
opinion process. The Hawkins opinion letter was a so-called “reasoned” opinion, meaning that it
opined how it anticipated the Supreme Court of Puerto Rico would rule, in light of an ambiguity
and absence of case law, and provided the support and legal analysis behind that opinion. The
letter (ultimately dated July 31, 2007) concluded:

Based upon and subject to the foregoing, as of the date hereof, we are of the
opinion that a court, applying existing legal principles to the facts as
properly found after appropriate briefing and argument, would find that Act
91 validly transfers the Pledged Sales Tax, including the Commonwealth’s
right to receive the Pledged Sales Tax, to the Corporation, that said asset
and right of the Corporation shall not constitute “available resources
including surplus” of the Commonwealth for purposes of the last paragraph
of Section 2 of Article V1 of the Constitution of Puerto Rico, or for purposes
of Section 8 of Article VI of the Constitution of Puerto Rico, and that Act
91 validly provides that the Pledged Sales Tax is not available for use by
the Secretary of the Treasury of the Commonwealth.

The Hawkins opinion letter relied, in turn, upon an opinion letter of the separate law firm Fiddler,
which served as underwriters’ counsel.8t The Fiddler letter provided an opinion as to matters of
Puerto Rico law. While the issues addressed in the Hawkins opinion were, at their core, matters

8 Ex. 4, Decl. of Donald Burke in support of Mot. Summ. J. of the Ad Hoc Group of General Obligation
Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.),
Tit. Il Case No. 17-3283-L TS, Adv. No. 17-00257-LTS (D. P.R. May 27, 2018), ECF No. 345-6.

8 The Hawkins opinion also considered “applicable precedent in other jurisdictions, including especially
the State of New York.”
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of Puerto Rico law, an underwriter witness told us that having a reputable stateside firm such as
Hawkins provide the opinion helped with the marketability of the COFINA Bonds.

We understand that, although these legal opinions were shared with one or more of the
CRAs in advance of the issuances, the opinions were not made publicly available in connection
with the issuances. The subsequent release of the legal opinions for the 2011 COFINA issuances,
in 2013, is discussed below.

We found no evidence that the views of Sidley Counsel were disclosed at this time.

13. In Anticipation of First Issuances, GDB Presented to the CRAs and Obtained
Positive Credit Ratings

In anticipation of the first issuance of the COFINA Bonds, GDB gave presentations to
various ratings agencies. The presentation outlined the advantages of the financing structure,
including statements that the structure:

e “Creates a strong new dedicated Credit that is independent of the General Fund[;]”

o “Efficiently refunds or services as much of the Commonwealth’s appropriation-support
(“Extra-Constitutional’) debt as possible[;]”

e “Improves the Commonwealth’s structural budget situation by eliminating, as a claim
on the budget, over $500 million in annual debt service requirements[;]” and

e “Further strengthens the liquidity position of the GDB by repaying up to $2.8 billion in
loans (plus $266.2 million in accrued interest) payable from General Fund
appropriations.”82

The presentation also highlighted the anticipated legal opinions that supported the issuance.
A slide entitled “Legal Opinions Reinforce the Separation of the Dedicated Sales Tax from the
Commonwealth Budget” stated as follows:

e “The Commonwealth Secretary of Justice has provided an unqualified opinion to the
effect that, among other things:”

e “COFINA has valid title to the collections of the Dedicated Sales Tax and the right
to receive the Dedicated Sales Tax[;]”

e “The Dedicated Sales Tax and all future collections are not ‘available resources’ of
Puerto Rico (i.e., not subject to prior claim for Puerto Rico’s GO Bondholders)[;]”
and

8 Ex. 39 at 5, Decl. of Antonio Yanez, Jr. in Support of COFINA Agent Mot. for Summ. J., Official Comm.
Of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.), Tit. Il Case No. 17-3283-
LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 7, 2018), ECF No. 348-3.
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e “Subject to the right of the Legislature to modify or repeal the Dedicated Sales Tax,
any attempt to redirect the Dedicated Sales Tax would violate the provisions of
Puerto Rico law prohibiting the impairment of contracts.”

e “Bond counsel (Hawkins) and underwriter counsel (Fiddler) will also provide opinions
that conform to the Secretary of Justice’s opinion on the above points.”

e “The opinions are based on the explicit language transferring the sales tax property to
the Corporation in consideration of payment of the extraconstitutional debt.”3

In late June 2007, the ratings agencies gave the COFINA Bonds relatively strong credit
ratings, noting in particular the strength of the revenue pledge and the legal opinions from bond
counsel and underwriters’ counsel.

Specifically, Moody’s assigned an “Al” credit rating to the COFINA Series 2007A and
2007B Bonds. The Moody’s report stated that the assignment of the “high quality rating” reflects,
among other things, a “[a] strong legal structure, including a pledge of the larger of 1% of the
Commonwealth’s 5.5% sales tax revenues or a base amount, that does not flow through the General
Fund and may only be used for repayment of the appropriation-supported debt.”3* The report
noted that: “The Commonwealth’s Secretary of Justice and outside bond counsel are expected to
provide clean validity opinions for the sales tax bonds. These will include specific opinions that
the pledged sales tax revenues are not available to the Treasury or the General Fund. That is, the
revenues are not subject to the ‘clawback’ provision that affects many Commonwealth revenues.
The Commonwealth has also covenanted not to impair bondholder’s rights.”8

Similarly, S&P assigned an “A+” credit rating to the COFINA Series 2007A and 2007B
Bonds and stated that its rating reflected “a strong legal structure that separates the revenue stream
supporting the bonds from the Commonwealth of Puerto Rico along with strong cash flows that,
under severe stress assumptions, are still sufficient to make timely payments of interest and
principal.” The report noted that S&P had “received an opinion from bond counsel stating that
Act 91 successfully transfers property of the sales and use tax collections to COFINA. This
transfer of property effectively excludes the pledged sales and use tax revenues from Puerto Rico’s
constitutional provision regarding the Commonwealth GO debt’s first-lien claim on all available
revenues (also known as the ‘claw-back’ constitutional provision).”8®

8 Ex. 39 at 32, Decl. of Antonio Yanez, Jr. in support of COFINA Agent Mot. for Summ. J., Official Comm.
Of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt. Bd. for P.R.), Tit. Il Case No. 17-3283-
LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 7, 2018), ECF No. 348-3.

8 Moody’s Investors Service, New Issue: Moody’s Assigns Al Rating and Stable Outlook to Puerto Rico
Sales Tax Financing Corporation Sales Tax Revenue Bonds, 1 (June 27, 2007) (available through
Moody’s Investors Service).

8 Moody’s Investors Service, New Issue: Moody’s Assigns Al Rating and Stable Outlook to Puerto Rico
Sales Tax Financing Corporation Sales Tax Revenue Bonds, 2 (June 27, 2007) (available through Moody’s
Investors Service).

8 Standard & Poor’s Ratings Services, Puerto Rico Sales Tax Financing Corp.; Sales Tax, 2 (June 28, 2007)
(available through Standard & Poor’s Ratings Services).
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Fitch also assigned an “A+” credit rating to the COFINA Bonds, noting in its report that
the rating “reflects a structure and revenue pledge that results in a much stronger credit than the
commonwealth of Puerto Rico’s currently strained general obligation (GO) credit.” The Fitch
report went on to state: “Strong legal opinions have found that neither the commonwealth general
fund nor commonwealth GO Bondholders have a claim on pledged sales tax revenues.” The report
acknowledged that “[t]he determination that the pledged sales tax revenues are not available to
GO Bondholders is critical to the analysis of the sales tax bond credit and the strong ‘A+’ rating.”®’

By contrast, the CRAs had given, and were still giving, GO Bonds substantially lower
ratings during the same time period. In 2007, Moody’s rated the GO Bonds “Baa3,” five notches
below its “A1” COFINA Bond rating,® while S&P rated the GO Bonds “BBB-,” four notches
below its “A+” COFINA Bond rating.%® As explained in Part X.C.4 of this Report, the CRAs rated
the COFINA Bonds higher than other Puerto Rico-Related Bond issuances, and maintained their
investment-grade ratings for the COFINA Bonds until as late as July 2014 (Fitch and Moody’s)
and February 2015 (S&P).

14. The Legislative Assembly Enacted Act 56-2007, Creating COFINA

On July 5, 2007, the Legislature further amended Act 91-2006 through Act 56-2007. As
anticipated in the draft official statement language discussed above, Act 56-2007 created COFINA
in place of the UIFC as the entity authorized to issue the sales tax bonds. Act 56-2007 also changed
the name of the UIF to the “Fondo de Interés Apremiante” (FIA Fund) or the “Dedicated Sales
Tax Fund.”%

Act 56-2007 provided that COFINA is “a corporate and political entity independent and
separate from the Commonwealth of Puerto Rico.” It also provided that COFINA was to be
“attached” to GDB, have the same Board of Directors as GDB, and have the same powers and
rights granted to GDB under its Constitutional Charter.%

The Statement of Motives for Act 56-2007 states that the purpose of the adjustment was to
avoid negative financial consequences that would have resulted if the bonds were issued by a
subsidiary of GDB. Its Statement of Motives explains that Act 291-2006 had “authorized the
creation, by means of a resolution of the Board of Directors of the Government Development Bank
for Puerto Rico (GDB), of the Puerto Rico Sales Tax Financing Corporation (COFINA, Spanish

8 Fitch Ratings, Tax Supported New Issue: Puerto Rico Sales Tax Financing Corporation (July 5, 2007)
(available through Fitch Ratings).

8 Moody’s Investors Service, New Issue: Moody’s Assigns Baa3 Rating to Approximately $1.5 Billion of
Commonwealth of Puerto Rico Public Improvement Refunding Bonds; Outlook is Negative (May 22, 2007)
(available through Moody’s Investors Service).

8 Standard & Poor’s Ratings Services, Puerto Rico’s GO Debt Rating Lowered to ‘BBB-’ Due To
Structural Imbalance (May 22, 2007) (available through Standard & Poor’s Ratings Services).

% Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 176.

%t Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 175.
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acronym) as a subsidiary of GDB” but notes that “COFINA was never created by GDB.”% It
further explains:

If COFINA had been created as a subsidiary of GDB, there would have been
adverse financial results for GDB due to the consolidation of the financial
statements . . . . Therefore, it is necessary to amend Act No. 91 so that
COFINA is created by law as an independent corporation attached to GDB,
rather than as one of its subsidiaries.*

Act 56-2007 authorized the same uses for the bond proceeds as authorized under Act 91 as set
forth above, including to pay or refinance extraconstitutional debt.%*

Act 56-2007 also increased the minimum base amount of funds to be deposited into the
Dedicated Sales Tax Fund (from $170 million to $185 million in fiscal year ending 2008).%°

15. COFINA lIssued Series 2007A and Series 2007B, Followed by Series 2007C and
Series 2008A

In late July 2007, COFINA issued its first two series of bonds: (i) Series 2007A, with a
principal amount of approximately $2.6 billion; and (ii) Series 2007B, with a principal amount of
approximately $1.3 billion. In December 2007, COFINA issued Series 2007C bonds in the
principal amount of approximately $500 million. The next year, in 2008, COFINA issued Series
2008A bonds in the principal amount of approximately $730 million.

Consistent with COFINA’s authorized purposes under its enabling legislation, the official
statements for the 2007 and 2008 issuances reflect that the proceeds for those issuances were
principally to be used to repay extraconstitutional debt.%

A portion of the bonds in each of the series were issued as CABs. CABs are types of
municipal securities for which principal and interest are paid in one lump sum on the maturity date
in in lieu of payments over time.®” Because interest on CABs accrues and compounds, the amounts

%2 Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 174. As noted above, in the English version of Act
291-2006, COFINA is referred to as “Urgent Interest Fund Corporation.”

% Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 174.

% Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 175.

% Act of July 5, 2007, No. 56, 2007 P.R. Laws 173, 177.

% See Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A, 2
(July 13, 2007) (“The Corporation is . . . created by Act 91 for the purpose of financing the payment,
retirement or defeasance of the Extraconstitutional Debt outstanding as of June 30, 2006. Act 91 vested
the Corporation with . . . the power to issue bonds for its corporate purposes, to the extent required in order
for the Corporation to carry out the purposes for which it was created.”). See also Official Statement, P.R.
Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2008A, 2 (June 25, 2008).

7 See, e.g., Glossary of Municipal Securities Terms, Municipal Securities Rulemaking Board, Capital
Appreciation Bond (CAB), http://www.msrb.org/Glossary/Definition/CAPITAL-APPRECIATION-
BOND-_CAB_.aspx (CAB: “A municipal security on which the investment return on an initial principal
amount is reinvested at a stated compounded rate until maturity. At maturity the investor receives a single
payment (the ‘maturity value’) representing both the initial principal amount and the total investment return.
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due at maturity can be many times the principal amount originally advanced. For example, as
described in the official statement for the COFINA Series 2007A bonds, CABs with an original
principal amount of $87,036,390 that matured August 2056 would require payment of
approximately $1,151,275,000 at maturity—over thirteen times the original principal amount—as
a result of the accumulation of compounding interest that is due at maturity.*® While CABs are a
costly form of financing in the long run, a GDB witness justified their use on the basis that the
SUT was new and the collections projections were untested, and therefore the CABs avoided the
risk of there not being sufficient SUT revenues collected from which to pay current interest.

For the 2007 and 2008 COFINA issuances, approximately $2.1 billion in initial principal
amount of COFINA Bonds were issued as CABs, with additional COFINA CABs issued in
subsequent years. The COFINA CABs were issued with maturity dates of up to forty-nine years
after issuance.®® Even though the Puerto Rico Constitution generally precludes Puerto Rico debt
from maturing later than thirty years,'® COFINA debt was not considered to be Puerto Rico-issued
debt, and therefore not considered subject to the constitutional limitations.

In addition, in August 2007, COFINA entered into two forward starting interest rate swap
transactions associated with a then-future COFINA issuance. As explained in Part X111, a swap is
a type of complex financial transaction that transfers the risk of interest rate fluctuations between
a bond issuer and its counterparty. The COFINA swaps were structured such that COFINA could
fix interest payments on floating rate notes issued five years later, in 2012. Those swap
transactions suggest that, in 2007, GDB contemplated potential COFINA issuances in as late as
2012.

16. Official Statements for 2007 and 2008 Issuances

The COFINA Bonds were marketed through official statements describing COFINA, the
COFINA Bonds, and the pledged SUT, among other things. The cover of the official statements
state in capitalized text:

THE BONDS ARE PAYABLE BY THE CORPORATION SOLELY
FROM THE PLEDGED PROPERTY HELD UNDER THE
RESOLUTION CONSISTING PRIMARILY OF THE PLEDGED SALES
TAX COLLECTED AND REMITTED TO THE TRUSTEE. THE
BONDS DO NOT CONSTITUTE A DEBT, OBLIGATION OR PLEDGE
OF THE FULL FAITH, CREDIT AND TAXING POWER OF THE
COMMONWEALTH OR ANY OF ITS MUNICIPALITIES OR
POLITICAL SUBDIVISIONS OR INSTRUMENTALITIES (OTHER

CABs typically are sold a deeply discounted price with maturity values in multiples of $5,000. .. . [O]nly
the initial principal amount of a CAB would be counted against a municipal issuer’s statutory debt limit,
rather than the total par value . . ..”).

% See Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A,
14 (July 13, 2007).

% See Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A,
cover page 2 (July 13, 2007) (“$175,057,848.00 Capital Appreciation Bonds due August 1, 2056").

10 p R. Const., art. VI, § 2.
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THAN THE CORPORATION), AND NEITHER THE
COMMONWEALTH NOR ANY OF ITS MUNICIPALITIES OR
POLITICAL SUBDIVISIONS NOR INSTRUMENTALITIES (OTHER
THAN THE CORPORATION) SHALL BE LIABLE FOR THE
PAYMENT THEREOF.1

The official statements also contain a section titled “Legal Considerations” that discusses
the validity of the COFINA Bonds and the legal opinions supporting their issuances. After
describing Section 8 of Article VI of the Puerto Rico Constitution and Act 91-2006 as amended,
the official statements for the COFINA Series 2007A and 2007B issuances state:

Act 91 has not been challenged in any court of law and the Supreme Court
of Puerto Rico has not expressed itself as to (i) the constitutionality of the
transfer of the Pledged Sales Tax to the Corporation as provided in Act 91;
or (ii) whether the Pledged Sales Tax constitutes available resources of the
Commonwealth for purposes of Section 8 of Article VI of the Constitution.

Upon issuance of the Bonds, the Secretary of Justice of the Commonwealth
of Puerto Rico (who acts as attorney general for the Commonwealth) will
opine that (i) Act 91 is a valid enactment of law by the Commonwealth, (ii)
the Pledged Sales Tax will not constitute “available resources” of the
Commonwealth for any purpose, including for purposes of Section 8 of
Article VI of the Constitution, and (iii) the Pledged Sales Tax cannot be
applied to cover debt service of the Commonwealth’s general obligation
bonds or guaranteed debt under the circumstances contemplated by Section
8 of Article VI of the Constitution.20?

The official statements for the COFINA Series 2007C and 2008A issuances contain substantially
identical language.®

The official statements for the COFINA Bonds issued in 2007 through 2008 did not include
additional language that Sidley Counsel had recommended in 2007 for inclusion in the official
statements concerning the uncertainty on the Clawback Right issue, as discussed above in Part
VI.A.12. Asdiscussed below, this additional language was later included in the official statements
accompanying later COFINA Bond issuances, from 2009 onward.

101 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A (July
13, 2007).

102 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007A, 21—
22 (July 13, 2007); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds,
Series 2007B, 12 (July 17, 2007).

103 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2007C, 12
(Dec. 18, 2007); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series
2008A, 11 (June 25, 2008).
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B. COFINA Was Expanded in 2009 to Authorize Issuance of Bonds to Cover Budget
Deficits

1. Through 2008, Puerto Rico Continued to Struggle

Through 2007 and 2008, as the general economy deteriorated, Puerto Rico continued to
experience a general recession.*® The CRAs continued to comment about Puerto Rico’s high debt
levels and structural imbalance.'®® For example, in July 2008, Moody’s observed:

The commonwealth has a long history of structural deficits, with deficit
financing and one-time revenues being used to balance recurring
expenditures. In recent years, however, the structural deficit has been
reduced significantly. The structural deficit went from almost $1.5 billion
in fiscal year 2006 to $700 million in fiscal year 2007. After narrowing in

104 Commonwealth of P.R., Financial Information and Operating Data Report 1 (May 15, 2008) (“Puerto
Rico’s economy has been in a recession, which commenced in the fourth quarter of fiscal year 2006.”); Act
of Mar. 9, 2009, No. 7, Statement of Motives, 2009 P.R. Laws 30, 47.

105 Moody’s Investors Service, Moody’s Assigns Baa3 Rating $101.695 Million Commonwealth of Puerto
Rico Public Improvement Refunding Bonds; Outlook is Negative, 1 (Dec. 29, 2006) (available through
Moody’s Investors Service) (“Multi-year trend of large General Fund operating deficits, primarily due to
overspending, and financed by deficit borrowing. Deficits are expected to continue in the next two years,
though smaller than the imbalance of over 18% of revenues in 2006.”); id. (“Very high government debt
level relative to the economy, due in part to financing budget deficits, although growth in debt is expected
to decline in coming years.”); id., 2 (“Although the Commonwealth has enacted legislation on several fronts
to improve its finances, the scope of the measures is nonetheless moderate compared to the size of the
structural budget imbalance experienced in 2006 and otherwise projected for 2007.”); Standard & Poor’s
Ratings Service, Puerto Rico’s GO Debt Rating Lowered to ‘BBB-’ Due to Structural Imbalance, 1 (May
22, 2007) (available through Standard & Poor’s Ratings Service) (“Standard & Poor's Ratings Services
lowered its long-term rating on the Commonwealth of Puerto Rico's GO debt one notch to ‘BBB-" from
‘BBB,’ reflecting a long history of structural imbalance and the ongoing difficulties anticipated with further
efforts to reduce the accrued deficit.”); Moody’s Investors Service, Moody’s Affirms Baa3 Rating on $500
Million Commonwealth of Puerto Rico Public Improvement Bonds and $1 Billion Refunding Bonds;
Outlook is Negative, 1 (Sept. 17, 2007) (available through Moody’s Investors Service) (“Multi-year trend
of large General Fund operating deficits, primarily due to overspending, and financed by deficit borrowing.
Deficits are expected to continue in the next two years, though smaller than the imbalance of over 18% of
revenues in 2006.”); Moody’s Investors Service, High Profile Rating Update, Puerto Rico, 3 (Nov. 26,
2007) (available through Moody’s Investors Service) (“Multi-year trend of General Fund operating deficits,
primarily due to overspending, and financed by deficit borrowing. Deficits are expected to continue in the
next two years, though smaller than the imbalance of over 18% of revenues in 2006.”); Moody’s Investors
Service, Moody’s Assigns Baa3 Rating to Puerto Rico’s $272.4M Public Improvement Refunding Bonds,
Sub-Series 2003C-6 (General Obligation), in Conjunction with Conversion from Put Bonds to Indexed
Floaters, 1 (July 2, 2008) (available through Moody’s Investors Service) (“Puerto Rico’s Baa3 debt rating
reflects . . . uncertainty surrounding the future of the sales tax given a reduction proposed by the Governor,
a proposed 2009 budget which shows a return to increased structural imbalance, and the recessionary
environment the commonwealth is operating within.”).
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2007, however, the structural imbalance is widening again, with a $1 billion
imbalance in the fiscal 2009 proposed budget.1%

On May 22, 2007, S&P lowered its credit rating for GO Bond debt to “BBB-" due to the
continuing structural imbalance.'” Moody’s assigned a “Baal” rating to GO Bonds, noting the
multi-year trend of General Fund operating deficits.® And on September 3, 2008, Moody’s
observed: “General Fund revenue projections for fiscal year 2009 total $8.484 billion, a decrease
of $183 million, or 2.1%, from estimated net revenues for fiscal year 2008 of $8.671 billion. This
leaves a shortfall of $1 billion.”2%®

2. Newly-Elected Governor Fortuio Declared a “Fiscal Emergency” in January
2009

On January 2, 2009, Luis Fortufio was sworn in as Governor. At that time, according to
his administration, Puerto Rico faced an estimated budget deficit of $3.2 billion for fiscal year
ended 2009%° and projected budget deficits of $3 billion per year for the following three fiscal
years.'! According to a government witness certain CRAs had indicated that a further downgrade

106 Moody’s Investors Service, Moody’s Assigns Baa3 Rating to Puerto Rico’s $272.4 M Public
Improvement Refunding Bonds, Sub-Series 2003C-6 (General Obligation), in Conjunction with Conversion
from Put Bonds to Indexed Floaters, 2 (July 2, 2008) (available through Moody’s Investors Service).

197 Standard & Poor’s Ratings Service, Puerto Rico’s GO Debt Rating Lowered to ‘BBB-’ Due to Structural
Imbalance (May 22, 2007) (available through Standard & Poor’s Ratings Service) (“Standard & Poor’s
Ratings Services lowered its long-term rating on the Commonwealth of Puerto Rico's GO debt one notch
to ‘BBB-’ from ‘BBB,’ reflecting a long history of structural imbalance and the ongoing difficulties
anticipated with further efforts to reduce the accrued deficit.”).

198 Moody’s Investors Service, Moody’s Affirms Baa3 Rating on $500 Million Commonwealth of Puerto
Rico Public Improvement Bonds and $1 Billion Refunding Bonds; Outlook is Negative (Sept. 27, 2007)
(available through Moody’s Investors Service) (“Multi-year trend of large General Fund operating deficits,
primarily due to overspending, and financed by deficit borrowing. Deficits are expected to continue in the
next two years, though smaller than the imbalance of over 18% of revenues in 2006.”).

199 Moody’s Investors Service, Moody’s Assigns Baa3 Rating to $250 Million Puerto Rico General
Obligation Bonds; Outlook is Stable (Sept. 3, 2008) (available through Moody’s Investors Service).

119 commonwealth of P.R., Financial Information and Operating Data Report, 2 (May 15, 2009) (“As
discussed below, the estimated structural deficit for fiscal year 2009 is projected to be $3.2 billion.”).

U1 Act of Jan. 14, 2009, No.1, Statement of Motives, 2009 P.R. Laws 1; Act of Mar. 9, 2009, No.7,
Statement of Motives, 2009 P.R. Laws 30, 39 (*“The net result of these practices is a severe imbalance
between recurring expenditures and income of the Government, coupled with a structural deficit nearing
$3.2 hillion for the current fiscal year, and which is projected to continue over $3 billion per year for
upcoming fiscal years if no measures are immediately taken to stabilize our fiscal situation and to develop
our economy.”).
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of Puerto Rico debt to junk status was imminent.*?> On January 8, 2009, Governor Fortufio signed
an executive order declaring a fiscal emergency.*3

3. Act 1-2009 Was Enacted

According to a high-level government witness who was involved, issuing more COFINA
Bonds was viewed as the only viable option to close the budgetary gap. The witness stated that
senior government personnel understood there was limited capacity to issue GO Bonds due to the
Constitutional Debt Limit, and COFINA Bonds were believed to be significantly less expensive
because of their stronger credit rating. According to that witness, GDB made the recommendation
to issue additional COFINA Bonds and informed the new Governor of the legal opinions
supporting such issuance. Governor Fortufio ultimately agreed. The plan was to issue the bonds
and then balance the budget within four years.

Accordingly, on January 14, 2009, the Legislature enacted Act 1-2009, which broadened
the COFINA program to issue more COFINA Bonds for an expanded list of permitted purposes.

Act 1-2009 increased the percentage of SUT revenues to be deposited into the Dedicated
Sales Tax Fund from 1% to 2%, for the purpose of enabling COFINA to issue additional bonds
backed by those SUT revenues.'** Moreover, it expanded significantly the authorized uses of
COFINA Bond proceeds. The authorized uses under Act 1-2009 included, among others: (i) to
pay down Treasury debt with GDB in the amount of $1 billion, that had been used to finance the
budget deficit for fiscal year ended 2009; (ii) to pay or finance Puerto Rico’s operating expenses
for the next three fiscal years (those ending 2010, 2011 and 2012); and (iii) to pay the accounts
payable to suppliers of Puerto Rico.'®

Consistent with witness accounts, the Statement of Motives accompanying Act 1-2009
underscored the expanded reliance of the Puerto Rico government on the COFINA program as a
source of financing. The Statement attributes Puerto Rico’s poor financial condition to “the
aftermath of eight years during which the Executive Branch failed to take the necessary measures
to establish a balanced budget.”!® It declares COFINA Bonds to be “the most cost-effective
financing source” of the government “since the payment thereof is backed by the collections of the
sales and use tax—a consistent and reliable revenue source.”*!’ It further notes that COFINA
Bonds “enjoy a credit rating higher than that of the general obligation bonds of the
Commonwealth.”*®

12 Act of Mar. 9, 2009, No. 7, Statement of Motives, 2009 P.R. Laws 30, 40-41 (“At present, our rating is
at Baa3/BBB-, one step away from falling into the ‘junk’ credit rating and from losing its investment
grade. . .. While the 50 states have a Al or higher rating, Puerto Rico is five levels below, on the edge of
the precipice. The degradation of our credit into ‘junk’ would be catastrophic for Puerto Rico.”).

113 Act of Jan. 14, 2009, No. 1, Statement of Motives, 2009 P.R. Laws 1; P.R. Exec. Order No. OE-2009-
001 (Jan. 8, 2009).

114 See Act of Jan. 14, 2009, No. 1, sec. 3(a), § 2, 2009 P.R. Laws 1, 7 (amending § 2 of Act 91-2006).

15 See Act of Jan. 14, 2009, No. 1, sec. 2(b), § 1, 2009 P.R. Laws 1, 4 (amending § 1 of Act 91-2006).

18 Act of Jan. 14, 2009, No. 1, 2009 P.R. Laws 1, 1-2.

U7 Act of Jan. 14, 2009, No. 1, 2009 P.R. Laws 1, 3.

118 Act of Jan. 14, 2009, No. 1, 2009 P.R. Laws 1, 3.
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By its express terms, Act 1-2009 authorized COFINA to issue debt to cover budget deficits.
As explained in Part IV.C.2 and Part XI.D, although Puerto Rico’s Constitution includes a
balanced budget clause, a 1974 Puerto Rico Secretary of Justice opinion concluded, in essence,
that it would be constitutional to issue bonds to fund budget deficits. It does not appear that, in
connection with the passage of Act 1-2009 or subsequent COFINA Bond issuances, fresh opinions
on the subject were requested of or provided by the Secretary of Justice or outside bond counsel.

4. The Legislature Enacted Act 7-2009, Declaring a Fiscal Emergency

Less than two months later, on March 9, 2009, the Legislature approved Act No. 7 (“Act
7-2009”), which declared a state of fiscal emergency and established a “Comprehensive Fiscal
Stabilization Plan.” As described in the Statements of Motives for Act 7-2009, the Fiscal
Stabilization Plan involved “a combination of (a) new revenue and better oversight measures
(Chapter 11); (b) control and spending cutback measures (Chapter I11); and (c) financing measures
(Chapter 1V) to help cover budgetary shortfalls while the revenue and the spending cutback
measures begin to yield effect, to finance costs associated with the implementation of spending
cutback measures, and to prevent adverse impacts to affect the General Fund in view of the
precarious fiscal situation of some corporations and municipalities.”*°

The financing measures in Act 7-2009 included expansion of the COFINA program by
increasing the percentage of SUT revenues to be deposited into the Dedicated Sales Tax Fund from
2% to 2.75%.12° Underscoring the key role contemplated for COFINA in the Fiscal Stabilization
Plan, a March 2009 GDB investor presentation stated that COFINA “is the financial ‘anchor’ of
the Fiscal Reconstruction Plan and the Commonwealth’s main financing tool for the next few
years.”*?! And a GDB witness characterized COFINA as “one of the legs of the stool” supporting
Governor Fortufio’s fiscal plan.

5. GDB Campaigned to Obtain a Credit Rating Increase for COFINA Bonds

In spring 2009, GDB worked with bankers at Citi'? to present to the CRAs in an effort to
increase the credit ratings on the outstanding COFINA Bonds as well as obtain favorable ratings
on contemplated future issuances of subordinate COFINA Bonds.

Among the various arguments presented to support higher ratings was that, per the legal
opinions of the Puerto Rico Secretary of Justice and bond counsel, the sales tax revenue transferred
to COFINA would not be subject to the Clawback Right due to the separation of the dedicated
sales tax from Puerto Rico’s General Fund.

119 Act of Mar. 9, 2009, No. 7, Statement of Motives, 2009 P.R. Laws 30, 47.

120 Act of Mar. 9, 2009, No. 7, sec. 50, § 3, 2009 P.R. Laws 30, 112 (amending § 3 of Act 91-2006).

121 Gov’t Dev. Bank for P.R., Economic and Fiscal Reconstruction Plan: Government Development Bank
for Puerto Rico Investor Presentation, 33 (March 12, 2009).

122 Citi served as a lead underwriter for two of the three 2009 COFINA issuances. See Official Statement,
P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2009A (June 10, 2009); Official
Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2009B (June 19, 2009).
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In May 2009, Moody’s and S&P increased their ratings (from “Al” to “Aa3,” and from
“A+” to “AA-,” respectively) on the outstanding senior COFINA Bonds. Fitch affirmed its “A+”
ratings on the outstanding senior bonds and removed them from “Ratings Watch Negative.”?® In
addition, the agencies assigned strong ratings to the forthcoming first subordinated series of
COFINA Bonds: Moody’s assigned the forthcoming subordinated bonds an “A2,” S&P assigned
them an “A+,” and Fitch assigned them an “A.” 124

Among other considerations, the three CRAs noted the perceived strength of the legal
structure that separates the tax revenue stream from the General Fund. Moody’s and Fitch
specifically noted in their reports the strength of the legal opinions supporting that conclusion.?®

6. COFINA Issued Three Series of COFINA Bonds in 2009

In 2009, COFINA issued three series of COFINA Bonds (Series 2009A, Series 2009B and
Series 2009C) in the aggregate principal amount of approximately $5.6 billion. Offering
documents for the 2009 issuances reflect that the proceeds for those issuances were, consistent
with Act 1-2009, principally to be used to pay outstanding obligations of Puerto Rico and provide
funds for operating expenses. According to the official statements, none of those issuances were
to be used to repay extraconstitutional debt.!?® In addition, beginning in 2009, COFINA began to

123 See Press Release, Fitch Ratings, Fitch Rates Puerto Rico’s $7.5B Subordinate Lien Sales Tax Revs

‘A’ (May 20, 2009) (available through Fitch Ratings). A new issue report regarding COFINA 2009A and
2009B first subordinate Lien Series was published on June 5, 2009. Press Release, Fitch Ratings, Tax
Supported New Issue: Puerto Rico Sales Tax Financing Corporation (June 5, 2009) (available through
Fitch Ratings).

124 See Standard & Poor’s Ratings Services, Puerto Rico Sales Tax Financing Corp. Sales Tax Revenue
Bonds Rated ‘A+’; On CreditWatch Negative (June 24, 2008) (available through Standard & Poor’s Rating
Service). See also Moody’s Investors Service, Moody's Assigns A2 To Puerto Rico Subordinate Lien Sales
Tax Revenue Bonds; Upgrades Senior Lien Sales Tax Bonds To Aa3 (May 18, 2009) (available through
Moody’s Investors Service); Moody’s Investors Service, Moody’s Assigns Aa3 To $238 Million Sales Tax
Revenue Refunding Bonds, Senior Series 2009 C, Issued By The Puerto Rico Sales Tax Financing
Corporation (June 16, 2009) (available through Moody’s Investors Service).

125 press Release, Fitch Ratings, Fitch Rates Puerto Rico’s $7.5B Subordinate Lien Sales Tax Revs ‘A, 1
(May 20, 2009) (available through Fitch Ratings) (“The legal opinions are strong, finding that neither the
commonwealth general fund nor commonwealth GO bondholders have a claim on pledged sales tax
revenues.”); Moody’s Investors Service, Moody's Assigns A2 To Puerto Rico Subordinate Lien Sales Tax
Revenue Bonds; Upgrades Senior Lien Sales Tax Bonds To Aa3, 3 (May 18, 2009) (available through
Moody’s Investors Service) (“We note that the rating on the senior and subordinate Sales Tax Revenue
Bonds is significantly higher than our current Baa3/stable rating on the commonwealth’s general obligation
bonds, primarily reflecting . . . the fact that the sales tax revenues are not subject to the commonwealth’s
‘clawback’ provisions (according to opinions issued by the commonwealth’s Secretary of Justice and
outside bond counsel).”).

126 For one of those issuances—the COFINA Series 2010A bonds, in the amount of approximately $1.8
billion—about $500 million of proceeds appear to have been used to repay previously issued bond
anticipation notes. See Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds,
Series 2010 A, A-8 (Jan. 28, 2010). Bond anticipation notes are short-term interest-bearing securities used
in advance of a larger, future bond issuance. See Glossary of Municipal Securities Terms, Municipal
Securities Rulemaking Board, Note, http://www.msrb.org/glossary/definition/note.aspx (“Bond
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issue bonds that were subordinated in right of payment to other COFINA Bonds. In other words,
in the case of insolvency, investors who purchased subordinated COFINA Bonds would be paid
back after those who purchased senior COFINA Bonds. COFINA ultimately issued (through the
last COFINA issuances in 2011) approximately $9.7 billion in principal amount of subordinated
bonds.

7. COFINA Made Certain Risk Disclosures for its 2009 Issuances

The “Risk Factors” section of the official statement for the COFINA Series 2009A bonds,
under the heading “Certain Constitutional Considerations Relating to Act 91,” stated that the
Puerto Rico Supreme Court “could reach a different conclusion” than that reached by the prior
opinions, and that if that happened, “it would not necessarily constitute reversible error.” The
official statement went on to state that “the opinions of Bond Counsel and Underwriters’ Counsel
described above are not a prediction of what a particular court . . . that reached the issue on the
merits would hold and . . . are not a guarantee, warranty or representation.”*?

8. COFINA Issued Additional Bonds in 2010 and 2011

In 2010, the law firm of Nixon Peabody replaced Hawkins as bond counsel for COFINA
issuances. Nixon Peabody issued its own reasoned opinion in support of the constitutionality of
the COFINA structure for the 2010 and 2011 issuances.*?® The legal opinions in support of the
2011 COFINA issuances, including the Nixon Peabody opinion, were publicly released by GDB
in October 2013, in response to specific investor requests, as discussed further below.*?°

In 2010, COFINA issued another $3.6 billion in principal amount of bonds (Series 2010A,
2010C, 2010D and 2010E).™*° Like the 2009 issuances, the 2010 issuances—based on the offering
documents—were principally to be used to pay outstanding government obligations and provide
funds for operating expenses. 3!

In 2011, COFINA issued four series of bonds (Series 2011A through Series 2011D) in the
aggregate principal amount of approximately $1.9 billion. Those were the last COFINA Bond

Anticipation Notes (BANs) — Notes issued by a governmental unit, usually for capital projects, that are
repaid from the proceeds of the issuance of long-term bonds.”).

127 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2009A, 31-
32 (June 10, 2009).

128 The Nixon Peabody opinions relied on the Puerto Rico law firm PMA for certain Puerto Rico law matters.
PMA served as underwriters’ counsel for the 2009-2011 COFINA issuances.

129 1nvestor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 1
(Oct. 31, 2013).

130 There was also a COFINA Series 2010B issuance, structured as a bond anticipation note. See Official
Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2010C, 2-3 (June 24,
2010).

131 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2010A, 38
(Jan. 28, 2010); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series
2010C, 37 (June 24, 2010); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue
Bonds, Series 2010D and 2010E, 36 (June 24, 2010).

187



The Independent Investigator’s Final Investigative Report

issuances. According to the offering documents, the proceeds of those bonds were to be used for
various purposes, including to repay extraconstitutional debt, refinance existing COFINA
subordinated debt and provide funding for Puerto Rico.*?

Notably, for the $1 billion Series 2011C issuance, the deal documents reflect that about
$400 million of proceeds were to be used to pay termination fees under COFINA swap
agreements.**® The use of COFINA bond proceeds to pay swap termination fees appears to have
been permitted under Act 56-2007 (discussed above), which allowed COFINA to pay “obligations
incurred under any type of financing or guaranty agreement or interest rate swap agreement
executed with respect to [COFINA] bonds.”*** The use of COFINA Bond proceeds to pay swap
termination fees is discussed in Part XII1.E.2.

9. The Investor Call

The legal opinions in support of the 2011 COFINA issuances, including the Nixon Peabody
opinion, were publicly released by GDB in October 2013, in response to specific investor
requests. *> On a public investor conference call hosted by GDB on October 31, 2013 (the
“Investor Call”) to discuss the opinions, shortly after their issuance, GDB’s General Counsel
explained that the release of the opinions reflected “a renewed commitment to observe best
disclosure practices and improve our relationship with our investor base.”**® According to witness
accounts, GDB was considering a new COFINA Bond issuance at the time, and investors were
looking at the risks of the COFINA structure afresh. Indeed, in an email sent by a member of
GDB?’s public relations firm to GDB’s General Counsel recounting a discussion with a large bond
investor shortly before the Investor Call, it was noted that the investor “believes that available
revenues and the potential for a clawback have not been confirmed, and if we can’t say speak [sic]
definitively and positively about this on the webcast he expects a very negative reaction from the
markets.”*3" Reflecting the perceived importance of disclosing the opinions to the market at that
time, an outside COFINA advisor stated the following in an email to the GDB Interim President
after the Investor Call: “Posting the opinions that support COFINA’s ‘non-clawbackable’ status

132 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2011A, 42
(Nov. 16, 2011); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series
2011B, 40 (Nov. 16, 2011); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue
Bonds, Series 2011C, 37 (Dec. 1, 2011); Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales
Tax Revenue Bonds, Series 2010A, 38 (Dec. 1, 2011).

133 Official Statement, P.R. Sales Tax Fin. Corp. (COFINA), Sales Tax Revenue Bonds, Series 2011C, 39
(Dec. 1, 2011).

132 Act of July 5, 2007, No. 56, sec. 3, § 4, 2007 P.R. Laws 173, 178 (amending § 4 of Act 91-2006).

135 |nvestor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 1
(Oct. 31, 2013).

138 Investor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 9
(Oct. 31, 2013).

137 Ex. 10, Decl. of Donald Burke in Support of Mot. for Summ. J. of the Ad Hoc Group of General
Obligation Bondholders, Official Comm. of Unsecured Creditors v. Whyte (In re Fin. Oversight & Mgmt.
Bd. for P.R.), Tit. Il Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D. P.R. Mar. 5, 2018), ECF No.
345-12.
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IS a positive and its impact on the market for added COFINA debt will depend on the perceived
strength of those opinions.”

Lawyers with Nixon Peabody and PMA who prepared the opinions participated on the
Investor Call and addressed pre-selected questions from investors regarding the opinions. Several
investors asked questions as to why the Puerto Rico courts had not, by that time, addressed issues
surrounding the Clawback Right and whether there was a plan to seek a ruling from the Puerto
Rico courts on that issue. According to the transcript of the Investor Call, an attorney with PMA
responded to these inquiries as follows: “The short answer for this question is that under Puerto
Rico’s jurisdictional requirement, parties cannot bring a test case or seek an advisory opinion from
the courts.”**® That same attorney went on to explain that “COFINA has not sought a ruling of
this nature because unless there was a real case or controversy, the court would not have
jurisdiction to rule on this matter.”*3® An attorney with Nixon Peabody then directed the following
question to the PMA lawyer:

Several of the questions that we received cited what other jurisdictions
have done in terms of seeking declaratory judgment or having a court
provide an advisory opinion with respect to certain legislative acts, but
Puerto Rico law doesn’t provide for that procedure, right? So no such
request can be made. s that fair to say?4°

The response from that attorney was: “That’s fair to say.”**' This matter is discussed further in
Part XIV.C.1.(d) of the Report.

Ultimately, the planned COFINA Bond issuance did not go forward, as it was decided that
GO Bonds would be issued instead.

10. The CRAs Downgraded COFINA Bonds in 2014

In 2014, as Puerto Rico’s economy worsened, the CRAs downgraded COFINA Bonds.
After the enactment of the Recovery Act on June 28, 2014,%? Moody’s and Fitch downgraded
COFINA Bonds to junk status.'*® While the CRAs still considered the legal structure and
separation of tax revenues to be strong, they generally noted that “the willingness to adjust the

138 Investor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 5
(Oct. 31, 2013).

139 Investor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 5
(Oct. 31, 2013).

149 1nvestor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 5
(Oct. 31, 2013).

14 Investor Call Transcript, Gov’t Dev. Bank for P.R., Conference Call about COFINA Legal Opinions, 5
(Oct. 31, 2013).

142 Act of June 28, 2014, No. 71, 2014 P.R. Laws 371.

143 Fitch Ratings, Fitch Downgrades Puerto Rico GO, Sales Tax, Retirement System & Water Revenue
Bonds (July 9, 2014) (available through Fitch Ratings); Moody’s Investors Service, Moody’s Downgrades
Puerto Rico GO and Related Bonds to Ba2, Notched Bonds to Ba3 and COFINA bonds to Baal, Baa2;
Outlook Negative (Feb. 7, 2014) (available through Moody’s Investors Service).
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statutory debt structure the risk that COFINA’s sales tax security pledge may not be separated
from the commonwealth’s finances in the future.”4*

For example, on July 1, 2014, Moody’s downgraded senior COFINA Bonds to “BA3” from
“Baal” and the COFINA subordinated bonds to “B1” from “Baa2,” with a negative outlook. The
report noted a concern that Puerto Rico may act to impair the rights of COFINA Bondholders:
“The COFINA ratings have now been positioned closer to the GO [Bond ratings], reflecting their
increased susceptibility to any action that impairs bondholders’ claims on sales tax revenues if the
commonwealth invokes its police powers and acts to protect the health and safety of the general
public ahead of bondholders. The new GO and COFINA bond ratings face heightened risk of
default, given the commonwealth’s stagnant economic conditions and disproportionately large
debt burden.”145

Similarly, on July 9, 2014, Fitch Ratings downgraded the senior COFINA Bonds to “BB-"
from “AA-" and subordinate COFINA Bonds to “BB-" from “A+.” The report noted concern with
actions Puerto Rico may take: “Pursuant to Fitch criteria, the amount of credit given to a special
tax security is tempered by the risk that the state, faced with extreme financial stress, could exercise
its sovereign powers to the detriment of bondholders.”14°

And on July 11, 2014, S&P downgraded its ratings on senior COFINA Bonds to “BBB”
from “AA-" and on subordinate COFINA Bonds to “BBB-” from “A+.” S&P noted: “We have
also lowered the rating on COFINA multiple notches, bringing the COFINA sales tax rating closer
to that of the commonwealth’s GO, as a result of our view that the Act raises the risk that the
commonwealth may seek additional changes in statutory law that could potentially reduce the
separation in credit quality of COFINA’s sales tax pledge from the commonwealth’s finances
should financial stress on the general fund increase significantly.”4’

COFINA has not issued any additional bonds since 2011.148

C. Use of Tax Securitization Structures in Other Jurisdictions

Puerto Rico was neither the first, nor the last, government to raise financing through a sales
tax securitization structure. The use of such a structure to address New York City’s fiscal crisis in

144 Standard & Poor’s Ratings Services, Puerto Rico And Related Entity Ratings Placed On CreditWatch
Negative Following Legislation Approval, 2 (June 27, 2014) (available through Standard & Poor’s Rating
Service).

145 Moody’s Investors Service, Moody’s Downgrades Puerto Rico GOs to B2 from Ba2, COFINA Senior-
Sub to Ba3-B1; Outlooks Negative, 1 (July 1, 2014) (available through Moody’s Investor Service).

146 press Release, Fitch Ratings, Fitch Downgrades Puerto Rico GO, Sales Tax, Retirement System & Water
Revenue Bonds, 2 (July 9, 2014) (available through Fitch Ratings).

147 Standard & Poor’s Ratings Services, Puerto Rico GO Rating Lowered One Notch To ‘BB’ Following
Debt Legislation; Outlook Negative, 2 (July 11, 2014) (available through Standard & Poor’s Rating Service).
%8 In April 2013, COFINA issued approximately $333 million in principal amount of bond anticipation
notes, the proceeds of which were used to fund Puerto Rico’s operating budget for the fiscal year ended
2013. See P.R. Sales Tax Fin. Corp, Basic Financial Statements: Year Ended June 30, 2013, 3 (Apr. 14,
2014). Those notes were repaid from the proceeds of the 2014 GO Bond Issuance. See Part IV.F.5.
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the mid-1970s is a notable example of how such a structure has been used as a form of “rescue
financing.” In 1975, the State of New York created the Municipal Assistance Corporation
(“MAC”) as one measure to stabilize New York City’s finances.*® MAC was initially authorized
to issue up to $3 billion in long-term debt, secured by and repaid from a sales tax levied only in
New York City. The proceeds of the MAC bonds were used to repay New York City’s maturing
short-term debt and to cover some of the City’s operating expenses.’> Over the years, MAC
ultimately issued almost $10 billion in bonds, and provided New York City with the breathing
room to address its budget deficit problems without defaulting on its debt. MAC finally dissolved
itself in 2008, after retiring all of its debt.>!

A key driver to the success of the MAC program appears to be that it was accompanied by
measures to improve fiscal discipline. Specifically, shortly after the creation of MAC, New York
State enacted legislation that, among other things: (i) created the Emergency Financial Control
Board, which was authorized to take control of New York City’s finances; and (ii) required New
York City to balance its budget within three years and to follow generally accepted accounting
practices.’® New York City also received federal assurances under the federal New York City
Seasonal Financing Act of 19752 and had the direct backing, financial support, and oversight of
the New York State government. These measures are credited with giving New York City much
needed fiscal discipline, a balanced budget, and good accounting practices.>*

In the early 1990s, Pennsylvania employed a similar structure when it passed legislation
creating the Pennsylvania Intergovernmental Cooperation Authority (“PICA”) to address
Philadelphia’s fiscal problems in existence at that time.'® PICA acts as a state-level fiscal
responsibility and oversight board, and also provided financial assistance to Philadelphia,
including through the issuance of bonds.'*® PICA is vested with authority to review and approve

149 See Donna E. Shalala and Carol Bellamy, “A State Saves a City: The New York Case,” 1976 Duke L.J.
1119 (1976).

130 See Donna E. Shalala and Carol Bellamy, “A State Saves a City: The New York Case,” 1976 Duke L.J.
1119, 1128 (1976).

151 See Dall Forsythe, Debt Management in New York City, 1978-2008 (Oct. 2008) (working paper prepared
for delivery at the Annual Conference, Association for Budgeting and Financial Management) (on file with
the New York University Robert F. Wagner School of Public Service).

12 N.Y. State Fin. Emergency Act for the City of N.Y., 1975 N.Y. Laws 1405, 1442, 1444, and 1569
(McKinney) (codified as N.Y. Unconsol. Laws §8 5401-5420 (McKinney), terminated by N.Y. Unconsol.
Law § 5418 (McKinney)).

15331 U.S.C. § 1501 et seq. (1975). See Ropico, Inc. v. City of New York, 425 F. Supp. 970, 975 (S.D.N.Y.
1976) (explaining the Act’s provision of $2.3 billion of seasonal loans to New York City); see also Withers
v. Teacher’s Ret. Sys. of City of New York, 447 F. Supp. 1248, 1261 (S.D.N.Y. 1978), aff'd 595 F.2d 1210
(2d Cir. 1979) (noting federal efforts to insure the fiscal preservation of the City of New York).

154 See Dall Forsythe, Debt Management in New York City, 1978-2008, 4 (Oct. 2008) (working paper
prepared for delivery at the Annual Conference, Association for Budgeting and Financial Management) (on
file with the New York University Robert F. Wagner School of Public Service).

155 pa. Intergovernmental Cooperation Authority Act for Cities of the First Class, 53 Pa. Stat. Ann. §
12720.101, et seq. (West).

1% See Official Statement, Pa. Intergovernmental Cooperative Auth., Sales Tax Revenue Refunding Bonds,
Series of 2009, B-7-B-9 (June 10, 2009) (showing that the last Special Tax Revenue Bonds were issued on
December 15, 1994).
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Philadelphia’s five-year financial plans, and also has the power to certify the city’s non-
compliance with its financial plans, in which case PICA can direct the Pennsylvania Secretary of
Budget to withhold state funding for the city.*>” Starting in 1992, PICA issued special tax revenue
bonds backed by a 1.5% tax on salaries and other compensation earned by Philadelphia residents,
which were used to fund the city’s operating deficit.**

Tax revenue bonds have also been used to fund operational deficits at the state level. In 2004,
California passed legislation authorizing the issuance of up to $15 billion in so-called Economic
Recovery Bonds supported by a portion of a new statewide 0.25% state-wide sales and use tax.>°
The bond proceeds were used to help fund a state budget deficit of $35 billion incurred in fiscal
year 2003. California ultimately issued over $14 billion of principal on Economic Recovery Bonds,
with issuances in 2004 and 2008.1%° As of August 2015, California had paid off principal and
interest on the bonds, one year ahead of schedule.*

And as recently as 2017, Chicago tapped into the tax securitization bond market to address a
structural budget deficit of over $100 million®? and $30 billion of unfunded pension liabilities.1®3
In October 2017, Chicago’s City Council established the Sales Tax Securitization Corporation
(“STSC™), a non-profit public corporation and instrumentality of the City of Chicago authorized
to issue sales and use tax securitization bonds.*®* Debt issued by the STSC has been principally
earmarked to reduce the City’s debt service burden by refinancing existing debt, including general
obligation debt, with higher rated bonds carrying lower debt service costs.1%

157 pa. Intergovernmental Cooperation Auth. Act for Cities of the First Class, 53 Pa. Stat. Ann. § 12720.210
(West).

158 pa. Intergovernmental Cooperation Auth. Act for Cities of the First Class, 53 Pa. Stat. Ann. § 12720.601,
et seq. (West). See also Official Statement, Pa. Intergovernmental Cooperative Auth., Sales Tax Revenue
Refunding Bonds, Series of 2009, 5 (June 10, 2009) (“The 2009 Bonds are . . . payable . . . solely from (i)
the revenues pledges and assigned by the Authority for such payment under the Indenture, including
revenues received by the Authority from a one and one-half percent (1.5%) tax (the “Authority Tax
Ordinance”), exclusively for the purposes of the Authority, on the salaries, wages, commissions and other
compensation earned by residents of the City[.]”).

15 Economic Recovery Bond Act, Cal. Gov’t Code § 99050 et seq. (West 2004).

160 Official Statement, State of Cal., Economic Recovery Bonds, Series 2004A and 2004B (May 4, 2004);
Official Statement, State of Cal., Economic Recovery Bonds, Series 2004C (June 8, 2004); Official
Statement, State of Cal., Economic Recovery Bonds, Series 2008A and 2008B (Feb. 7, 2008).

161 press Release, California State Treasurer’s Office, Treasurer Chiang, Finance Director Cohen Act to
Make Final Payment on 2004 Economic Recovery Bonds (Aug. 5, 2015),
https://www.treasurer.ca.gov/news/releases/2015/20150805.asp (“The payment closes the books on the
Proposition 57 [Economic Recovery Bonds], approved by voters in March 2004 to refinance accumulated
budgetary debt. Overall, bond payments made since 2004 total $14.2 billion in principal and $4.8 billion
in interest, with additional administrative costs of $153 million.”).

162 City of Chi., Annual Financial Analysis 2017, 19 (July 19, 2017).

163 City of Chi., Comprehensive Annual Financial Report for the Year Ended December 31, 2017, 21
(June 29, 2018).

164 Sales Tax Securitization Corp., Sales Tax Securitization Bonds: Authorizing Resolution (Nov. 2, 2017).
165 press Release, Office of the Mayor, City of Chicago, City Council Approves Revenue Securitization
Structure Paving the Way for the City to Save Millions in Debt Service Costs Each Year (Oct. 11, 2017)
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All of this underscores that COFINA was not invented from scratch as a desperate ploy. It
drew upon an existing framework that other US governments have used (and continue to use) in
periods of fiscal distress.

Distinctions can be drawn, however, in comparing the COFINA Bond program with tax
securitization structures instituted elsewhere. For example, unlike the New York MAC and
Pennsylvania PICA programs, COFINA was not accompanied by measures directed towards
imposing fiscal discipline within the Puerto Rico government. As an additional distinction, the
MAC and PICA programs relied on a state control board to impose fiscal discipline by a city. That
hierarchical structure involving state oversight did not apply in the case of Puerto Rico.

If Puerto Rico seeks to use a tax securitization structure in the future to issue debt, we
recommend that the political branches of the Puerto Rico government consider implementing
measures aimed at establishing meaningful checks on the incurrence and use of that debt,
appropriate independent oversight over the program, and a plan for ultimate retirement of the debt.
One such measure might be a constitutional amendment that counts such debt towards the
constitutional debt limit, notwithstanding that tax securitization debt is not backed by the full faith
and credit of Puerto Rico. In addition, as discussed in Part XIV.C, Puerto Rico’s adoption of a
debt validation statute may avoid future disputes over the validity of a tax securitization structure,
like the one that has been litigated in the Title 111 Proceedings.*5®

D. Conclusion

To summarize, we found no evidence that COFINA’s purpose was to evade the
Constitutional Debt Limit. The original purpose of the sales tax securitization was to obtain a
well-rated financing source in order to help solve Puerto Rico’s structural imbalance. It was
eventually deployed successfully to help relieve Puerto Rico from a $532 million annual drain on
the General Fund for debt services on appropriation debt.

(“City Council today approved an ordinance to create a securitization structure for the City of Chicago,
which is expected to achieve higher credit ratings and reduce debt service costs for taxpayers. . . . [T]he
Corporation plans to refund the City’s existing Sales Tax Revenue Bonds . . . . This refinancing is expected
to save the City millions of dollars per year in debt service costs and help alleviate the City’s GO debt
burden.”). The STSC bonds received strong ratings notwithstanding the pendency of the Clawback Right
dispute in the Puerto Rico Title Il Proceedings. For example, in November 2017, those bonds received
ratings of “AAA” from Fitch, in comparison with Fitch’s “BBB-" rating for Chicago’s general obligation
debt. A Fitch report regarding the STSC bonds explains that the Illinois legislation creating the STSC is
apparently different than the COFINA legislation in that “[t]he Illinois legislation does not benefit the state
and is not an attempt to avoid a limit imposed on the state in dealing with its own debt and tax revenues.
Moreover, it is not an attempt to work around any limit imposed on the city by the constitution.” Press
Release, Fitch Ratings, What Investors Want to Know: Chicago Sales Tax Securitization, 7 (Nov. 28, 2017)
(available through Fitch Ratings).

166 See generally Official Comm. of Unsecured Creditors of P.R. v. Whyte (In re Fin. Oversight & Mgmt.
Bd. for P.R.), Tit. Il Case No. 17-3283-LTS, Adv. No. 17-00257-LTS (D.P.R.).
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As Puerto Rico’s financial troubles worsened, however, and Puerto Rico faced an estimated
$3.2 billion budget gap, COFINA became a crutch that Puerto Rico leaned upon to close
operational deficits, eventually allowing COFINA debt to grow, ultimately to over $17 billion.

Within this history, legal counsel had different views as to the potential rights of GO
Bondholders with respect to the sales tax revenues. The existence of those different views was not
disclosed. While we express no views as to whether that should have been disclosed, we discuss
potential claims that may arise from this fact in Part XV1.C.1(a).

Ultimately, COFINA’s history exemplifies the extent to which Puerto Rico turned to debt

to address difficult times without solving the underlying persistent structural imbalance.
Unchecked by the Constitutional Debt Limit, it added billions more to Puerto Rico’s debt problem.
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As part of our investigation, we also investigated the circumstances surrounding ERS’s
issuance of the ERS Bonds. ERS is a trust created by legislative act to provide pensions and other
retirement benefits to retired government employees of Puerto Rico. Until recently, ERS paid for
these benefits with funds contributed monthly or twice a month to ERS by certain of Puerto Rico’s
public corporations, agencies and instrumentalities in their capacities as employers (“Government
Employers”), as well as their employees. Funds for benefit payments also came from ERS’s
investment earnings and from Puerto Rico through statutory appropriations approved from time to
time. Government Employers were required by law to make contributions to ERS of a statutory
set percentage of their covered payroll (“Employer Contributions™).

Between January and June of 2008, ERS issued the three series of ERS Bonds, which
totaled nearly $3 billion. The purpose of the issuances was to increase the funds available for ERS
to pay near-term pension obligations and, over the long-term, reduce its unfunded
liabilities. “Unfunded liabilities” refers to the extent to which ERS lacks the funds it is projected
to need at any given time in order to meet all of its obligations to pay pension benefits as they
become due in the future.

As explained further below, the ERS Bonds were payable from and purportedly secured by
the stream of Employer Contributions that Government Employers were required by statute to
make to ERS. Basically, the plan was to take a portion of the proceeds of the ERS Bond sales and
invest it, with the expectation that the investment would grow and give the pension an additional
return after it paid debt service (i.e., principal and interest) on the ERS Bonds. This investment
strategy is called “arbitrage.”

196



The Independent Investigator’s Final Investigative Report

The risk of an arbitrage strategy is the possibility that the investments do not grow at a rate
sufficient to cover the debt service obligations on the bonds, which can have the effect of making
a pension’s underfunding problem worse. As discussed further below, that is essentially what
happened in the case of ERS Bonds. After they were issued, ERS invested an insufficient portion
of the proceeds at a materially lower rate of return than ERS’s advisors and professionals had
projected. As a result, although some of the proceeds from the ERS Bonds provided cash to allow
ERS to continue paying its obligations in the short term, the returns on the invested portion of the
proceeds will not offset the long-term cost of issuing the bonds.

As discussed further below, the original expectation was to issue approximately $7 billion
in bonds. However, ERS ended up issuing slightly less than $3 billion in bonds, and investing less
than half the proceeds therefrom into the intended arbitrage strategy, due in part to the market
plunge accompanying the onset of the US’s fiscal crisis in the second half of 2008.

In January 2009, a newly-elected administration appointed a new president of GDB, put an
end to the ERS Bond program and subjected the strategy to scrutiny.

In 2010, GDB and ERS retained Conway MacKenzie, Inc. (“Conway”), a management
consulting and financial advisory firm, to “identify, analyze, and summarize the key events and
decisions that have created the current financial crisis of the ERS.”! In October 2010, Conway
released a report (“Conway Report”) concluding that ERS management, the ERS Board of
Trustees (“ERS Board”) and the GDB Board “may have failed to meet the standard of due care
and other important fiduciary duties in approving” the issuance of the ERS Bonds.? In early 2011,
the Puerto Rico legislature passed legislation that, among other things, foreclosed ERS from
issuing any new bonds, and limited its ability to issue other debt unless the legislature pre-approved
it.> The “Statement of Motives” accompanying that legislation characterized the ERS Bonds as
“illegally made” and described them as *“so badly structured that, rather than yielding profits . . .
[they] resulted in tremendous losses that have accelerated the demise of [the] Retirement System.”*

In the Title 11 Proceedings and other pending litigation, several litigants have likewise
challenged the ERS Bonds, contending that they lacked appropriate authorization and are not
backed by an enforceable security interest.

Although our investigation does not address or take any position with respect to the
litigation related to the ERS Bonds, it did focus on several questions, including:

! See Conway Mackenzie, Inc., Review of the Events and Decisions That Have Led to the Current Financial
Crisis of the Employees Retirement System of the Government of Puerto Rico, 2 (2010).

2 See Conway Mackenzie, Inc., Review of the Events and Decisions That Have Led to the Current Financial
Crisis of the Employees Retirement System of the Government of Puerto Rico, 5 (2010).

3 See Act of July 6, 2011, No. 116, 2011 P.R. Laws 1431, 1436 (codified at P.R. Laws Ann. tit. 3, 8 779(d))
(2018) (“Bond Issues are hereby prohibited as part of the direct placement of debts secured with the assets
of the System. For the direct placement of debts secured with the assets of the System, the consent of two-
thirds of the members of the Board of Trustees of the System, through their secret vote, as well as the
enactment of legislation by the Legislative Assembly to such purposes shall be necessary.”).

*P.R. Laws Ann. tit. 3, § 779(d) (2018)
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How did the idea for the ERS Bonds and their structure come about?
What were the primary objectives of their issuance?

In the lead up to the ERS Bond issuance, what were the main legal and financial issues
considered by the relevant parties, including ERS, GDB, underwriters, counsel, and
CRAs?

To what extent did directors and officers of ERS and GDB rely on the advice of
professionals in pursuing and approving the ERS Bond issuances?

Why did ERS stop issuing bonds after issuing Series A through Series C, and what
effect might that have had on the arbitrage strategy?

Do Conway’s findings comport with the evidence we reviewed?

A summary of our key findings is as follows:

ERS had long struggled with unfunded liabilities. By June 30, 2005, ERS had actuarial
liabilities of $12.284 billion, only 19% of which were funded;

By 2005, GDB and ERS considered attempting to solve ERS’s unfunded liabilities
problem through the issuance of $2 billion in POBs;

In other states and municipalities, POBs often involve an arbitrage strategy, whereby
the proceeds from the bond sales are invested in the hope of earning a greater return
than the cost of debt services;

The POBs that GDB and ERS were considering were in the form of general obligation
debt, which is consistent with most POBs at that time that had been issued by states
and municipalities outside of Puerto Rico. Such an issuance was believed to require
authorization from the Legislative Assembly. Legislation was proposed and approved
by the Puerto Rico Senate but was never voted on by the Puerto Rico House of
Representatives;

An investment bank Merrill Lynch first proposed the idea of securitizing the stream of
Employer Contributions. The proposed issuance would not be a general obligation of
Puerto Rico. This structure was reviewed by a Puerto Rico law firm (Fiddler), which
believed that the proposed structure did not require additional approval by Puerto
Rico’s Legislative Assembly, and that the proposed issuance could be executed by ERS
pursuant to existing law. Therefore, ERS and GDB believed the transaction could be
executed without prior approval by the Legislative Assembly;

Merrill Lynch recommended that ERS “issue at least $7 billion” in bonds, an amount
Merrill Lynch believed would be sufficient to accomplish two objectives. First, ERS
could use a portion of the proceeds to improve its cash-position and ability to make
near term benefit payments. Second, ERS could invest the remaining proceeds in an
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arbitrage strategy that Merrill Lynch projected would keep ERS solvent for the next
twenty-five years or more;

e Inthe lead up to the ERS Bond issuance in January 2008, ERS, GDB, Merrill Lynch
and the CRAs were most concerned about understanding the Legislative Assembly’s
ability (or lack thereof) to reduce future Employer Contributions and the credit rating
the contemplated bonds would receive. The evidence we reviewed indicates that
neither the CRAs nor the advisors and professionals of ERS and the underwriters
involved raised material concerns about whether the ERS had authority to issue the
bonds prior to them being issued. The evidence also shows that Fiddler, as bond
counsel, opined that ERS had the authority to issue the bonds in a letter included with
the Official Statement for each issued series of ERS Bonds;

o Inthe first half of 2008, ERS issued nearly $3 billion of bonds exclusively into the local
bond market (i.e., no bonds were made available for purchase by individuals or funds
located outside of Puerto Rico). Evidence indicates additional ERS Bonds were not
issued in the second half of 2008 because of unanticipated market behavior. Starting
in 2009, even as credit markets began to re-open, additional ERS Bonds were not issued
as a matter of policy set by the incoming administration of Governor Luis Fortufio. As
we explain below, an arbitrage strategy can fail if an insufficient portion of the bond
proceeds is invested, even if the rate of return on that investment exceeds the return
rate being paid on the bonds. According to the Conway Report, only $937 million out
of $2.73 billion in aggregate net proceeds from all three series of ERS Bonds was
invested by ERS. If that was the case, the arbitrage strategy had little chance of
succeeding without additional proceeds being invested; and

e Finally, the Conway Report did not provide the legal standards against which it
evaluated underlying circumstances and the conduct of ERS and GDB decision-makers
to reach its conclusions that the ERS Bonds were “inherently flawed, misconceived and
speculative,” and that ERS and GDB decision-makers “did not exercise due
care.” The evidence we reviewed demonstrated that: (i) ERS and GDB decision-
makers considered, on the advice of professionals, the potential benefits and risks
involved with issuing the ERS Bonds; (ii) the strategy of borrowing against future
Employer Contributions and investing the proceeds may have succeeded in improving
both ERS’s short-term cash position and long-term underfunding problem if reasonable
projections about market behavior and other variables had held true (which they did
not); and (iii) the decision to issue the bonds anyway was motivated by the need to
meet ERS’s immediate cash needs until adjustments to the strategy could be considered
and implemented.

The potential legal significance of our factual findings is discussed further in Part XVI1.C.3.a.

> See Conway Mackenzie, Inc., Review of the Events and Decisions That Have Led to the Current Financial
Crisis of the Employees Retirement System of the Government of Puerto Rico, 12, 21 (2010).
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A. Background

1. ERS

ERS is a trust created by Act No. 447 of May 15, 1951 (as amended, “Act 447”) for the
purpose of providing pension and other retirement benefits to retired employees of Government
Employers.® As an example of such benefits, pursuant to 1973 amendments to Act 447 that
remained in effect until benefit cut-backs were implemented in 1990, workers who retired at age
fifty-five or older after completing thirty years of employment by a Government Employer were
guaranteed to receive from ERS a yearly pension for the rest of their lives equal to 75% of the
average salary from their three highest earning years.” Other benefits included disability annuities,
death benefits, and loans to Puerto Rico's public employees.®

In order to provide the necessary funds to pay for these retirement benefits, Government
Employers and their employees were required by statute to make regular contributions to ERS.
From February 1990 through the issuance of the ERS Bonds in 2008 and for several years
thereafter, Government Employers were required to make Employer Contributions of at least
9.275% of their payroll for employees covered by ERS. Any excess funds left from Employer
Contributions, employee contributions and statutory appropriations from Puerto Rico after current
benefits were paid then were invested with the expectation they would grow and be available to
pay for future benefits.

As of June 30, 2007, a total of 210 Government Employers made Employer Contributions
to ERS. At that time, ERS had approximately 175,000 participating employees and provided
retirement benefits to 99,851 beneficiaries, which include retirees and spouses of deceased retirees.
ERS’s net assets held in trust for pension plan benefits were approximately $2.891 billion.

2. History of Underfunding

As noted, the obligation of a retirement system to provide retirement benefits creates a
liability that must be paid for (or “funded”). To the extent the liability exceeds the assets of the
retirement system, the liability is said to be unfunded. Unfunded liabilities were calculated on
what is called an *“actuarial” basis. As a hypothetical example, imagine that ERS seeks to
determine how much in funds it needs to be able to cover its ongoing obligation to pay retirement
benefits in the future. To do so, it would try to determine future payment requirements by using
various assumptions and statistical modelling that take into account a number of factors, including
the anticipated number of future retirees, the timing of their retirement and the cost of benefits.

® Act of May 15, 1951, No. 447, 1951 P.R. Laws 1298 (codified as amended at P.R. Laws Ann. tit. 3, §
761, et seq.). ERS is the largest of several retirement systems that provide retirement benefits for the public
employees of Puerto Rico and its instrumentalities. Other retirement systems for public employees include
the Puerto Rico System of Annuities and Pensions for Teachers, the Commonwealth Judiciary Retirement
System, and the Employees Retirement System of Puerto Rico Electric Power Authority.

"Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension Funding
Bonds, Series A, 111-3 (2008).

8 Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension Funding
Bonds, Series A, 7 (2008).
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Based on this information, let’s assume it predicts that it will be obligated to pay a total of $100
million in retirement benefits the following year (Year 1), followed by $110 million in Year 2,
$120 million in Year 3, $125 million in Year 4, and so forth. ERS may then use an assumed
discount rate to calculate the net present value of such future payments. This would result in what
is called an “accrued actuarial liability.” Imagine that number is $10 billion. If at the time ERS
only had $4 billion in assets, it would have $6 billion in unfunded accrued actuarial liabilities. And
it would have a corresponding “funding ratio” of 40% ($4 billion divided by $10 billion).

The greater the amount of unfunded liability (or, correspondingly, the lower the funding
ratio) the bigger the problem. For a pension, slight underfunding indicates potential difficulty
paying benefits years, if not decades, into the future. By contrast, a severely underfunded pension
with very low funding ratios may run out of assets to pay benefits to its retirees in a matter of
months. Thus, a funding level signals how far into the future a pension can provide the benefits it
has promised to retirees.

The amount of its unfunded liabilities has always been a problem for ERS. ERS was
created in 1951 by the merging of several pre-existing retirement systems which were themselves
underfunded. ERS absorbed this underfunding. Moreover, ERS, by its own admission in audited
financial statements filed in early 2018, “since its inception, lacked proper planning. The levels
of contributions were relatively low and still remain low in comparison to the level of benefits.”®
Statutory rates for Employer Contributions and employee contributions remained the same from
1990 until 2011.1° Nevertheless, according to the Official Statement for the ERS Series A Bonds,
from fiscal year 1991 to fiscal year 2005, the unfunded accrued actuarial liability of ERS increased
from $3.568 billion to $9.956 billion.!* As of June 30, 2005, according to the Financial
Information and Operating Data Report dated May 15, 2009, ERS’s total pension benefit
obligation was $12.284 billion, and the unfunded pension benefit obligation for the same period
was $9.956 billion, representing a funding ratio of 19%.2

By this time, the unfunded liabilities of the retirement systems, and particularly ERS, were
negatively impacting Puerto Rico-related credit ratings. For example, when Moody’s downgraded
the credit ratings for Puerto Rico’s GO Bonds in May 2005, the report stated: “The rating change
also reflects a continuing problem of very large and growing unfunded government pension

® See Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Basic Financial Statements: Year Ended
June 30, 2015, 13 (Feb. 19, 2018).

19 In 2011 and again in 2013, Puerto Rico enacted legislation aimed at addressing ERS’s severe
underfunding problem, but by then it appears to have been too late. In its 2015 CAFR released earlier this
year, Puerto Rico reported owing more than $1.3 billion to ERS in “deferred” payments it agreed to make
under this recent legislation. See Commonwealth of P.R., Basic Financial Statements: Year Ended June
30, 2015, 292 (June 29, 2018). As discussed below, in 2017, Puerto Rico effectively took-over ERS,
converting it to a pay-as-you-go system whose obligations are supported by the General Fund.

11 Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, 6 (2008).

12 See Commonwealth of P.R., Financial Information and Operating Data Report, 60 (May 15, 2009).

201



The Independent Investigator’s Final Investigative Report

liabilities, despite steps taken to increase the retirement age and close the system to new
participants a few years ago.”*?

3. Governance/Management of ERS

Control of the governance and operation of ERS is vested in the ERS Board, which sets
policy and oversees the operations consistent with applicable laws. ** The ERS Board is
responsible for appointing the Administrator of ERS (“ERS Administrator”). The members of the
Board include a number of political appointees; among others, it is comprised of the Puerto Rico
Secretary of the Treasury and the President of GDB, each as hon-voting members, plus three voting
members appointed for three year terms by the Governor.™

B. Backaround on Pension Obligation Bonds and Arbitrage Strategy

The ERS Bonds are a form of POB. The standard POB is issued by a state or municipality
as general obligations in order to fund its obligation to the pension fund or system in which its
employees are members.® POBs have been around since 1985 when they were first issued by the
City of Oakland, California.’

POBs employ an arbitrage strategy. Arbitrage, as previously noted, refers in this context
to a strategy whereby the issuer borrows money in order to invest the proceeds on the expectation
that its return on those investments will exceed the costs of the borrowing. For example, assume
a pension system issues $100 of bonds for a one year term at 10%, and strategically invests the
bond proceeds in assets that return 15% in that same period. In theory, if the pension system
invests 100% of the proceeds—or $100 here, if the costs of borrowing are zero and no proceeds
are used to make other required payments—then at the end of the year it will have the original
$100 bond proceeds plus a $15 return on its investment. In turn, the system can use that $115 to
repay the $110 of principal and accrued interest to satisfy the bonds, and be left $5 richer than
before it issued the bonds (i.e., the arbitrage produced a net yield of $5). If the pension system
was underfunded on an actuarial basis, the additional $5 will reduce its unfunded accrued actuarial
pension liability.

In reality, it is always possible that an arbitrage strategy fails to produce more money
investing the bond proceeds than it costs to issue the bonds in the first place. The most obvious
way this can happen is if the return on invested bond proceeds is insufficient. In the example
above, if the pension system invests $100 of proceeds in assets that return only 5%, then it will

¥ Moody’s Inv’rs. Serv., Rating Update: Moody’s Downgrades Puerto Rico G.O. Rating to Baa2 (May 19,
2005).

4 Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, 8 (2008).

> Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, 8 (2008).

' Gov’t Fin. Officers Ass’n, Pension Obligation Bonds (last visited Aug. 16, 2018),
http://www.gfoa.org/pension-obligation-bonds; Alicia H. Munnell, Jean-Pierre Aubry, & Mark Cafarelli,
Ctr. for Ret. Research of B.C., An Update on Pension Obligation Bonds, 1 (2014).

7 Alicia H. Munnell, Jean-Pierre Aubry, & Mark Cafarelli, Ctr. for Ret. Research of B.C., An Update on
Pension Obligation Bonds, 2 (2014).
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have $105 at the end of the year. When it comes time to repay the full $110 of principal and
interest on the bonds, it will use that $105 plus it will have to use an additional $5 from the
pension’s assets, leaving the pension system $5 worse off than if it had never issued the bonds.

Another way arbitrage can result in a negative net yield is if an insufficient amount of the
proceeds are invested. For example, assume a pension system can borrow by issuing bonds paying
10% interest, can invest the bond proceeds at a 15% rate of return and has $40 in pension
obligations coming due in the upcoming year, which it needs cash to pay. The pension system
issues $100 worth of bonds, sets aside $40 of the cash proceeds to satisfy the $40 of obligations
coming due and invests the remaining $60 of proceeds at a 15% rate of return. At the end of the
year, the system will have $69 (consisting of $60 invested and a return of $60 x 15% = $9) and
will owe $40 less than it did at the beginning of the year. In other words, the system will have
generated $109 of value as a result of issuing the bonds. However, it will require $110 of value
from the system to repay the full principal and interest on the bonds. To do so, the system can use
the $69 of invested bond proceeds plus an additional $41 from other pension assets. In other
words, the pension system will be left $1 worse off than if it had never issued the bonds and
satisfied $40 of obligations that came due using $40 of that same $41 of other pension assets.

With one more example, we demonstrate how an arbitrage strategy can go from
unsuccessful to successful if the amount of bonds issued is increased. Assume, just like the
example in the prior paragraph, that a pension system can borrow by issuing bonds paying 10%
interest, can invest the bond proceeds at a 15% rate of return, and has $40 in pension obligations
coming due in the upcoming year, for which it needs cash to pay. This time, instead of issuing
$100 of bonds—which we know will result in a net $1 loss to the pension system—the system
issues $200 in bonds, sets aside $40 to satisfy its near-term obligations, and invests the remaining
$160 at a 15% rate of return. At the end of the year, the system will have $184 (consisting of the
$160 invested and a return of $160 x 15% = $24) and will owe $40 less than it did at the beginning
of the year. In other words, the system will have generated $224 of value as a result of issuing the
bonds. It will require $220 of value from the system to repay the full $200 of principal and $20 of
interest on the bonds. To do so, the system can use the $184 of invested bond proceeds plus an
additional $36 from other pension assets. In other words, the pension system will be left $4 richer
than if it had never issued the bonds and satisfied the $40 of obligations that came due using $40
of other pension assets.

These last two examples demonstrate a fundamental risk of issuing POBs and using an
arbitrage investment strategy to try and fix pension underfunding. That is, a pension system may
end up decreasing its overall funding level if it fails to commit a sufficient portion of bond proceeds
to be invested. By issuing $200 of bonds instead of $100 of bonds, the pension system in the
examples above increased the percentage of bond proceeds it then invested from 60% ($60/$100)
to 80% ($160/$200) as a result of the amount of required short-term payment in each scenario
being the same ($40). For this reason, before POBs are issued, underwriters, financial advisors
and actuaries typically run detailed calculations based on a pension’s short-term cash needs, level
of underfunding and prevailing market conditions (among other factors) and provide
recommendations for the amount of bonds that should be issued and the amount and manner in
which the bond proceeds should be invested in order to achieve desired improvements to the long-
term funding of the pension system.
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When POBs are issued but a pension’s long-term funding does not improve, understanding
what happened requires investigation of several potential factors, including whether the issuer
understood the risks involved or followed the advice of its advisors and experts, and whether
reasonable projections at the time of the issuance ultimately were not met because of unforeseen
events. We investigated those issues and others in connection with the issuance of the ERS Bonds.
Our findings are discussed below.

C. Events Leading Up to the Issuance of the ERS Bonds in 2008

1. A 2004 POB Proposal Stalled in the Legislature

In the early 2000s, a number of investment banks had pitched the idea of POBs to address
the chronic underfunding of ERS. According to several witnesses, following the election of
Governor Acevedo Vil in 2004, decision-makers at GDB were interested in pursuing POBs, and
selected Citibank as lead underwriter to put a proposal together. The proposal was structured like
a typical POB: Puerto Rico would issue $2 billion in bonds payable from the General Fund and
secured by a pledge of Puerto Rico’s full faith, credit and taxing power as well as ERS’s pension
fund assets. ERS would receive the net proceeds from the bond sale and invest them to create
arbitrage.*®

Like other general obligation bonds, Citibank’s proposed POBs would require legislative
authorization.'® Ultimately, that authorization was never provided. Acevedo Vila’s term in office
was a divided government, with his administration and the majority of the Legislative Assembly
hailing from rival political parties. Legislation was proposed that would authorize the POB
issuance and also increase the statutory levels of public employer and employee contributions to
ERS. It was projected that the legislation, had it been approved, would have improved ERS’s
funding ratio from 19% to 35% and covered its obligations through 2021. The legislation was
approved by the Senate, but it ultimately stalled when the House of Representatives never brought
it to a vote.?°

2. Merrill Lynch’s November 2006 and Revised August 2007 POB Proposals
Avoided the Need for Legislative Approval

In November 2006, another investment bank, Merrill Lynch, made a proposal to GDB for
a POB issuance that was structured so as not to require the Legislative Assembly’s approval.

18 Commonwealth of P.R., Official Statement for Tax Revenue Anticipation Notes, Series 2006, 1-40 (2005)
(Commonwealth of P.R., Financial Information and Operating Data Report for Year Ending June 30, 2005
(Dec. 1, 2005)) (“In addition, legislation has been submitted that, if enacted, will authorize the issuance of
pension obligation bonds (“POBs”). The POBs will contribute approximately $2 billion in assets to the
Employees Retirement System and will be payable solely from the Commonwealth’s General Fund.”).

19 Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, 1V-27 (2008); (Commonwealth of P.R., Financial Information and Operating
Data Report (Jan. 1, 2008)) (“Direct debt of the Commonwealth is issued pursuant to specific legislation
approved in each particular case.”).

20 Goldman Sachs & Co. Investor Conference Call (May 16, 2006) (“The pension bonds have been approved
by one of the houses and not the other. The House of Representatives is still thinking about it.”).

204



The Independent Investigator’s Final Investigative Report

Merrill Lynch’s initial proposal shared similarities to the COFINA structure that Puerto Rico had
created earlier that year to issue bonds secured by a dedicated stream of SUT revenue. The
proposal would have ERS assign its right to statutorily mandated Employer Contributions to a
grantor trust. The trust would then issue POBs secured by its incoming stream of Employer
Contributions and transmit the bond proceeds back to ERS.

The initial proposal contemplated the trust would issue an amount of POBs sufficient to
provide $6.5 billion in net proceeds at an average interest cost of 6% with a final maturity of 2057.
Merrill Lynch estimated this would keep ERS solvent for another ten to eighteen years.

An important feature of the structure Merrill Lynch proposed is that the POBs would only
have recourse to the incoming stream of Employer Contributions, and not to ERS’s assets. In other
words, bondholders would not be able to seek payment from any of ERS’s current assets or out of
any funds payable to ERS in the future from employee contributions, government funding, and
Employer Contributions in excess of the amount needed to make monthly payments on the bonds.

Perhaps most importantly under the circumstances, because the financing would be
initiated by ERS and not Puerto Rico, the expectation was that the debt of the trust would not be
consolidated with Puerto Rico’s financial statements. As a result, Merrill Lynch believed ERS
would not need to obtain legislative approval before proceeding. In fact, prior to delivering the
proposal, a Puerto Rico law firm, Fiddler, reviewed the structure. Fiddler believed that the
proposed structure did not require additional approval by the Legislative Assembly and that the
transaction could be executed by ERS pursuant to existing law.

(@) ERS Authorized Merrill Lynch’s Initial Proposal to Move Forward

Merrill Lynch’s initial proposal was attractive to GDB decision-makers, who presented it
to the ERS Board for preliminary authorization on February 27, 2007. The ERS Board considered,
among other things, that: (i) ERS’s payment obligations were exceeding its incoming contributions
by an increasing amount each year with a projected 2007 deficit of $167 million; (ii) continued
deficits would deplete its existing assets by 2015; and (iii) the Citibank proposal remained stalled
in the Legislative Assembly. The Board also evaluated the size and structure of the Merrill Lynch
proposal and its impact on ERS’s funding ratio. Specifically, because bondholders would have no
recourse to ERS assets, the view of Merrill Lynch’s underwriting team—to which ERS and GDB
agreed—was that the addition of $6.5 billion or more of bond proceeds to ERS’s existing $2.3
billion of assets would raise the funding ratio from 19% to 72%. Finally, municipalities outside
of Puerto Rico were using POBs, with reportedly more than $47 billion of POBs issued in the prior
two decades. Members of the ERS Board considered the risks of the proposal, including the risk
that, like all POBs, the market does not behave as expected resulting in an inability to invest the
proceeds to make sufficient returns to cover the cost of the bonds. The ERS Board then authorized
Merrill Lynch to go forward with preparing the transaction.?

21 See Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, 11-22 (2008) (Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Basic
Financial Statements for the Years Ended June 30, 2007 and 2006 (Dec. 28, 2007)).
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(b) Merrill Lynch Revised the Proposal and Worked Toward a Global
Issuance of POBs in 2007

Merrill Lynch worked throughout 2007 with Sidley Austin and O’Neill & Borges, as
underwriter’s counsel, as well as Fiddler, as ERS’s bond counsel, to prepare a POB offering. An
economic forecasting firm, Global Insight, was also retained to run model projections using certain
variables and assumptions about ERS’s future obligations, expected Employer Contributions and
ability to invest bond proceeds at rates that would grow ERS. Given the size of the anticipated
issuance, Merrill Lynch proposed a global issuance of the bonds, including both the US mainland
and European bond markets. Accordingly, DEPFA bank, a Dublin based, German-Irish bank was
also retained to advise on POB issues in the European marketplace. GDB also retained Mesirow
Financial, Inc. (“Mesirow”) as its financial advisor for the transaction.

By mid-2007, in consultation with these parties and advisors, Merrill Lynch revised its
proposed bond structure. Instead of creating a grantor trust to issue the bonds and take assignment
of Employer Contributions, ERS — itself a trust — could issue the bonds directly and pledge its own
rights to receive the Employer Contributions as the payment source for bondholders. The revision
was premised on language in Act 447, which provided ERS authority to “seek a loan from any
financial institution of the Government of the Commonwealth of Puerto Rico or the Federal
Government of the United States of America or through the direct placement of debts, securing
said debt with the assets of ERS.”?? As bond counsel, Fiddler opined that this language authorized
ERS to issue POBs without obtaining further permission from the Legislative Assembly.?® The
evidence we reviewed does not indicate that any material concerns about this authorization were
raised prior to issuance.

On August 7, 2007, Merrill Lynch provided ERS with a formal revised proposal. In
addition to the change in structure, this proposal incorporated detailed analysis by Merrill Lynch
and others, based on actuarial projections by Global Insight across several different issuance
scenarios. For example, the proposal indicated the most likely year in which ERS would run out
of money to be:

e 2016, if no bonds were issued:;
e 2025, if only $4 billion of bonds were issued;

e 2032 if $7 billion of bonds were issued all at once, or in two issuances of $3 million
and $4 million separated by a short period of time (a few months); and

22 Act of May 15, No. 447, 1951 P.R. Laws 1298 (codified as amended at P.R. Laws Ann. tit. 3, § 761, et
seq.).

22 Emps. Ret. Sys. of the Gov’t of the Commonwealth of P.R., Official Statement for Senior Pension
Funding Bonds, Series A, VI1II- 2 (2008) (Emps. Ret. Sys, of the Gov’t of the Commonwealth of P.R., Basic
Financial Statements for the Years Ended June 30, 2007 and 2006 (Dec. 28, 2007)).
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e Never, if $7 billion of bonds were issued in several smaller issuances over a longer
period of time (several months or longer).?*

Further, Merrill Lynch recommended in the proposal that ERS “issue at least $7 billion
either upfront or through short-term phasing,” noting there is “sizeable market demand” for the
bonds. Referring to the potential for successful arbitrage, Merrill Lynch observed that “even with
recent volatility, long-term market rates and credit spreads are still favorable,” and assumed for
purposes of its projections that ERS was able to achieve a rate of return on investments of 8.3%
and to issue bonds at an all-in cost of 6.7%.

() Negotiations With CRAs Highlighted Concerns Regarding the
Structure and Creditworthiness of the ERS Bonds

By the time it provided ERS with its revised proposal in August 2007, Merrill Lynch had
already been speaking about the bonds for several months with the CRAs. It would take several
more months of discussion before ratings ultimately were issued.

The evidence we reviewed indicates discussions during this period focused on addressing
at least two concerns raised. First, the CRAs questioned whether the Legislative Assembly could
reduce the required Employer Contributions after bonds were issued. Because the bonds were
structured so that bondholders had no recourse to ERS assets, the bonds might not be repaid if
Employer Contributions were reduced or eliminated. To address this concern, ERS requested that
its bond counsel, Fiddler, analyze the issue. On September 27, 2007, Fiddler provided ERS with
an opinion letter setting forth its analysis. According to the letter, the Legislative Assembly was
prohibited from altering public employees’ pension rights unless the proposed amendments are
reasonable and promote the actuarial solvency of the underlying retirement system.?® Applying
that standard, Fiddler concluded that a reduction in Employer Contributions after ERS bonds were
issued would be impermissible, unless a court or actuary somehow found such reduction would
improve the solvency of ERS rather than adversely affect it. Ultimately, the CRAs reached a level
of comfort on the issue, with one explaining that its “stable outlook™ on the ERS Bonds “reflects
our expectation that employer contributions will ... consistently flow into the ERS with historic
levels.”

Second, the CRAs were concerned with what they viewed as ERS’s level of dependency
on Puerto Rico and on Employer Contributions made from its General Fund. On that basis, the
CRAs ultimately rejected attempts by Merrill Lynch and GDB to obtain a better rating for the ERS
Bonds than the rating of Puerto Rico’s outstanding GO Bonds. Merrill Lynch likened the
anticipated ERS Bonds to the COFINA Bonds issued in July 2007. In fact, several of the
underwriters took the position that the 210 Government Employers required by law to remit
Employer Contributions to ERS each payment period were a more diversified resource than the
tax base generating the stream of SUT payments into COFINA. They also argued the Employer
Contributions had less of a Clawback Right risk than COFINA Bonds because not all of the 210

2% The proposal indicated that issuing several smaller series of POBs over a longer period of time would
reduce the risk that an unexpected downturn in the market could negatively impact the full $7 billion of
invested proceeds.

% See Bayron Toro v. Serra, 119 D.P.R. 605 (1987).
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Government Employers were a part of Puerto Rico’s central government, and those that were
received less than 58% of their budgetary resources from the General Fund. Therefore, in a
scenario in which Puerto Rico had to use its General Fund to pay debt service on GO Bonds instead
of funding Employer Contributions, ERS would still receive some payments from other sources.
Merrill Lynch and GDB argued that for these reasons, the Employer Contributions were less
subject to volatility and worthy of a rating at or near the rating of COFINA Bonds.

Ultimately, however, the CRAs determined that ERS’s dependency upon the General Fund
as the source for a substantial portion of its incoming Employer Contributions warranted rating the
ERS Bonds the same as GO Bonds. Accordingly, in mid-January 2008, the ERS Bonds received
a rating of “Baa3” by Moody’s and a rating of “BBB-" from both S&P and Fitch.

3. In the Meantime, ERS Worked With UBS as Investment Consultant to
Prepare For the Strategic Investment of Bond Proceeds

When it authorized Merrill Lynch to move forward with its initial proposal in February
2007, ERS had only general investment guidelines by which it directed its asset managers. On
March 14, 2007, the ERS Board was given a presentation and proposed work plan from its
investment consultant, UBS Consulting Services of Puerto Rico (“UBS Consulting”). UBS
Consulting proposed to evaluate ERS’s existing investment policies and asset managers and
develop an investment program specifically to govern the significant amount of bond proceeds
that the ERS Board anticipated receiving as soon as May 2007. As part of its presentation, UBS
Consulting discussed certain market risks and its policies for evaluating investment strategies to
address them. The ERS Board authorized UBS Consulting to proceed.

Over the next several months, UBS Consulting advised the ERS Board of investment
strategies for the anticipated bond proceeds. On April 25, 2007, UBS Consulting and the ERS
Board discussed the actuarial goal of pensions like ERS achieving an 8.5% rate of return and the
challenges to doing so in the market at that time. On June 29, 2007, UBS Consulting identified
certain investments for the ERS Board’s consideration, including in international markets, which
were returning greater than 8.5%.

On August 3, 2007, UBS Consulting explained to the ERS Board its historical analysis of
the best asset distributions for pensions like ERS to achieve desired returns even in times of
significant market disruption such as the bursting of the “tech bubble” and following events like
9/11 and the Enron scandal. In particular, UBS Consulting recommended a strategy of splitting
anticipated bond proceeds across two investment portfolios: 35% of the proceeds would be
committed to more conservative investments that produced greater cash flow to fund ERS’s current
obligations, while 65% would be committed to less conservative and less liquid investments that
produced greater rates of return.

On August 29, 2007, the ERS Board discussed its understanding that UBS Consulting’s
two-portfolio strategy, once applied to anticipated bond proceeds, would provide ERS with both:
(1) sufficient cash from the 35% portfolio to fund its pension obligations even after accounting for
the loss of Employer Contributions that will be used to pay bondholders; and (ii) sufficient yield
from investments in the 65% portfolio to improve its long-term funding levels.
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4. The Start Date for the Global Issuance of Bonds by Merrill Lynch was
Postponed Multiple Times During the Summer and Fall of 2007

When ERS authorized Merrill Lynch to move forward with its initial proposal in February
2007, it expected to begin issuing bonds by May or June 2007. Throughout the summer and fall
of 2007, however, ERS delayed issuing the bonds. In early August, the first issuance was expected
to be in September. By the end of August, that timeframe had been extended to middle or late
October, in part because of recent indications of a lack of liquidity and instability in the markets.
In October, the anticipated timing was an initial issuance in November followed by a second
issuance in May 2008. One cause of delay during this period generally was the ongoing effort to
convince the CRAs to assign higher ratings to the bonds.

5. In Late 2007, GDB Began to Work in Parallel With UBS PR on a Potential
Issuance of Bonds Exclusively in Puerto Rico

Merrill Lynch’s proposal had been to offer the ERS Bonds globally, which Merrill Lynch
thought would result in more favorable pricing. A Merrill witness we interviewed believed at the
time that there was a substantial appetite for the bonds, assuming they were priced correctly.

The evidence we reviewed suggests that by late September 2007, however, GDB had begun
to consider issuing an initial tranche of bonds exclusively in the Puerto Rico market. POBs did
not qualify for tax-free status in the United States like other municipal bonds. However, because
residents of Puerto Rico were not required to pay federal taxes on income generated by the bonds,
GDB believed a local issuance could be done at materially lower interest costs compared to the
price that would be required to issue in US and European markets at the time.

To explore this alternative, GDB worked with UBS Financial Services Incorporated of
Puerto Rico (“UBS PR”) as lead underwriter. A former GDB official told us that UBS PR
confirmed to GDB that an offering in the local Puerto Rico market could be done for a lower
interest rate than the likely global issuance pr