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Rating Update: Puerto Rico (Commonwealth of)  

 
 MOODY'S DOWNGRADES PUERTO RICO G.O. RATING TO Baa2 

  
 
 
 

 

Rating outlook remains negative on $23.2 billion of outstanding G.O. Bonds and related debt 
affected by today's action. $800 million TRAN notes downgraded to MIG 2. 

State 
PR 

Opinion  

NEW YORK, May 19, 2005 -- Moody's Investors Service has downgraded the Commonwealth of Puerto 
Rico's general obligation bond rating to Baa2 from Baa1, and kept the rating outlook negative. The 
downgrade reflects:  

* the Commonwealth's deteriorating General Fund financial condition in fiscal years 2004 and 2005, both of 
which have seen large operating deficits financed with borrowing,  

* a greater-than-expected decline in the Commonwealth-owned Government Development Bank's net 
liquidity position during 2005 (due in part to the acceleration of govern grant and loan disbursement funded 
GDB resources),  

* a significant increase in the Commonwealth's outstanding tax-supported debt, now approaching 60% of 
personal income, as a result of the budgetary deficit financings in the past two years as well as borrowings 
for government capital projects, and  

* on a positive note, the recognition by Commonwealth officials of the necessity of restoring structural 
budget balance as soon as possible, as embodied in the fiscal 2006 budget proposals advanced to date.  

The rating change also reflects a continuing problem of very large and growing unfunded government 
pension liabilities, despite steps taken to increase the retirement age and close the system to new 
participants a few years ago. In addition, while the Puerto Rico economy is currently recording positive 
growth on many measures, it continues to expand at a slower pace than the US mainland and could see 
some negative effects in future from the government's expected efforts to balance the budget through tax 
increases and slowing the rate of expenditure growth. The Commonwealth's role in the local economy is 
very large relative to other U.S. state and municipal governments, and thus its budget actions have a greater 
potential effect. The economy is now highly concentrated in pharmaceutical manufacturing, an industry that 
has continued to prosper despite the almost completed phase-out of federal tax incentives for US firms 
operating on the island. We do not expect the big pharma firms to be directly affected by the 
Commonwealth's budget problems.  

Today's rating action affects $7.3 billion of outstanding G.O. bonds and $3.5 billion of Commonwealth 
guaranteed debt issued by government agencies, which carry the Commonwealth's G.O. rating. In addition, 



$4.4 billion of outstanding Commonwealth appropriation bonds have been downgraded to Baa3 from Baa2, 
and $800 million of outstanding Commonwealth Tax and Revenue Anticipation Notes (TRANs) have been 
downgraded to MIG 2 from MIG 1. A further $8 billion of outstanding revenue bonds related to transportation 
and infrastructure programs, as well as pooled municipal loans, have also been downgraded to Baa2 and 
Baa3 (see detailed list below).  

The downgrade of the Commonwealth's Fiscal 2005 TRANs to MIG 2 reflects the increased net cash needs 
of the General Fund, combined with the greater-than-expected decline in the GDB's net liquidity position. 
Discussions with the bank indicate that its ability to support the cash needs of the General Fund is now 
dependent to a high degree on the bank's continued access to the public commercial paper market, 
including substantial CP note rollovers prior to the June 29, 2005 maturity date of the TRANs. While we do 
not believe that market access problems are likely to occur, this no longer meets our MIG 1 standard for 
short-term municipal notes. The GDB's commercial paper is not rated by Moody's. We note that the 
Commonwealth is required to set aside one-third of the note repayment obligation in a segregated 
repayment account in each of the months of April, May, and June. As of this week, $370 million of the $812 
million total requirement has been segregated.  

A more detailed Moody's report on the Commonwealth's finances, including the budgetary solutions 
proposed to date for both fiscal 2004 and 2005, will be published within the next day or so. We note that the 
Commonwealth's GAAP-basis audit report for fiscal 2004 has been completed, and indicates an 
accumulated General Fund unreserved balance of negative $1.47 billion, representing a sharp deterioration.  

Outlook  

The rating outlook for the Commonwealth remains negative at this time, reflecting the size of the 
government's current financial problems and the likelihood that turning these problems around will take time 
to achieve and involve inevitable implementation risks. We are encouraged by government proposals to 
attempt to achieve budget balance without borrowing in the next fiscal year, and to increase the level of 
recurring pension contributions. There is also a proposal to issue a large pension funding bond to boost the 
funding level.  

What could change the G.O. rating - Down?  

* Protracted structural budget imbalance and reliance on deficit borrowing, and/or inability to replenish the 
GDB's liquidity position  

What could change the G.O. rating - Up?  

* Demonstration of balanced budget results not reliant on deficit borrowing, successful replenishment of 
GDB liquidity, and increase in recurring budgetary support of pension system, all within context of continued 
growth of local economy.  

LIST OF CURRENT RATING CHANGES  

From Baa1 to Baa2:  

Commonwealth of Puerto Rico, General Obligation Bonds  

Puerto Rico Aqueduct and Sewer Authority, Revenue Bonds (Commonwealth guaranteed)  

Puerto Rico Public Building Authority, Government Facilities Revenue Bonds (Commonwealth guaranteed)  

Puerto Rico Highway and Transportation Authority, Highway Revenue Bonds  

Puerto Rico Highway and Transportation Authority, Transportation Revenue Bonds  



Puerto Rico Infrastructure Finance Authority, Special Tax Revenue Bonds  

Puerto Rico Municipal Finance Agency, 1997 Bonds, 1999 Bonds, and 2002 Bonds  

From Baa2 to Baa3:  

Puerto Rico Public Finance Authority, Commonwealth Appropriation Bonds  

Puerto Rico Housing Bank and Finance Agency, Commonwealth Appropriation Bonds  

Puerto Rico Highway and Transportation Authority, Subordinated Transportation Revenue Bonds  

Puerto Rico Highway and Transportation Authority, Special Facility Revenue Refunding Bonds (Teodoro 
Moscoso Bridge)  

From MIG 1 to MIG 2  

Commonwealth of Puerto Rico, Tax and Revenue Anticipation Notes, Series 2005  
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