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Standard & Poor’s (S&P) downgraded Puerto Rico’s general obligation rating
to BB+ with CreditWatch Negative due to the island’s difficulty achieving
affordable market access, heavy debt load, steadily declining economy and
continued fiscal stress – namely chronic budget deficits and ever increasing
costs related to the Commonwealth’s woefully underfunded pension plans.
The downgrade to below investment grade is, at this point, very much a
symbolic act as the municipal market already priced Puerto Rican bonds at
steep discounts to face value since mid-2013.
Nuveen Asset Management believes that an assessment of Puerto Rico’s market access
is critical to properly analyzing the Commonwealth’s credit profile. Therefore, we expect
Moody’s Investors Service (Moody’s) and Fitch Ratings (Fitch) follow suit in the very
near future as a result of this rating action. The balance of this commentary addresses
many of the questions we believe municipal investors may have about the impact of
the downgrade.

How will this impact Puerto Rican bonds?

Shawn P. O’Leary

We believe the downgrade to below investment grade has been long anticipated, so
a downgrade is theoretically “priced-in.” However, we expect to see additional selling
of Puerto Rican bonds and related dollar price declines. This could be driven by some
combination of selling by retail investors, mutual fund redemptions, unwinding of
leveraged bond positions and possibly even some forced selling from investment
products with an investment grade mandate. There could also be reduced liquidity for
Puerto Rico obligations as below investment grade bonds are not eligible for as many
types of portfolios as are investment grade bonds. On the other hand, volatile pricing
and thin markets can be a signal to alternative buyers to enter the market, thus providing
a measure of improved liquidity.
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How will this impact the municipal market?
Puerto Rico has approximately $70 billion of obligations outstanding, with roughly $50
billion held off island ($20 billion is said to be held by Puerto Rican residents). Because
Puerto Rico debt benefits from triple tax-exempt status, it can be purchased for statespecific portfolios. Such portfolios could see greater than normal redemptions and/or
price volatility. As for the balance of the municipal market, there is no direct linkage
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between Puerto Rico’s credit profile and the credit profile
of the many thousands of municipal issuers comprising the
rest of the $3.7 trillion municipal marketplace. While Puerto
Rico may impact certain municipal investment products, the
Commonwealth’s rating, economy, debt levels and fiscal practices
have no direct bearing on other municipal issuers.
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If Puerto Rico seeks to restructure its debts,
will the federal government provide a
bailout or other assistance?
We believe it is highly unlikely the federal government would
provide direct relief to Puerto Rico to avert a default or
restructuring by the Commonwealth. Not only would a bailout
be politically unpopular and difficult to pass through Congress,
but we believe it would be very politically difficult for the federal
government to defend a bailout of Puerto Rico when it didn’t
provide direct relief to Detroit, Jefferson County or any of the
California cities that filed for bankruptcy in recent years. The
federal government could opt to provide indirect assistance to
Puerto Rico through tax incentives to Puerto Rican businesses
in an effort to support the economy or by streamlining and/or
accelerating access to federal grants due to Puerto Rico.

Will Puerto Rico default or seek to
restructure debt?

Not necessarily. The most immediate result is likely to be
increased difficulty for Puerto Rico to sell new debt. For most
issuers – the vast majority of which sell bonds for capital projects
or to refinance prior bonds for interest savings – any unforeseen
event causing a lack of market access has no real bearing on their
credit profile. Puerto Rico, on the other hand, has a long history
of selling bonds to finance budget deficits and to pay prior
maturing bonds. The downgrade to BB+
by S&P places even greater emphasis on
the Puerto Rican government’s efforts
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Does Puerto Rico have any
exposure to variable rate
debt liquidity agreements
and/or swap contracts that
could be terminated as a
result of the downgrade?
Can Puerto Rico afford the
termination payments?

The downgrade to below investment
grade could result in additional liquidity
demands of approximately $1 billion
necessary to meet accelerated debt service
costs and additional collateral posting
requirements associated with swap obligations. Approximately
$575 million of debt issued by the Puerto Rico Highway and
Transportation Authority (PRHTA) is subject to acceleration.
S&P reports the Commonwealth is currently negotiating with
counterparties to waive acceleration provisions. Additional
collateral posting for general obligation, electric utility (PREPA),
highway authority obligations (PRHTA) will be required,
bringing the total close to $1 billion.

Will Puerto Rico file for
Chapter 9 bankruptcy relief?
No. United States bankruptcy law specifically identifies the
types of municipal issuers that are allowed to file for Chapter
9 bankruptcy protection. There is no provision within the
U.S. bankruptcy code that would allow Puerto Rico to file for
bankruptcy protection. This does not mean, however, that Puerto
Rico is incapable of defaulting on its obligations or couldn’t seek
to restructure debt. The inability to file Chapter 9 means that
any such move on the part of Puerto Rico would not happen
under the auspices of a bankruptcy court seeking to encourage
negotiations between the Commonwealth and its creditors.
In the event Puerto Rico were to default or restructure its
obligations it could be a more chaotic situation than a municipal
bankruptcy as there could be litigation over proper venue and
even different cases being heard in separate venues.

Based on unaudited estimates provided last fall, the Government
Development Bank (GDB) had net liquid assets of $2.3 billion
as of September 30. In December the GDB opted to repay a
$400 million short-term note due to Barclays in cash, drawing
down cash on hand. Since then, several other short-term notes
have come due and the Commonwealth has taken legislative
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actions to bolster liquidity. These include requiring all of
Puerto Rico’s corporations and agencies to move the majority
of government deposits from private banks to the GDB and
changing the distribution of sales tax revenues between the
government and local municipalities. Near the end of last year
the GDB placed another $110 million in short-term notes.
These actions suggest the government should be able to meet
liquidity demands resulting from a downgrade, but doing so
would significantly deplete available resources. Although the
GDB has not provided any detailed updates on liquidity since
last fall, Government officials have stated they’ve prepared for a
potential downgrade.

come due on a notice of default. The insurance policies do not
permit the acceleration of bonds without the consent of the
insurer. Furthermore, the maturities of their exposures can last
over 30 years. Thus, bond insurance companies must only make
payments while Puerto Rico remains in default/reorganization.
By that measure, we believe bond insurance companies have
adequate liquidity and claims paying resources to withstand
several years of payments while waiting for a reorganization plan
to be established and some form of recovery to be realized.

Will the other agencies also downgrade
Puerto Rico’s general obligation rating?

We expect any restoration of investment grade rating would
be contingent upon Puerto Rico accomplishing several
objectives, including:

How does Puerto Rico regain an
investment grade rating? Can this
happen soon?

We fully expect Moody’s and Fitch will soon downgrade Puerto
Rico’s general obligation rating to below investment grade. As
market access is critical to assessing Puerto Rico’s credit quality,
and the downgrade by S&P further limits the Commonwealth’s
market access, we think it is highly likely the two remaining
rating agencies will also downgrade Puerto Rico’s general
obligation pledge – quite possibly in the very near future.

▪▪ Demonstrate market access at reasonable yields (i.e. yields not

reflective of a distressed credit)
▪▪ Achieve a truly structurally balanced budget that does not rely
on one-time revenues and/or expense deferrals
▪▪ Discontinue the use of new bond proceeds to pay maturities
of prior bonds
▪▪ Establish sustained economic improvement

Can the insurers withstand a downgrade or
default by Puerto Rico?

Given that the above objectives likely require both substantial
effort and time to achieve, we anticipate it might be quite some
time before Puerto Rico can be considered for an investment
grade rating. Ultimately, an improving economy is key to
stabilizing Puerto Rico’s credit profile. At present, Puerto Rico’s
economy shows little sign of stabilizing – much less growing.
Exhibit 1 shows the monthly year-over-year change in Puerto
Rico’s Economic Activity Index – a measure of economic
activity produced by the Commonwealth’s Government
Development Bank.

A downgrade of Puerto Rico general obligation bonds to below
investment grade could result in pressure on certain insurer
ratings from at least one rating agency. A split in ratings among
the rating agencies already exists and has not restricted certain
insurance companies from writing new business. However, a
downgrade will likely result in additional capital requirements.
This may dampen the financial flexibility of the bond insurers,
which, in turn may restrict the writing ability of some insurers.
A downgrade of Puerto Rico general obligation bonds does not
impact the insurers’ claims paying ability.
In the case of a default or restructuring by Puerto Rico, the
bond insurance companies are required to make timely principal
and interest payments to bond holders. While bond insurance
companies have large total exposures (measured as a percentage
of their total claims paying resources), the full amount does not
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Exhibit 1: Puerto Rico’s Economy Shows Little Sign of Stabilizing

Monthly Year-Over-Year Change

Puerto Rico’s Economic Activity Index
4%
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Should I buy, sell or hold Puerto Rico bonds
at this time?
Any decision to purchase, sell or hold securities should be
considered by investors and their financial advisors in conjunction
with their individual investment goals and risk tolerance. We do
not make investment recommendations for individual investors.
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Source: Economic Activity Index – Puerto Rico Government Development Bank. Data
from 1/1/09 to 11/30/13.

Puerto Rico has a long trend of economic difficulties and reports
of population loss as Puerto Rican residents leave for the mainland
United States in search of job opportunities. We expect it will
take significant planning and time to implement the kind of
sustained economic growth needed to promote fiscal stability,
restore an investment grade rating and ultimately achieve renewed
market access. Therefore we think it is unlikely that Puerto Rico
will regain its investment grade rating from S&P within the
next five years.

For more information, please consult with your financial advisor and visit nuveen.com.
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RISKS AND OTHER IMPORTANT CONSIDERATIONS
This report is for informational and educational purposes only and is not intended to be relied upon as investment advice or recommendations, does not constitute a solicitation to buy or sell securities
and should not be considered specific legal, investment or tax advice or analysis. The analysis contained herein is based on the data available at the time of publication and the opinions of Nuveen Asset Management Research. Information is current or relevant as of the date indicated and such information may become outdated or otherwise superseded at any time without notice. Certain information contained in this report is based upon third party sources, which we believe to be reliable, but are not guaranteed for accuracy or completeness. This analysis is based on numerous assumptions.
Different assumptions could result in materially different outcomes.

Clients should contact their tax advisor regarding the suitability of tax-exempt investments in their portfolio. If sold prior to maturity, municipal securities are subject to gain/losses based on the level of
interest rates, market conditions and the credit quality of the issuer. Income may be subject to the alternative minimum tax (AMT) and/or state and local taxes, based on state of residence. High yield or
lower-rated bonds and municipal bonds carry greater credit risk, and are subject to greater price volatility.
Nuveen Asset Management, LLC manages strategies that may invest in Puerto Rico municipal bonds.
Nuveen Asset Management, LLC is a registered investment adviser and an affiliate of Nuveen Investments, Inc.
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Past performance is no guarantee of future results. The report should not be regarded by the recipients as a substitute for the exercise of their own judgment. All investments carry a certain degree of
risk, including possible loss of principal, and there is no assurance that an investment will provide positive performance over any period of time. Bonds and other fixed-income investments are subject
to various risks including, but not limited to interest rate risk or the risk that interest rates will rise, causing bond prices to fall; and credit risk, which is the risk that an issuer will be unable to make
interest and principal payments when due.
Bond insurance guarantees only the payment of principal and interest on the bond when due, and not the value of the bonds themselves, which will fluctuate with the bond market and the financial
success of the issuer and the insurer. An investment in any municipal portfolio should be made with an understanding of the risks involved in investing in municipal bonds, such as interest rate risk,
credit risk and market risk, including the possible loss of principal. The value of the portfolio will fluctuate based on the value of the underlying securities.

