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Why is a “control board” needed to oversee the financial operations of the Puerto Rican government?

The people of Puerto Rico, U.S. citizens, have been seriously harmed by the financial operations of their government. Failing to operate its budget in a responsible manner, the government has been a major force in creating and exacerbating the island’s long recession. Unemployment is very high, the educational and health care systems are in disarray, and public safety is poor. Hundreds of thousands of Puerto Rican’s have given up hope and moved to the states. Both major political parties share responsibility for this dismal state of affairs. A control board can be an external force with the potential to move the government’s financial affairs, and thus the economy, in a positive direction.

Puerto Rico, because of the government’s irresponsible financial behavior, no longer has access to the bond market. Although an essential step in putting the government on the right path will be for the control board to move the government to a balanced operating budget, Puerto Rico will and should borrow to financial capital projects. Yet such borrowing will only be possible at reasonable rates when rating agencies and bond buyers are convinced that the financial operations of the government have changed. The control board can bring about this change.

Puerto Rico needs assistance from the federal government in order to resolve its government’s financial crisis and to re-establish economic growth. The federal government, however, will only provide this help if it has assurances that the Puerto Rican government will behave in a responsible and reasonable manner. The control board is the instrument by which this new form of behavior can be attained.


Who would create the control board and where would the board get is power?

The control board would be created by the federal government, as a condition for providing support to the Puerto Rican government in dealing with its debt crisis and in establishing a basis for renewed economic growth. The Puerto Rican government would have to agree to the establishment of the control board and agree to submit to its decisions. The power of the control board would be based in the federal legislation that creates it and in the Puerto Rican legislation by which the Puerto Rican government agrees to accept its authority. The control board would then report to the U.S. Secretary of the Treasury and the chairs of the appropriate committees in the U.S. Congress. The monitoring and evaluation of the control board would then be managed by these three authorities, who would be provided with semi-annual reports by the board; in addition, the relevant authorities in Puerto Rico that are guided by the board or that carry out its decisions would also provide semi-annual reports.


What should the mandate be for the control board? And what authority should the board have to meet its mandate?

The first task of the control board will be to establish a path toward a balanced operating budget for the government of Puerto Rico. To do this, the board must have authority to approve, modify, or halt spending and revenue raising proposals of the government.

The control board should also be empowered to oversee capital expenditures and borrowing for those capital expenditures. Its role would be to see that those expenditures are effectively targeted, implemented in an efficient manner, and financed appropriately. Also, the board must see that the borrowing is effectively arranged and not so large that its repayment will move the government back into financial crisis. As with the operating budget, the control board must have the authority to approve, modify, or halt capital spending/borrowing proposals.

In addition to these financial roles, the control board will need the authority to reform Puerto Rico’s economic regulatory systems.


How should the control board move in its actions affecting the spending side of the operating budget?

On the spending side, the board must limit, and insofar as possible, eliminate inefficient and ineffective government expenditures. The control board, however, should not curtail essential public services—education, health care, and public safety, in particular. Nonetheless, it should have authority to demand that these services are operated in an effective and efficient manner. (Although often not recognized as an “essential public service,” reductions in government spending cannot be usefully accomplished by reducing the tax collecting staff. Also, the operations of essential regulatory staff cannot be curtailed. In both these areas, however, efficiency gains can and should be implemented.) 


How should the control board move in its action affecting the revenue side of the budget?

On the revenue side, moving the government toward a balanced operating budget, the control board will need authority to initiate major changes in tax collection. Without raising tax rates, an increase in tax revenue can be attained. Steps should be taken, for example, to curtail the apparent high level of tax evasion by individuals with large incomes. Also, tax evasion that exists through the operation of a large “informal” sector can be reduced. Actions on these fronts have been limited by political factors, which the control board should have the authority to circumvent.


Why should the control board allow any new borrowing?

With regard to the operating budget, an immediate move to a balanced budget would do severe damage to the economy, harm the people by sharply curtailing essential public services, and exacerbate out-migration. Under the best of circumstances, on the revenue side, it will take time to achieve a higher level of tax collection. On the spending side, it will take time to identify and eliminate inefficient, ineffective programs; a meat clever approach to programs will do more harm than good. So, though movement toward a balanced operating budget must move swiftly, it must move with caution.

With regard to the capital budget, substantial amounts of public investment, investment focused on the economy’s infrastructure, are essential to reestablish economic growth. Borrowing for this investment will be necessary and legitimate—legitimate because it will generate the funds for its repayment. Government capital projects (and the borrowing they will entail) should be a fundamental plank in a program for moving the economy out of recession not only because it will create jobs, directly and indirectly, and repair and extend the insufficient existing infrastructure. In addition and of central importance, this spending lays the foundation for a return of private investment. Nonetheless, while allowing borrowing for capital expenditures, the control board should have responsibility to assure that these expenditures are appropriate, effective, and efficient (as noted above).


What is the relationship between the control board and the current debt of the Puerto Rican government?
 
It will not be the role of the control board to resolve the existing debt crisis of the Puerto Rican government. Indeed, the basic aspects of a resolution to the debt crisis must be dealt with by the federal government before the control board can begin to do its job. However, whatever the federal government does, there will still be numerous details to be worked out—for example, through the courts, if bankruptcy is allowed. Here the control board, working with the framework of the federal legislation, can play a technical role in assisting the Puerto Rican government in managing its financial data, in the scheduling of repayments, and in handling the many other details related to a complete resolution of the matter.


Why does the debt have to be dealt with before the control board can do its job?

The Puerto Rican government (including the central government, municipalities, and public enterprises) currently has annual debt payment obligations of between $4.5 and $5 billion dollars—an amount approaching, if not exceeding, half of government revenue from sources within Puerto Rico. Unless these obligations are reduced, no set of responsible and disciplined actions by the government will halt the downward slide of the island’s economy. Moreover, if resources are devoted to paying these obligations in their entirety, essential public services will be cut, doing direct harm to people’s living conditions. As has been the case with other control boards (e.g., in Detroit), a Puerto Rican control board cannot be charged with negotiating the terms of debt relief or setting the terms of a bankruptcy. Those are conditions that create the context of a control board to do its business, and that context must be established by the federal government.


How should the federal government deal with Puerto Rico’s current debt?

The federal government has various options for alleviating the Puerto Rican government’s debt obligations. The most widely discussed of these options would be legislation allowing Puerto Rican municipalities and public enterprises to enter bankruptcy, currently possible for similar entities in any of the states. Also, the bankruptcy option could be extended to the central government. Still another possible action by the federal government, which would not reduce the debt obligations but which would provide the Puerto Rican government with additional funds to meet those obligations, would be to treat Puerto Rico and Puerto Ricans (U.S. citizens) in the same manner as states and U.S. citizens living in the states with regard to federal programs, including, for example, the Earned Income Tax Credit, the Child Tax Credit, Medicare, Medicaid, and the Supplemental Nutritional Assistance Program. Furthermore, as the federal government often provides funds for major infrastructure projects in the states, it should provide a similar injection of funds to support the public investments noted above. These steps would create a context in which the control board could begin to do its job.


Will these actions to resolve the debt crisis be sufficient, along with the operation of the control board, to put the Puerto Rican economy on a path to economic growth?

Probably not. Though these actions would begin to provide the Puerto Rican government with funds that could be directed toward growth initiatives, more is needed. Beyond actions to alleviate Puerto Rico’s debt burden, the federal government should take further action that would facilitate the Puerto Rican government’s re-entry to the bond market in order to finance capital expenditures on the island’s infrastructure. Re-entry to the bond market could be accomplished by the U.S. Treasury guaranteeing the bonds issued for this infrastructure investment. However, simply reducing the debt obligations would provide some leeway for the Puerto Rican government to begin this investment.


Is anything else the control board can do to get the economy growing?

Yes. While the actions of the control board and a surge in public investment on infrastructure projects will create much of what is needed to induce a substantial increase of private investment, there is the issue of Puerto Rico’s regulatory climate. If public spending on infrastructure is to re-ignite private investment, Puerto Rico’s regulatory system must be reformed. While there is a need to eliminate some regulations, there are also many useful regulations—e.g., those designed to protect the natural environment. The control board, then, should proceed cautiously with any elimination of regulations and initiate its efforts in this regard by focusing on the operation of the regulatory system—in particular, on reducing the major delays that exist in the administration of regulations. 


How will we know if the control board is doing an effective job? How should its actions be evaluated?

The control board will need to establish a set of metrics by which its activities can be evaluated. These standards of measurement should include, but not be limited to:

· The extent of the movement toward a balanced operating budget
· The increase in tax receipts (independent of rate increases)
· The extent to which the decline of the economy is reversed, as measured by GNP per capita
· The level of delivery of essential public services
· The reduction of net out-migration 
· The interest rate at which the Puerto Rican government can borrow for capital projects
· The reduction in the time to complete important regulatory procedure (e.g., in issuing permits to start a business) 


For how long should the control board operate?

The control board must be put in place for a sufficiently long time to establish effective practices in the administration of the financial and regulatory systems of the Puerto Rican government. Moreover, it must be in place long enough for positive (or lack of positive) outcomes to appear in the sort of metrics listed above. Nonetheless, it cannot be in place for so long that it becomes integral to government operations, pre-empting roles that must be established within the government. These considerations suggest that the duration of the control board should be no less than seven years and no more than ten years.


Wouldn’t the control board violate the sovereignty of Puerto Rico?

Puerto Rico’s sovereignty is already very limited, if not thoroughly violated, by its status as a territory of the United States. Moreover, a rejection of the control board for Puerto Rico would have to be accompanied by an alternative to relying on the federal government to relieve the debt burden and to satisfy the rating agencies and the bond buyers that Puerto Rico is a worthy creditor. Without that alternative, a rejection of the control board will mean worsening hardships for the Puerto Rican people. So far, no alternatives have been proposed.





