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PUERTO RICO CHAPTER 9 UNIFORMITY ACT
OF 2015

THURSDAY, FEBRUARY 26, 2015

HOUSE OF REPRESENTATIVES,

SUBCOMMITTEE ON REGULATORY REFORM,
COMMERCIAL AND ANTITRUST LAW

COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 11:33 a.m., in room
2237, Rayburn House Office Building, the Honorable Tom Marino
(Chairman of the Subcommittee) presiding.

Present: Representatives Marino, Issa, Walters, Bishop, Johnson,
Conyers, and Cicilline.

Also Present: Representatives Pierluisi and Gutierrez,

Staff Present: (Majority) Anthony Grossi, Counsel; Andrea Lind-
sey, Clerk; and (Minority) Susan Jensen, Counsel.

Mr. MARINO. The Subcommittee on Regulatory Reform, Commer-
cial and Antitrust Law will come to order.

Good morning, everyone.

Without objection, the Chair is authorized to declare a recess of
the Committee at any time.

We welcome everyone to today’s hearing on H.R. 870, the “Puerto
Rico Chapter 9 Uniformity Act of 2015.”

And now for the record, I am going to recognize myself for an
opening statement.

We meet today to evaluate the merits of H.R. 870, the “Puerto
Rico Chapter 9 Uniformity Act of 2015.” On its face, this legislation
is very simple. Existing laws exclude Puerto Rico from allowing its
municipalities to restructure under the Federal bankruptcy laws.
H.R. 870 removes this exclusion and allows Puerto Rico the ability
to utilize Chapter 9 of the bankruptcy code.

To be clear, even if H.R. 870 is enacted into law, Puerto Rico has
the ultimate discretion to determine whether to allow its munici-
palities access to the Federal bankruptcy laws. While this may ap-
pear to be a technical fix to the bankruptcy code, much is at stake
for both Puerto Rico and investors in its debt.

Despite its relatively small size in terms of population, Puerto
Rico ranks among the top municipal bond issuers in the country.
Puerto Rico, with its population of approximately 3.5 million peo-
ple, has over $70 billion in municipal bond debt.

o))
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To put that in perspective, in terms of municipal bond debt,
Puerto Rico ranks only behind California, which has a population
of almost 39 million people, and New York, which has a population
of approximately 20 million people. In part due to the amount of
debt Puerto Rico has issued and because of its tax attributes, Puer-
to Rican bonds are held by a diverse array of investors, with bond-
holders ranging from sophisticated hedge funds to Main Street
folks with retirement accounts.

As we evaluate H.R. 870 today, we need to be mindful of its po-
tential broad and wide-ranging impact, particularly on those Main
Street investors. A significant portion of Puerto Rico’s municipal
bonds are issued by various public corporations that provide gov-
ernment services to the Puerto Rican population.

For example, the public corporation facing the most severe finan-
cial distress, the Puerto Rico Electric Power Authority, or PREPA,
is responsible for providing, as its name implies, electricity to the
residents of Puerto Rico. PREPA has approximately $8.6 billion in
outstanding municipal bond debt.

The Puerto Rico public corporations that are responsible for,
among other things, its highways, ports, and telephone service also
each carry billions of dollars in municipal bond debt. These are the
types of Puerto Rican public corporations that may have to resort
to Chapter 9 if that option is afforded to them.

Due in part to its exclusion from the Federal bankruptcy laws for
municipalities, Puerto Rico passed a local law that was similar in
many ways to Chapter 9. Three weeks ago, the District Court for
the District of Puerto Rico struck down that local law, finding,
among other things, that it was preempted by Chapter 9 of the
bankruptcy code.

As a result of this decision, upon a default by a Puerto Rican
public corporation, the contract governing its bonds is the sole
source for methods by which parties can resolve the default. These
are the contracts that were in place when the investors purchased
the Puerto Rican municipal bonds, and we should be mindful of the
potential impacts on their rights when considering H.R. 870, which
is proposed to operate retroactively. At the same time, we should
also consider whether H.R. 870 would bring greater stability to the
broader municipal bond market for the benefit of all investors.

Now this hearing is focused solely on the merits of allowing
Puerto Rico the ability to utilize Chapter 9 under H.R. 870. We are
not—we are not here today to evaluate the broader topic of Chapter
9, which is beyond the scope of this hearing and an issue on which
these witnesses are not prepared to testify.

I look forward to today’s testimony on the merits of H.R. 870.

[The bill, H.R. 870, follows:]



1141 CONGRESS
L9 H,R. 870

To amend title 11 of the United States Code to treat Iuerto Rico as
a State for purposes of chapter 9 of such title relating to the adjustment
of debts of munieipalities.

IN THE HOUSE OF REPRESENTATIVES

FEBRUARY 11, 2015
Mr. PierLUIst introduced the following bill; which was referred to the
Committee on the Judiciary

A BILL

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.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

SECTION 1. SHORT TITLE.

This Aet may be cited as the “Puerto Rico Chapter

9 Uniformity Act of 20157,

SEC. 2. AMENDMENT.

Section 101(52) of title 11, United States Code, is
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amended to read as follows:
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“(H2) The term ‘State’ Includes Puerto Rico
and, except for the purpose of defining who may be

a debtor under chapter 9 of thig title, includes the

Distriet of Columbia.”.

SEC. 3. EFFECTIVE DATE; APPLICATION OF AMENDMENT.

(a) EFFECTIVE DATE.—Except as provided in sub-
section (b), this Act and the amendment made by this Act
shall take effect on the date of the enactment of this Act.

(b) APPLICATION OF AMENDMENT.—The amendment
made by this Act shall apply with respect to—

(1) cases commenced under title 11 of the

United States Code on or after the date of the en-

actment of this Act, and

(2) debts, claims, and liens ereated before, on,
or after such date.
SEC. 4. SEVERABILITY.

If any provision of this Aect, or the application of such
provision to any person or circumstance, is found to be
unconstitutional, the remainder of this Act, or the applica-
tion of that provision to other persons or circumstances,

shall not be affected.

«HR 870 IH
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Mr. MARINO. It is now my pleasure to recognize the Ranking
Member of the Subcommittee on Regulatory Reform, Commercial
and Antitrust Law, Mr. Johnson of Georgia, for his opening state-
ment.

Mr. JOHNSON. Thank you, Mr. Chairman, for holding this impor-
tant hearing.

I support H.R. 870, the “Puerto Rico Chapter 9 Uniformity Act
of 2015,” which would provide a vital roadmap for severely dis-
tressed Puerto Rican municipalities to restructure their debt in the
interest of both the citizens who rely on vital public services and
creditors of these corporations.

This bill will close a gap in the bankruptcy code, which excludes
Puerto Rico for Chapter 9 municipal bankruptcy for reasons that
are, at best, unclear. This legislation is also consistent with the
purpose of Chapter 9, which is to provide relief to severely dis-
tressed municipalities that have exhausted alternative remedies.

Notwithstanding my support for H.R. 870, I close by noting that
the municipal bankruptcy is not a cure-all, and there will be re-
maining questions concerning the restructuring of Puerto Rico’s
public debt. I strongly support the right of public workers to receive
their healthcare and pension benefits, and I support Ranking Mem-
ber Conyers’ legislative efforts to guarantee this right in municipal
bankruptcies.

With that, I yield the remainder of my time to Congressman
Pierluisi, who has expertly served as Puerto Rico’s sole Member of
Congress and resident commissioner since 2009. And I hope I have
been correct in my pronunciation.

Thank you, Mr. Pierluisi.

Mr. PiERLUISI. Thank you for yielding, Mr. Johnson.

Chairman Marino and Chairman, actually, Goodlatte, who is not
here, I would like to thank both of you for scheduling this hearing.

I want to use my time not to explain this simple bill or to itemize
the many reasons why it is good policy, but rather to underscore
the broad support it has attained. Among professors and attorneys
that specialize in bankruptcy law, support for the legislation is vir-
tually unanimous.

The bill has been endorsed by the National Bankruptcy Con-
ference, which is composed of about 60 top scholars and practi-
tioners, including Mr. Mayer, one of today’s witnesses. In addition,
some of the most respected subject matter experts in the country
have written to this Committee to urge enactment of the bill. This
includes James Spiotto, an experienced attorney who has rep-
resented bondholders in Chapter 9 proceedings and who has writ-
ten a tour de force letter in favor of the bill.

In Puerto Rico, where unity is rare, H.R. 870 has virtually unani-
mous support as well. The current administration will testify for
the bill. Senate President Eduardo Bhatia is here today to dem-
onstrate his support for the bill. Former Governor Luis Fortuno
has written a letter in support of the bill. The legislative assembly
has adopted a joint resolution urging enactment of the bill, and
nine former presidents of the Puerto Rico Government Develop-
ment Bank have sent a letter in support of the bill.
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In addition, 13 private sector trade associations on the island
have signed a memorandum of agreement endorsing the bill, and
the bill is supported by Banco Popular, Puerto Rico’s largest bank.

Finally, the bill is supported by the vast majority of Puerto Rico’s
creditors and other stakeholders in the investment community. For
example, a letter in support of the bill has been sent to the Com-
mittee on behalf of 32 funds who own billions of dollars in Puerto
Rico bonds.

Last week, the head of the municipal bond group at the world’s
largest asset manager said in an interview that he supported the
bill. A respected investment firm surveyed approximately two
dozen market participants and found that there is nearly unani-
mous agreement that application of Chapter 9 to Puerto Rico in-
strumentalities is a reasonable approach and would not impair the
normal functioning of the marketplace. Fitch Ratings has stated
that enactment of this bill would be a positive and important devel-
opment for Puerto Rico and holders of debt of its public utilities
and public instrumentalities.

Opposition to this bill comes from a very small number of invest-
ment firms. I believe the arguments they have put forward cannot
withstand meaningful scrutiny, and I hope that the Committee will
not allow these objections to frustrate forward movement on this
sensible and broadly supported bill.

I yield back the balance of my time.

Mr. MARINO. Thank you, Mr. Pierluisi.

And thank you, Mr. Johnson, for yielding some of your time to
him.

Now the Chair recognizes the gentleman from Michigan, the
Ranking Member of the full Committee, Congressman Conyers.

Mr. CoNYERS. Thank you, Chairman Marino.

Members of the Committee, we think this is so important. A
hearing on H.R. 870, the “Puerto Rico Chapter 9 Uniformity Act of
2015,” before this very important Subcommittee.

Inexplicably, the bankruptcy code excludes the Commonwealth of
Puerto Rico for the purpose of defining who may be a debtor under
Chapter 9. And fortunately, the measure before us—and I welcome
the witnesses—takes care of this problem.

Now my source for all information on Puerto Rico stems from the
gentleman from Illinois, Chicago, who I am very proud to yield the
balance of my time to because of his great contributions to the Ju-
diciary Committee and to the Congress in general.

I want to acknowledge the presence of Senator Eduardo Bhatia,
the president of the Senate of the Commonwealth of Puerto Rico,
as well. And so, I yield my time to the gentleman from Chicago.

Oh, gosh, Nydia Velazquez is here, too. And Jose Serrano, a
former all-star Member of the Congress, is here as well. And so, I
am very happy to yield at this point.

Mr. MARINO. We can’t forget about Joe. We can’t forget about Joe
back there. Luis?

Mr. GUTIERREZ. Thank you. Thank you so much.

Thank you, Ranking Member Conyers.

Let me first ask unanimous consent to have Senator Eduardo
Bhatia, president of the Senate’s statement entered into the record.
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We gather here in the Judiciary Committee, we are usually easy
to identify by our partisan divisions. But today should not be one
of those days.

Today, we are discussing how the Congress of the United States
can help millions of U.S. citizens without spending a dime of the
taxpayers’ money. Can you imagine that?

And all the stakeholders agree the legislation we are discussing
is the right course of action. The people who support statehood for
Puerto Rico and those who do not, Republicans and Democrats, we
are here to discuss a consensus approach, not a contentious ap-
proach. This legislation is a wise use of the law, a step we can take
now to avoid a bailout or a financial crisis later.

I think the Governor of Puerto Rico has been doing a very good
job with a very difficult situation. He has been open and trans-
parent. He has engaged the stakeholders in restructuring the dire
financial situation he inherited, which has plagued the Island of
Puerto Rico for generations.

He has worked diligently with the public corporations on the is-
land to enlist their help and to encourage them to take the steps
necessary to avoid a financial crisis. The Governor is dealing effec-
tively with the situation that was left to him, but we in Congress
can do our part to help today.

We can help by passing this legislation that I support and that
has been offered for our consideration by the resident commissioner
of Puerto Rico, Mr. Pierluisi, and which is supported across the
board by the Puerto Ricans in this Congress.

I look forward to the testimony, and I want to thank the Chair-
man for scheduling this hearing. I also want to say that it is a dis-
tinct pleasure to be a Member of the Judiciary Committee with my
fine, distinguished colleague from Puerto Rico, Congressman
Pierluisi, and to sit here on this dais as two Members.

And I thank all of the Members for allowing the two Members
from Puerto Rico, one who actually lives there and one that wants
to [Laughter.]

Mr. GUTIERREZ [continuing]. To join you here and for allowing us
time to express ourselves. And again, it is a joy to be enjoined with
the resident commissioner of Puerto Rico, Mr. Pierluisi, in sup-
porting his legislation. Godspeed to your legislation. Anything I can
do, please let me know.

Thank you. Thank you so much.

Mr. MARINO. Thank you, Congressman Gutierrez.

Thank you, Congressman Conyers, for affording him the time.

And without objection, other Members’ opening statements will
be made part of the record. I think you had a document that you
asked to be submitted or——

Mr. GUTIERREZ. Yes, I asked——

Mr. IssA. I would ask unanimous consent that that be placed in
the record.

Mr. GUTIERREZ [continuing]. That it be placed in the record.

Mr. MARINO. Without objection. Without objection.

Mr. GUTIERREZ. No objection? Thank you, Mr. Chairman.

[The information referred to follows:]




EDUARDO A. BHATIA
PRESIDENT

Statement to the Judiciary Committee,
Sub-Committee on Regulatory Reform, Commercial and
Antitrust Law
of the United States House of Representatives
in support of H.R. 870, a bill 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.

Senator Eduardo Bhatia
President
Senate
Commonwealth of Puerto Rico
February 26, 2015

Distinguished Members of the Judiciary Committee:

As President of the Senate of the Commonwealth of Puerte Rico, [ fully support H.R.
870, a bill 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, Both the Chairman Tom Marino and Mr. Pedro Pierluisi from Puertc
Puerto Rico should be commended for this effort and the expeditious nature of this
hearing. I would like to share three observations:

First, | would like to announce that with bipartisan locat support, just this week both
the Senate and the House of Representatives of Puerto Rico approved Joint
Resolution 41 in support of H.R. 870 and to request the U.S. Congress and the
President its expedited approval. The Federal government must pay attention to the
current economic situation in Puerto Rico and offer real, effective and timely
assistance. To a great extent the Island faces today difficult economic challenges
that could have been avoided by sound federal policies in the 1990's and early
2000's. A toxic combination of local and federal policies in the 1920's poisoned the
well of Puerto Rico’s economy. Without any regard for decades of carefully crafting
and building the private economy of the Island around high end manufacturing

THE CAPITOL, PO BOX 9023431, SAN JUAN, PR Q0902-3431
PHONE 787.725.2424 » FAX 787.722.2981 » senador.khatia@eduardobhatia.com



2 Senator Eduardo Bhatia
February 26, 2015
Statement on HR. 870

assisted by sound federal tax policy, and at the bizarre urging of the then Governor
of Puerte Rico, President Clinton and the UJS Congress repealed Section 936 of the
U.S. IRC, over a 10 year phase-out period. The result: many companies left to go to
Singapore, India and Ireland, directly causing Puerto Rico’s current economic
recession lasting already close to 120 months. In the process, the cornerstone of the
manufacturing economy of Puerto Rico was shaken with a direct impact to the
middle class. Tens of thousands of good paid industrial engineers, chemists,
accountants and other professionals have since left the Island. This was the turning
point creating a spiraling fail.

Second, I believe that there is one fundamental reason why the Federal Bankruptcy
Law should be immediately amended to include Puerto Rico under Chapter 9: as one
of the largest issuers of municipat bonds in the United States, with an cutstanding
debt of aver $70 billion, Puerto Rico finds itself today in a quagmire. On the one
hand, all the operable Federal laws and regulations governing the issuance of
securities by municipalities and state instrumentalities in the United States apply in
Puerto Rico. On the other hand, unlike their counterparts in the 50 states,
purchasers and issuers of those bonds have no legal mechanism to address the
undesirable scenario of insolvency by the issuer of such securities. The result is a
legal limbo that critically undermines the ability to effectively manage severely
indebted, cash strapped government entities, many of which provide essential
public services to U.S. citizens living in Puerto Rico.

In 2014, ratings on Puerto Rico's bonds were lowered to non-investment or
speculative grade (“junk bonds”) by Standard & Poor’s, Moody’s and Fitch. Most of
the top mutual funds, as well as millions of United States citizens in the $3.7 trillion
municipal bond market own Puerto Rico securities, making the lsland’s financial
woes of concern to the Nation as a whole. Although no one desires to have the need
to file for bankruptcy, and certainly not a state instrumentality, Congress and the
market understand it is a necessary and time-tested tool to reorganize and turn-
around insolvent corporations and government entities.

The editors of Bloomberg, in an editorial published yesterday, February 25, 2015,
forcetully advocated for the approval of this bill, lamenting that "[blecause Puerto
Rico isn't a state it can't avail itself of the provisions in federal bankruptcy law to
restructure its debt in an orderly fashion." From alegal or policy standpoint, there
is absolutely no justification for barring Puerto Rico's instrumentalities from having
access to Chapter 9, as the Commonwealth's instrumentalities are akin to
municipalities in the 50 states. Tellingly, the legislative history surrounding the
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exclusion of Puerto Rico from Chapter 9 contains none. Puerto Rico is not asking for
special treatment: it is requesting parity of treatment with state-side municipalities.
The uncertainty created by the absence of an insolvency regime for Puerto Rico's
public corporations is hurting the possibilities of recovery for Puerto Rico.

Puerto Rico needs a partner in this Congress. The Executive and Legislative
Branches in Puerto Rico have taken bold steps towards an austere, fiscally
responsible local government since January 2013. The current Administration has
sought to address, one by one, the multiple challenges faced by a broken fiscal
system. In what amounts to open heart surgery on Commonwealth finances, in 24
months we have cut spending and raised revenues to close a $2.3 billion operating
budget deficit, ended budgetary gimmicks such as failing to budget for full debt
service payments, pension benefits were reformed to address the severe
underfunding of the island's public pension plans; injected more than $1 billion into
the Commonwealth's debt ridden Ports Autherity through the first FAA-approved
airport administration public private partnership in the history of the United States;
shored-up the chronically underfunded Highways Authority through a special
petroleum preducts tax and the financially strained Aqueduct and Sewer Authority
through a review of its rate structure; embarked in the most comprehensive energy
reform since the 1940’s in an effort to jumpstart the island's economy. In fact,
audited general fund expenses for FY 2012 reflect that Puerto Rico's government
spent $11.96 billion. For FY 2013 the General Fund expenses were cut to $8.94
billion. In terms of government emplcyees paid for by the general fund, Puerto Rico
had 139,64C in 2008; today there are 89,576 employees, a reduction 34% in the
Commonwealth's payroll.

These actions, althcugh unprecedented, have unfortunately been insufficient to
address all our fiscal and financial headwinds. Much work still needs to be done,
and the possibility of insolvency is real.

Third, under Federal law, to seek protection under Chapter 9, the state has to
specifically authorize its municipalities to file. Recent actions taken by the Puerto
Rico Legislature support my belief that the state authorization necessary to file
under federal law would be granted to those entities in need access to Chapter 9. In
June 2014, for example, Puerto Rico enacted the Puerto Rico Public Corporation
Debt Enforcement and Recovery Act (2014 PR Laws Act No. 71), also known as the
Recovery Act, to develop a local insolvency regime patterned after Chapter 9.
Earlier this month, the U.S. Federal District Court of Puerto Rico held the Recovery
Act to be unconstitutional due to it being preempted by Section 903 of the U.S.
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Bankruptcy Code, a decision that is currently being appealed to the U.S. Courts of
Appeal for the First Circuit. This absurd conclusion seems to suggest that states,
territories and the Commonwealth of Puerto Rico have no right to develop public
policies at the local level in the absence of Congressional action, a view inconsistent
with the basic tenets of federalism in the United States and the policies underlying
the U.S. Bankruptcy Code. But the Recovery Act's passage was a clear message by
the Commonwealth of unwavering support for the adoption of insolvency regimes
to address the financial challenges by certain state instrumentalities in Puerto Ricg.

Puerto Rico will ultimately need robust economic growth to escape its current fiscal
and financial sitnation. Sound federal tax policy that allows the island to take
advantage of the Island's biotech and manufacturing infrastructure to re-energize
the local economy should be part of Puerto Rico's road to recovery. Mare short
term, however, Puerto Rican instrumentalities must have access to a forum that
allows them to re-negotiate the terms of debt instruments with their creditors for
the benefit of all stakeholders, a forum that aveids potential disorderly defaults that
threaten the provisions of public services to US. citizens living in Puerto Rico.
Amending the U.S. Bankruptcy Code to extend application of Chapter 9 to Puerto
Rico would provide a proven mechanism to accomplish this important goal.

Thank you.
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Mr. MARINO. The Chair is now going to recognize Congressman
Issa for a statement.

Mr. Issa. I thank you, Mr. Chairman.

Recognizing that Mr. Goodlatte is not here, I want to take a lib-
erty and discuss very, very quickly a conversation I had with the
Chairman night before last.

This bill appears to be noncontroversial. It appears to be fast-
tracked, and the Chairman viewed it that way. But in looking at
the legislation and the effect on a nonstate player and having been
in my past life the Chairman of the Committee that oversees enti-
ties, including cities, counties, territories, and the District of Co-
lumbia, there were a number of areas of concern that I hope today
we will be addressing.

First of all, retroactivity, contract sanctity. The reality is that a
debtor assumes a debt based on a risk factor and is given a rate
for that debt based on a risk factor. Those risk factors were based
on the law in place. In fact, the absence of an ability to bankrupt
under Chapter 9.

Additionally, the District of Columbia is an interesting model for
the fact that—and so is the City of New York, historically—when
irresponsible behavior, not one crisis, not one event, but irrespon-
sible behavior over a long period of time leads to an entity, a public
entity—in this case, the District of Columbia or the City of New
York—finding itself in a level of insolvency, there has been a his-
tory of control boards, a history of preemption in return for any ac-
tion by the sovereign body. That is not on the table here today.

The fact is that public corporations in most of America are, in
fact, private corporations. A major utility in most places is not
owned by a city or a State. There are exceptions. And in fact, they
are subject to ordinary bankruptcy. They also have an obligation to
be fiscally responsible to their shareholders.

That is not the case in Puerto Rico. Puerto Rico has, in many
cases, public entities that may not be wise to continue having. It
is not this Committee or, in fact, the Oversight Committee’s job to
micromanage territories, cities, or the District of Columbia. But it
is our obligation to question three things.

One is do we have a constitutional and legitimate role in retro-
actively changing contracts in place so that a bankruptcy could
occur that was not in place at the time those contracts were in-
curred?

Two, and most importantly, is it wise to provide this even pro-
spectively without a real plan presented from the Commonwealth
of Puerto Rico going forward for how they are going to work their
way out of an ongoing and systemic pattern?

I have had the honor to serve under multiple, I guess three Rep-
resentatives from Puerto Rico and now four Governors. I have
found each of them decidedly different, each to care greatly about
the people of Puerto Rico, each to be a proud American.

But I have found that how they deal with the direction of the ter-
ritory has been decidedly different. One seems to want to pay back
debt. Another seems to want to run it up. Some seem to think that
the only way to prosperity is to reduce taxes. Others have incurred
tax increases with deficit spending.
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That is not uncommon here in government. What is uncommon
is to come to the Congress and say after a Federal judge says you
don’t have a right to do something, ask for a right to do it and have
it affect $70 billion-plus worth of contracts in place.

So although I have not made a decision on the bill in its current
form, I have serious questions about whether it can become law in
its current form. And most importantly, if it does become law in
any form, what safeguards will we insist on being in place to pre-
vent this kind of, if you will, crisis in the territory Commonwealth
of Puerto Rico or, for that matter, in the other territories, the Dis-
trict of Columbia, or any other holding of the United States?

So I take this, Mr. Chairman, as an extremely important hear-
ing, and I hope that all of us will look at this as a bigger potential
challenge to be addressed than just a technical correction of an
oversight, which I believe it might have been. But these $70 billion-
plus worth of debts are, in fact, based on people who took the law
as it was, not as it perhaps should have been.

And I thank the Chairman for his indulgence and yield back.

Mr. MARINO. We have a very distinguished panel before us today.
I will begin by swearing in our witnesses before introducing them.
Would you please stand and raise your right hand?

Do you swear that the testimony you are about to give is the
truth, the whole truth, and nothing but the truth, so help you God?

[Response.]

Mr. MARINO. Okay. Let the record reflect that all witnesses have
responded in the affirmative.

Thank you. You may be seated.

I am going to introduce the distinguished panel that we have
today. And we will begin with Professor John Pottow. Am I pro-
nouncing that correctly, sir? Good.

Mr. Pottow is a professor at the University of Michigan Law
School and is an internationally recognized expert in the field of
bankruptcy law. Professor Pottow has published articles in promi-
nent legal journals in the United States and Canada, presented his
works at academic conferences around the world, provided frequent
commentary for national and international media outlets, and ar-
gued bankruptcy cases before the Supreme Court.

Professor Pottow received his bachelor’s degree from Harvard
College, summa cum laude, and his law degree from Harvard Law
School, magna cum laude, where he served as treasurer of the Har-
vard Law Review.

Welcome, sir.

Mr. PorTow. Thank you very much, Mr. Chairman.

Mr. MARINO. Our next witness is Ms. Melba Acosta. Ms. Acosta
is the president of the Government Development Bank of Puerto
Rico, referred to as the GDB, a bank that serves as the fiscal agent
and financial adviser for Puerto Rico and all of its instrumental-
ities.

Prior to appointment as president of the GDB, Ms. Acosta served
Puerto Rico in a number of capacities, including as secretary of the
Treasury Department, chief public financial officer, director of
OMB, and chief information officer. Ms. Acosta is a certified public
accountant and attorney.
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She received her bachelor’s degree in accounting from the School
of Business Administration of the University of Puerto Rico, her
MBA from the Harvard Graduate School of Business Administra-
tion, and her law degree from the School of Law of the University
of Puerto Rico.

Welcome.

Our next witness is Mr. Robert Donahue. Mr. Donahue is a man-
aging director at Municipal Market Analytics, known as MMA, an
independent research firm servicing the municipal bond industry.
Mr. Donahue oversees research for more than 150 bank municipal
investment portfolios and is responsible for issues pertaining to
Puerto Rico’s municipal bond market.

He has nearly 20 years of experience in the field and has worked
at leading investment firms, including DWS Investment, Fidelity
Investments, and T. Rowe Price Associates.

Mr. Donahue received his bachelor’s degree from the College of
Holy Cross and a master’s of public administration from Syracuse
University’s Maxwell School of Citizenship and Public Affairs.

Welcome.

Our next witness is Mr. Tom Mayer. Mr. Mayer is a partner at
the firm of Kramer Levin, where he is the co-chair of the firm’s
Corporate Restructuring and Bankruptcy Department. Mr. Mayer
has over 30 years of experience as a bankruptcy lawyer, principally
representing creditors in large Chapter 11 cases.

He also has substantial experience with municipal bankruptcies,
where he has represented creditors in Chapter 9 cases of Jefferson
County, Alabama, and Detroit and Michigan—in Michigan, excuse
me.

Mr. Mayer received his bachelor’s degree, summa cum laude,
from Dartmouth College and his law degree, magna cum laude,
from Harvard Law School, where he was editor of the Law Review.

And welcome to all.

Each of the witnesses’ written statements will be entered into
the record in its entirety. I ask that each witness summarize his
or her testimony in 5 minutes or less. To help you stay within that
time, there is a timing light in front of you. The light will switch
from green to yellow, indicating that you have 1 minute to conclude
your testimony.

When the light turns red, it indicates that your time has expired.
And if that happens, I will politely just give you a little tap to give
you an indication and ask you to wrap up quickly.

I am going to start now with Professor Pottow for his opening
statement. Sir?

TESTIMONY OF JOHN A.E. POTTOW, ESQ., PROFESSOR OF
LAW, UNIVERSITY OF MICHIGAN LAW SCHOOL

Mr. Porrow. Thank you very much, Mr. Chairman and Ranking
Members. And thank you for the opportunity to be able to talk at
this hearing today on this important matter.

I think that the comments were well taken that it seems like this
is a technical bill, and I think that is why there is unanimous sup-
port amongst the bankruptcy community for this correction. But
there also are some serious concerns that we should be mindful of
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indthinking of something of this nature to correct the bankruptcy
code.

And so, I would like to touch a little bit about those bankruptcy
concerns and then talk, if I don’t run out of time, about the experi-
ence that Detroit has had with its Chapter 9, its recent Chapter
9 restructuring of that city.

The concerns of the bankruptcy code with regarding, talking
about a retroactivity or talking about applying a change to pre-
existing debts is one that the Supreme Court has actually had occa-
sion to wrestle with because we have amended the bankruptcy laws
several times through this Nation’s history. In the 19th century, we
had temporary bankruptcy laws that expired. They had to reenact
them, and then we had the comprehensive overhaul of 1978.

And what the Supreme Court did was draw a distinction between
contract rights and property rights. And basically, in the Moyses
case, which is cited in my letter at page 4, it came to the conclusion
that because of the bankruptcy clause power that the Congress has,
everyone who makes an investment is already on notice that if
Congress chooses to exercise its regulatory right in a bankruptcy
matter, that a debtor might avail himself to those bankruptcy laws,
and so they go in knowing that those laws might change.

And that makes good sense, not just a matter of constitutional
law, but as a matter of bankruptcy law as well. Because if you
tried to have a restructuring like a Chapter 11 for the private sec-
tor or Chapter 9 for the public sector, but only half the debts could
be restructured, and the other half couldn’t be restructured, you
would have this sort of Frankenstein hybrid where some people
were making difficult compromises and other people walked in with
a straight veto and say, “I don’t have to show up at the table.”

And that is antithetical to what the idea of a restructuring is. It
is to get everyone to come in together, to have the stakeholders
come together, everyone makes concessions. And one sign that
there has been a good restructuring is that if everyone leaves
slightly unhappy, there has probably been a good deal that has
been reached by all.

Now with property rights, there is a greater concern because we
have the takings clause of the Constitution, and that is something
the Supreme Court gets very concerned about is when there is
property rights. So, for example, in bankruptcy, a secured creditor
would have a property right of sorts by having a lien on collateral.

And there is one provision in the bankruptcy code that I am fa-
miliar with, which is Section 522(f), which is pretty much Congress
at its most invasive on property rights and bankruptcy. And what
522(f) does is it just erases liens on property. There are certain
liens on secondhand consumer goods that basically the Congress
thought was extortionate, and so it says those liens are not enforce-
able in bankruptcy. They can be canceled in bankruptcy.

And when that amendment was passed to the bankruptcy code,
it went to the Supreme Court, and the Supreme Court said, well,
that is actually taking away a lien. That is just more than a con-
tract investment. That is a property right.

And so, they avoided a difficult constitutional question in the Se-
curity Bank case, which is also in my letter at page 4, by saying
we are going to interpret 522(f) to apply prospectively only. So this
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thing that cancels liens, we are not going to apply it to preexisting
liens, only if you have a lien that is done after this enactment oc-
curred.

And they cited the old cases on contract law to draw a distinc-
tion. They said, by contrast, if this was just an investment, that
would be fine, and these sorts of amendments to the bankruptcy
code take place all the time.

I do think that it is interesting that Puerto Rico has taken what
I consider to be a moderate approach when it tried to pass its Re-
covery Act. It has been struck down as unconstitutional, and the
reason why is they said that is the purview of the Federal Govern-
ment. So if you want to have a bankruptcy regime, go off and talk
to Congress, which was an invitation of the court to do so.

And in that Recovery Act, Puerto Rico chose to apply its version
of a Chapter 9 law only to a subset of public entities that otherwise
would be available under Federal Chapter 9. So they did not apply
it to cities, which they otherwise could.

And that makes sense because you see different States take dif-
ferent approaches about how they want to use Chapter 9. Some
States forbid it. Some States allow it. Some are in the middle.
Puerto Rico might be in the middle.

I would like to make two quick points about Detroit, if I could.
Number one, it was a comprehensive overhaul that had not just fi-
nancial restructuring and financial pain, but also had operational
change.

There has been $1.7 billion of capital investment pursuant to a
10-year plan that was laid out in the disclosure statement that the
creditors voted on and supported. The bondholders and the pen-
sioners all got together and supported this plan, recognizing their
need to be operational changes and financial oversight.

And some said Chapter 9 is going to kill you. The municipal cap-
ital markets will never let you borrow money again, and you are
going to lose your credit rating. Well, the financing Detroit got in
its Chapter 9 is short term. It is private debt, and it rolls over in
4 months. And they are getting prepared to roll over that debt and
go out to the capital markets again.

And what has happened to Detroit as a consequence of its suc-
cess in Chapter 9 is it is going to get investment grade rating. And
so, that capital is going to be priced at a lower level than Detroit
has ever been able to have before, and that is part of the success
of the Chapter 9 process for the City of Detroit.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Pottow follows:]
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Mr. MARINO. Thank you, Professor.
President Acosta, please?

TESTIMONY OF MELBA ACOSTA, ESQ., PRESIDENT,
GOVERNMENT DEVELOPMENT BANK FOR PUERTO RICO

Ms. Acosta. Thank you, Chairman Marino, Ranking Member
Johnson, and Members of the Subcommittee.

I am the president of the GDB, as we already know, that is
known. The GDB and the Commonwealth of Puerto Rico appreciate
the opportunity to participate in this hearing.

The fiscal and economic situation in Puerto Rico is critical. Puer-
to Rico’s economy has still not recovered from the financial crisis
and the great recession. Unemployment remains double the na-
tional average, and the average personal income per capita is ap-
proximately $17,000.

Our population is declining, as many talented people move to the
mainland United States. Puerto Rico’s unprecedented economic dif-
ficulties have contributed to rising budget deficits at all levels of
government. Today, Puerto Rico has $73 billion in public debt out-
standing, with a total population of less than 3.6 million U.S. citi-
zens.

Puerto Rico’s Governor, Alejandro Garcia Padilla, took office in
2013 and has forcefully responded to these challenges in an effort
to achieve long-term fiscal sustainability. My written testimony
highlights these efforts in detail.

One critical component of fiscal sustainability is ensuring that
Puerto Rico’s public corporations, which are government-owned
municipal corporations, become self-sufficient. The public corpora-
tions are essential to the well-being of residents because they pro-
vide basic public services, including water, sewer, electricity, and
transportation.

Puerto Rico’s three largest public corporations have $20 billion in
debt. Our public corporations are not eligible for Federal bank-
ruptcy protection, and in response, Puerto Rico adopted the Debt
Enforcement and Recovery Act last June. The Recovery Act filled
a gap in the U.S. bankruptcy code to permit Puerto Rico’s public
corporations to adjust their debt in an orderly process, much like
Chapters 9 and 11 of the bankruptcy code.

A Federal judge, however, recently struck down the Recovery
Act, holding that it preempted—that it is prevented by the bank-
ruptcy code. Both the Commonwealth and the GDB disagree with
this decision and expect the decision to be reversed on appeal.

We support amending Chapter 9 to permit Puerto Rico to have
the same opportunity as the 50 States to determine whether its
public corporations should be eligible to utilize Chapter 9. In the
everzt that H.R. 870 is adopted, there will be no need for the Recov-
ery Act.

The practical and unfortunate result of the recent court decision
on the Recovery Act and the exclusion of Puerto Rico from Chapter
9 is that there is no currently available legal regime for Puerto
Rico’s public corporations to restructure their obligations. The lack
of clear legal authority has created an environment of uncertainty
that makes it difficult to address Puerto Rico’s fiscal challenges.
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First, the credit markets require a risk premium to compensate
for this uncertainty. This, in turn, will make it more expensive for
public entities in Puerto Rico to borrow money in the future.

Second, investors may have little appetite for Puerto Rico’s up-
coming bond issuance, which is essential to provide the central gov-
ernment and GDB with liquidity.

Third, the lack of a clear legal framework to restructure the obli-
gation of our public corporations undermines the central govern-
ment’s objective of making public corporations self-sufficient.

Fourth, the absence of a clear legal framework depresses eco-
nomic growth, and it makes long-term planning nearly impossible.

Finally, if the public corporations default on their obligations and
there is no clear legal regime, creditors may attempt to exercise
remedies by appointing a receiver and asking the Energy Commis-
sion to raise utility rates. This could trigger years of litigation and
create liquidity pressures, exacerbating Puerto Rico’s overall fiscal
situation.

I would like to stress that no decision has been made as to
whether any public corporation intends to file under Chapter 9,
should it become available, and the Commonwealth and the GDB
see Chapter 9 only as an option of last resort. In any event, Chap-
ter 9 would not apply to debt issued directly by the Common-
wealth.

Chapter 9 establishes a legal regime that is already understood
by suppliers, creditors, and investors. It would provide an orderly
process requiring good faith negotiation under the supervision of an
experienced judge.

I would like to thank the Subcommittee for giving me the oppor-
tunity to participate in this hearing, and I am looking forward to
your questions.

[The prepared statement of Ms. Acosta follows:]
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Chairman Marino, Ranking Member Johnson, and members of the subcommittee:

My name is Melba Acosta-Febo, and | am the President of the Government Development
Bank for Puerto Rico (the “GDB”). Before assuming this position in October 2014, I was the

Secretary of Treasury of the Commonwealth of Puerto Rico.

1 want to thank the subcommittee for giving the Commonwealth of Puerto Rico (“Puerto
Rico”) and the GDB the opportunity to participate in this hearing. The GDB is charged with
safeguarding the fiscal stability of Puerto Rico and promoting its economic competitiveness.
The GDB is also charged with serving as the fiscal agent and financial advisor for Puerto Rico
and all of its instrumentalities. The GDB has a significant interest in the subject matter of this
hearing, and along with the Commonwealth and the Governor of Puerto Rico, supports HR. 870,
which would treat Puerto Rico as a “State” for the purposes of Chapter 9 eligibility under the

U.S. Bankruptcy Code.

Economic Overview of Puerto Rico

The fiscal and economic situation in Puerto Rico has reached a critical moment, The

Legislative Assembly has declared a fiscal emergency in Puerto Rico.

Puerto Rico’s economy is closely tied to the United States but was disproportionately and
adversely impacted by the U.S. financial crisis and the Great Recession. For example, economic
growth in Puerto Rico was negative or weak between 2007 and 2014, which is materially worse
than in the rest of the United States during the same period. Growth continues to pose a
significant challenge as a result of many factors, including some beyond Puerto Rico’s control.

An example of this was the repeal and phase-out by Congress of Section 936 of the Internal
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Revenue Code, which provided tax benefits for certain businesses (including large
pharmaceutical companies) operating in Puerto Rico. The elimination of these tax benefits has
led to a significant contraction in employment in Puerto Rico’s manufacturing sector, leading to

a significant adverse impact on economic growth.

Unemployment has remained at elevated levels, suggesting continued weakness in Puerto
Rico’s economy, exceeding 15% for many years following the financial crisis. Puerto Rico’s
unemployment rate was approximately 12.1% as of December 2014, while unemployment in the
rest of the United States dropped to 5.6%. Nearly half of all residents in Puerto Rico qualify for
low-income health insurance subsidies, and the average personal income per capita, including
transfer payments, was approximately $17,000 in fiscal year 2013. Moreover, Puerto Rico’s
population, unlike the rest of the United States, has declined in each of the last five years

resulting in part from migration to the mainland United States.

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 the GDB
or private sector banks, to finance their budget deficits. Today, Puerto Rico’s government,
including its public agencies, divisions, instrumentalities and public corporations, has
approximately $73 billion in public debt outstanding with a total population of less than 3.6
million residents. In addition, Puerto Rico’s public pension funds, although subject to a major
overhaul during fiscal year 2014 that reduced future annual cash flow needs, still face significant
unfunded actuarial accrued liabilities, which will require increased governmental pension

contributions in upcoming years.
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Governor Alejandro Garcia Padilla took office in 2013 and has forcefully responded to
these unprecedented fiscal challenges in an effort to achieve long-term fiscal sustainability.
Within two years of taking office, the administration has materially reduced budget deficits by
raising revenues and cutting expenses; has imposed unprecedented cost-control measures at the
central government and public corporation levels; has established limits on government payroll
(as of November 2014, there were 92,842 government employees paid from the General Fund,
compared to 139,640 in 2008); has implemented comprehensive pension reform; has imposed
loan origination discipline at the GDB; has completed and is actively exploring public-private
partnerships; and has reformed rates at certain public corporations. The federal government has
shown continued support for the difficult measures that the Garcia Padilla administration has
taken to address long-term fiscal sustainability in Puerto Rico, and we look forward to having
continued support from all levels of the federal government as we address many of the remaining

challenges that lie ahead.

One critical component of the administration’s commitment to fiscal sustainability is
ensuring that Puerto Rico’s public corporations can become self-sufficient and are no longer
dependent on voluntary contributions by the GDB or the central government for their financing
needs. The public corporations, which are government-owned municipal instrumentalities, are
essential to the wellbeing of residents because they provide basic public services including water
and wastewater services, electric power, and transportation. Three of the most critical public
corporations in Puerto Rico are: (1) the Puerto Rico Electric Power Authority (often referred to
as “PREPA”), which provides substantially all of the electricity to residents and businesses in
Puerto Rico; (2) the Puerto Rico Aqueduct and Sewer Authority (often referred to as “PRASA”),

which provides 97% of the water and 59% of the wastewater services to residents in Puerto Rico;
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and (3) the Puerto Rico Highways and Transportation Authority (often referred to as “PRHTA”),

which is responsible for highway construction and maintenance on the island.

The public corporations, like all municipal utilities, charge fees associated with their
services. Because Puerto Rico is an island, the cost of providing these services is often much
higher than in the mainland United States. In November 2014, for example, utility customers in
Puerto Rico paid more than twice the national average per kilowatt hour for electricity.
Nonetheless, these public corporations have had chronic budget deficits in recent years resulting,
in part, from population and economic decline. In 2012-2013 alone, the combined deficit of
PREPA, PRASA, and PRHTA was over $800 million. Public corporations have historically
financed their deficits by relying on the central government in Puerto Rico; on loans from GDB
or private sector banks; and on capital market financings. These recurring deficits ballooned the
debt of these three public corporations. The deficits, when combined with borrowings for

infrastructure projects, have left these three public corporations with over $20 billion in debt.

Certain of these public corporations currently lack market access and have been shut out
from private bank financing. Neither the central govemment nor GDB has the liquidity to shore
up deficits or finance necessary capital expenditures at these public corporations. Meanwhile,
Puerto Rico’s infrastructure, including its power generating plants and electricity distribution
network, are outdated and inefficient and require substantial capital investment. Addressing
fiscal problems associated with Puerto Rico’s public corporations is not only a necessity from a
public welfare and safety perspective but it is a critical piece of any strategy for long-term
economic growth, fiscal sustainability, and prosperity in Puerto Rico. Unlike many island
economies, Puerto Rico’s manutacturing sector is the largest sector of Puerto Rico’s economy. It

also pays the highest wages. To retain and grow this sector, Puerto Rico needs to remain
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competitive including being competitive when it comes to providing basic services such as
power, water and transportation. The cost of these essential services are important contributing

factors to employers’ decisions to come to or remain on the island.

The Debt Enforcement and Recovery Act

Research and experience shows that investors, creditors and others doing business with
Puerto Rico and its instrumentalities need to have more certainty in dealing with the island’s
current financial situation, including the establishment of an orderly and consensus-based
process for addressing outstanding debt at the public corporations. Prior to June 2014, there was
no legal regime allowing Puerto Rico’s public corporations to adjust their debt or handle creditor
claims in an orderly manner. Qur public corporations are not eligible to reorganize under
Chapter 11 of the U.S. Bankruptcy Code because they are governmental instrumentalities, and
they are not eligible to adjust their debts under Chapter 9 because Puerto Rico is expressly
excluded from the U.S. Bankruptcy Code’s definition of “State” for purposes of Chapter 9

eligibility.

In response, the Puerto Rico Legislative Assembly adopted the Puerto Rico Public
Corporation Debt Enforcement and Recovery Act (No. 71-2014) (the “Recovery Act”) in June
2014 to allow public corporations to address their fiscal problems while protecting the collective
interest of all of their constituents, including bondholders and other creditors, as well Puerto
Rico’s residents and businesses who depend on these corporations for the essential services they
provide. The Recovery Act fills a gap left by the U.S. Bankruptcy Code and is designed and
intended to permit Puerto Rico’s public corporations to adjust their debt in an orderly process—

with creditor input and court supervision—much like Chapters 9 and 11 of the U.S. Bankruptcy
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Code. The Recovery Act also ensures that provision of essential public services to Puerto Rico’s
residents will not be interrupted in the event of a fiscal emergency at one of the public
corporations. The Recovery Act is designed to protect the collective interests of creditors by

including supermajority voting requirements and minimum recovery levels.

Immediately after the passage of the Recovery Act, two groups of PREPA bondholders
filed suit, seeking judgments declaring the Recovery Act unconstitutional. On February 6, 2015,
the U.S. District Court for the District of Puerto Rico enjoined enforcement of the Recovery Act,
holding that the Recovery Act is unconstitutional because it is preempted by section 903 of the
U.S. Bankruptey Code, which the court concluded prevents Puerto Rico from passing a law
allowing its public corporations to adjust their debts through a composition. I do not think it is
appropriate for me to discuss the specifics of pending litigation, or the reasons for our belief that
the Recovery Act is not precluded by section 903 of the U.S. Bankruptcy Code. Inote for the
record, however, that both the Government of Puerto Rico and the GDB disagree with this
decision, which is being appealed to the U.S. Court of Appeals for the First Circuit, and do not
agree that section 903 preempts the Recovery Act. Ultimately, we believe we will be successtul
on appeal, but there would be no need for the Recovery Act if the U.S. Bankruptcy Code is

amended so that Chapter 9 applies to Puerto Rico.

In any event, the practical and unfortunate result of the District Court’s decision is that
there is currently no available legal regime for Puerto Rico’s public corporations to adjust their
debts through a consensus-based, court-supervised process—either under the U.S. Bankruptcy
Code or Puerto Rico law. In this respect, Puerto Rico is treated differently from every state in
the United States, each of which may utilize Chapter 9 if the respective state legislature so

authorizes. Puerto Rico’s exclusion from Chapter 9 is the result of an amendment adopted by
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Congress in 1984. There is very little legislative history regarding that amendment and nothing
that would suggest an intent to deprive Puerto Rico’s public corporations of the ability to

reorganize and adjust their debts under court supervision.

Leading bankruptcy academics, such as Professors David Skeel of the University of
Pennsylvania and Stephen J. Lubben of Seton Hall University, have noted that there is no
justification for this exclusion and have suggested that Congress fill the legislative gap in the
U.S. Bankruptcy Code to dispel the uncertainty that Puerto Rico faces by permitting Puerto
Rico—like each of the 50 states—to opt into Chapter 9. In fact, Professor Lubben wrote last fall
in an American Bankruptcy Law Journal article that: “The logic behind excluding Puerto Rico
from chapter 9, to the extent it did, no longer makes sense. In a perfect world, Congress would

quickly allow Puerto Rico’s public corporations to file chapter 9 bankruptey petitions.”

Consequences of Having No Legal Regime to Adjust Debts

The unavailability of any feasible legislative option other than the Recovery Act to adjust
debts of Puerto Rico’s public corporations—such as under Chapter 9 of the U.S. Bankruptcy
Code—has created an environment of uncertainty that makes it more difficult to address Puerto
Rico’s fiscal challenges and threatens Puerto Rico’s economic future. I would like to share with

the subcommittee some of the unfortunate consequences of this predicament.

First, the credit markets require a risk premium to compensate for uncertainty in the
market. This in turn will make it more expensive for all Puerto Rico issuers—particularly at the
Commonwealth level—to borrow money in the future at a time that Puerto Rico seeks to contain
costs and lower expenses (some of Puerto Rico’s general obligation bonds currently yield over

10%). This consequence has already been evidenced by credit downgrades that followed the
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invalidation of the Recovery Act. Standard & Poor’s downgraded Puerto Rico’s general
obligation and appropriation debt to three notches below investment grade (from ‘BB’ to ‘B’),
and it downgraded GDB’s long- and short-term credit ratings even further into speculative grade
territory (‘BB-/B’ to ‘B-/C’). Standard & Poor’s also put GDB on negative outlook and even
stated in a report published on February 12, 2015 that “Puerto Rico has experienced and will
continue to face a major reduction in its ability to obtain external liquidity at a reasonable cost, as
evidenced by GO bond yields topping 10%, following a lower court decision invalidating its debt
restructuring law. As a result, Puerto Rico’s access to cash flow financing necessary for the next
fiscal year could be severely constrained in our opinion.” Other ratings agencies have followed
suit, having recently downgraded various Puerto Rico issuers further into speculative grade

territory.

Moreover, and perhaps most critically today, the lack of a clear debt adjustment
mechanism negatively affects investor appetite for Puerto Rico’s upcoming bond issuance, which
the GDB views as necessary to provide the central government and GDB with liquidity. Indeed,
the failure to complete a financing transaction could severely impact GDB’s ability to support
the central government’s fiscal adjustment plan and continue acting as its lender of last resort.

By way of background, Puerto Rico has not accessed the credit markets for long-term debt in
twelve months and will need to do so in the near future. Accordingly, Puerto Rico’s Legislative
Assembly approved legislation in December 2014 authorizing the Puerto Rico Infrastructure
Finance Authority, which is sometimes referred to as “PRIFA,” to issue up to $2.95 billion in
secured, Commonwealth-guaranteed bonds that would be collateralized by new taxes on oil. The
proceeds of that bond issuance would be used, in part, to refinance $2.2 billion that the Puerto

Rico Highway Transportation Authority owes to GDB. The invalidation of the Recovery Act
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may reduce investor appetite for these new bonds or require a risk premium that makes the

issuance materially more expensive or prohibitive.

Second, the lack of a clear debt adjustment mechanism undermines the Administration’s
objective of making public corporations self-sufticient and financially independent from the
central government. This objective, which was announced one year ago as part of the
administration’s plan to promote long-term fiscal sustainability, provided confidence to the
capital markets that Puerto Rico had a plan to address the fiscal health of its public corporations
while also ensuring investors that the public corporations would not jeopardize the fiscal health
of the central government. This policy played an integral role in allowing Puerto Rico to raise
$3.5 billion in the capital markets in March 2014. But the GDB has already seen signs that
confidence in this objective has begun to erode as bond prices for the public corporations
increased and bond prices for Puerto Rico’s general obligation bonds decreased upon the

invalidation of the Recovery Act.

Third, the lack of a clear adjustment option depresses economic growth in Puerto Rico
generally, and it makes long-term investment and capital expenditure plans at the public
corporations nearly impossible. In fact, the International Monetary Fund, the World Bank, and
the Organisation for Economic Co-operation and Development have acknowledged that
insolvency regimes promote financial stability, investment, and growth. In its publication
entitled Orderly & Effective Insolvency Procedures (1999), the International Monetary Fund
articulates that there is no reason to exclude municipalities:

[1]t is universally recognized that sovereign nations are not subject to any insolvency law,

international or national. Local government entities, such as municipalities, may be

excluded from the scope of the insolvency law altogether or the law may establish a

special regime for them. While the treatment of government-owned entities may also
vary, there appears to be no reason why such an enterprise operating in the market place

10
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as a distinct entity should be excluded from the coverage of the general insolvency law

unless the government has extended an explicit guarantee with respect to all its liabilities.

[TThe inclusion of a government-owned enterprise within the scope of the insolvency law

has the advantage of both subjecting the enterprise to the discipline of the market place

and sending a clear signal that government financial support will not be unlimited.
Debt-adjustment tools, like those found in Chapter 9, provide significant economic benefits to
public instrumentalities but also to creditors because legal regimes provide predictability. The
uncertainty surrounding the high level of debt held by Puerto Rico governmental entities is an
impediment to the very sort of economic activity that is fundamental to Puerto Rico’s economic
recovery, namely private investment. Until a legal regime for adjusting Puerto Rico’s debt is
available, this uncertainty will loom large and investors will be hesitant to invest capital.

Finally, if the public corporations default on their obligations and there is no clear legal
regime, creditors may attempt to engage in a race to the courthouse and exercise remedies that
include attempting to appoint a receiver and, in PREPA’s case, filing a rate case before Puerto
Rico’s Energy Commission seeking to raise utility rates beyond their current levels. This could
trigger years of litigation, exacerbate liquidity pressures at these public entities and have adverse
consequence on economic growth, which only exacerbates Puerto Rico’s overall fiscal situation.
Creditors would be in a worse position than they would be in under an orderly, consensual
process. Suppliers could refuse to deliver critical supplies as a result of the legal uncertainty
surrounding a public corporation’s default — this is particularly true in the case of PREPA, which
relies on fuel as the primary source of energy to generate electricity on the island. This scenario
would certainly be value-destructive for all stakeholders, including creditors, the residents of

Puerto Rico, and the public corporations themselves.

11
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Extending Chapter 9 to Puerto Rico Will Provide Measured Benefits

1 would like to stress to the subcommittee that no decision has been made as to whether
any public corporation intends to file under Chapter 9 were it to become available and the
Commonwealth of Puerto Rico and the GDB see Chapter 9 only as an option of last resort. In
any event, Chapter 9 would not apply to debt issued directly by the Commonwealth of Puerto
Rico. This is because “States,” which would include Puerto Rico if H.R. 870 passes, are not

eligible for protection under Chapter 9.

Chapter 9 establishes a legal regime that is already understood by the capital markets,
creditors, prospective lenders, and suppliers. It would provide an orderly process, requires the
public corporation to negotiate in good faith, creates an environment to reach consensus and
allows the process to be supervised by an experienced court. Chapter 9 has also been tested on
many occasions, including in Detroit, Michigan, Stockton, California, and Jefferson County,
Alabama, just to name a few. The National Bankruptcy Conference, comprised of leading
bankruptey scholars as well as current and former judges throughout the country, has stated that
extending Chapter 9 to Puerto Rico would provide courts and parties with importance guidance.
Fitch Rating has said that extending Chapter 9 to Puerto Rico would offer benefits, including the
avoidance of protracted litigation and uncertainty, and would put Puerto Rico on equal footing
with the 50 states. Legal precedent under Chapter 9 will give debtors and creditors a useful
roadmap that offers more certainty as to their substantive rights and expected procedures. Public
corporations in Chapter 9 would be permitted to obtain debtor-in-possession financing and use
cash collateral under well-tested procedures, permitting the continuation of normal operations
and the provision of essential public services to Puerto Rico’s residents. Finally, any Chapter 9

proceeding would be overseen by a U.S. Bankruptey Judge that has expertise in insolvency

12
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matters and that would be approached as an independent arbiter to all parties in interest. The
virtue of Chapter 9 can be seen in the Chapter 9 cases of Detroit, whose adjustment proceedings
lasted less than 18 months, and Stockton, whose adjustment proceedings lasted less than two

years.

Accordingly, Commonwealth of Puerto Rico and the GDB believe that passage of HR.
870 will prove to be a useful tool for Puerto Rico’s long-term economic success, whether or not

it is actually invoked.

I would like to thank the subcommittee for giving the Commonwealth of Puerto Rico and

the GDB the opportunity to participate in this hearing.
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Mr. MARINO. Thank you.
Director Donahue?

TESTIMONY OF ROBERT DONAHUE, MANAGING DIRECTOR,
MUNICIPAL MARKET ANALYTICS

Mr. DONAHUE. Thank you very much.

I will point out I am the only nonlawyer on this panel today.

VoICE. Your mike is not on. I am sorry.

Mr. IssA. They won’t even turn the mic on if you are not a lawyer
in this room. [Laughter.]

Mr. DONAHUE. Might as well just leave now. For the record, I
am——

Mr. IssA. I noticed you didn’t go to Harvard Law and do the Re-
view. So, clearly, you have got a problem at the Harvard end of it,
too. [Laughter.]

Mr. DONAHUE. Thank you. I am well aware.

But I do have over 15 years of experience covering Puerto Rico,
have been down to the island many times. I have worked for three
of the largest municipal bond investment management firms, dur-
ing which time I have approved thousands of securities, made rec-
ommendations and analysis to buy billions of dollars of Puerto Rico
debt over that time, buy and sell Puerto Rico debt.

I am not going to repeat a lot. I think Melba’s testimony, it de-
picted very fairly the current situation in Puerto Rico. But what I
will do is try to talk from the market perspective.

Despite the territory’s worsening situation, I have seen an alloca-
tion of risk in Puerto Rico bonds in the investor base. Prudent mu-
nicipal investors, many of our clients, have sold the municipal
bonds to reduce—and reduced their exposure. Fitch Research has
said that municipal bond mutual funds have declined their expo-
sure to Puerto Rico by 65 percent, and now those funds only earn
33 percent.

Now a large and increasing portion of the island’s debt is
owned—is held by and its future access to capital is really reliant
on a different class of opportunistic investors. Trading in Puerto
Rico bonds throughout this process over the last several years of
downgrades and bad news headlines, beginning with the Barron’s
article back in 2013, has remained active, allowing for significant
price discovery and trading opportunities as risk averse owners of
municipal bonds—you know, folks who own municipal bonds, typi-
cally, they put munis just right up with Treasuries and agencies
as the most pristine bonds.

And their shareholders expect that, and they have rotated out of
these bonds as the situation has devolved. We have seen rises and
falls in bond prices, and yields have reached certain levels. But
what we recognize is that is the evidence, a common trait of a
healthy market.

I am here today to express our opinion, based on my experience
in our work with our clients, over 300 clients. We represent the
largest dealers and the largest investors and everybody in between,
to the retail bondholder in Peoria. We believe that the current
framework under which these public corporations can restructure
is very uncertain.
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Specifically, the trust indenture, which I think we will talk about
today, provides an untested and wholly inadequate legal frame-
work that is unsuitable for the highly complex financial restruc-
turing among a diverse group of stakeholders. It is with this back-
drop that this legislation is being considered, and we believe that
H.R. 870 provides a technical fix to the bankruptcy code. It simply
extends the same framework allowed to 50 States to Puerto Rico’s
governmental instrumentalities.

I want to make a key point here. Puerto Rico itself cannot de-
clare debt. It is the instrumentalities in Puerto Rico.

Number two, it reduces the near-term likelihood that Puerto Rico
will request external assistance.

Number three, it sets no adverse precedent from what we can see
for the broadening of municipal bankruptcy that may destabilize
the municipal bond market, the Nation’s best source of efficient,
low-cost infrastructure funding. Importantly, and I emphasize this,
H.R. 870 opens no doors to State bankruptcy, which we do not sup-
port.

Number four, it will not, in and of itself, pose an incremental
systemic risk to the broader capital markets.

And number five, it establishes a basis by which the island can
finally begin to focus on efforts to foster economic growth for endur-
ing fiscal stability.

We believe Chapter 9 is a high-impact way for Congress to pro-
vide Puerto Rico with a standardized, orderly, uniform legal frame-
work guided by an existing body of case law in an appropriate
arm’s length venue. It amends an existing flaw in the bankruptcy
code, as was stated earlier, with no expenditure of fiscal dollars.

This is not a bailout. It is not a panacea. It is not a precedent
gor further Chapter 9 filings elsewhere. This is merely a technical
ix.

Your approval of this bill will not create the perception in a mu-
nicipal market or among issuers that Puerto Rico’s past failings
have been absolved. And we can talk about that, and I appreciate
your comments earlier and agree with everything you said.

Your approval is not likely to encourage other municipalities to
borrow irresponsibly, knowing that they could later restructure
their debts in bankruptcy. We point out that Chapter 9 bank-
ruptcies are extremely rare and always a last resort. They are
painful for everybody, especially the elected officials, given the high
cost and the associated stigma to it.

For citizens of Puerto Rico, it is critical to get this right now.
Once granted the right to use Chapter 9, Puerto Rico’s leaders, I
implore them to use this powerful tool thoughtfully and cautiously.
Specifically, the island’s leaders must take great care—and Senator
Bhatia is here today—in crafting enabling statutes in a fair and eq-
uitable manner, with good faith to preserve creditors’ rights and
the island’s long-term need for affordable capital.

MMA, to restate, strongly opposes bankruptcy in any form by a
municipality. However, this is the best option among a limited set
of unattractive options. We speak to many market participants on
a daily basis, and most of these people in the letters that were
pointed out earlier agree with our perspective, and the legal schol-
ars that we have spoken with agree with this perspective.
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Thank you so much for asking me to testify today, and I look for-
ward to your questions.
[The prepared statement of Mr. Donahue follows:]
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Mr. MARINO. Thank you.
Attorney Mayer?

TESTIMONY OF THOMAS MOERS MAYER, ESQ., PARTNER AND
CO-CHAIR, CORPORATE RESTRUCTURING AND BANK-
RUPTCY GROUP, KRAMER LEVIN NAFTALIS AND FRANKEL,
LLP

Mr. MAYER. Thank you, Mr. Chairman. Thank you, Chairman
Marino, Ranking Member Johnson, Committee Ranking Member
Conyers, and Members of the Subcommittee, for inviting me to tes-
tify on H.R. 870.

My name is Thomas Moers Mayer, and I represent funds man-
aged by Franklin Municipal Bond Group and Oppenheimer Funds,
Inc. They are not newcomers to Puerto Rico. They are among Puer-
to Rico’s most loyal and largest investors. They are not recent pur-
chasers of this debt.

These funds own approximately $1.6 billion of bonds issued by
PREPA, and we oppose H.R. 870. We believe it will cause more
harm than good for millions of Americans. About 9.5 million U.S.
taxpayers invest in municipal bonds either directly or through
funds like Franklin and Oppenheimer. And as noted, Puerto Rico
is the third-largest issuer of municipal bonds. This bill would affect
$48 billion of bonds.

Notice I said $48 billion. The other $25 billion, to get you to the
total $73 billion, that is held by all the funds who support this bill.
They want it to apply to everybody other than them.

Puerto Rico bonds are tax exempt in every State of the Union.
That is why they are held by men and women nationwide, and they
are that way because Congress made them that way. It is probable
that more citizens invest in Puerto Rico bonds than live in Puerto
Rico.

Most of these investors are individuals over 65. Most have in-
comes under $100,000. These people live on Main Street, not Wall
Street. H.R. 870 hurts these people because Chapter 9 is not good
for bondholders.

Exhibit B to my testimony shows how badly Chapter 9 hurt in-
vestors in Detroit, Stockton, Valeo, and Jefferson County. I dis-
agree with Professor Pottow’s description of Detroit and would be
happy to answer questions in connection with that but will not
take more time now.

PREPA itself does not need Chapter 9. It can fix itself. It can
raise revenues. PREPA has not raised its base rate in 26 years.
That is the rate that pays for everything other than fuel and pur-
chase power.

Puerto Ricans pay less for electricity than Hawaiians. They pay
less than New Yorkers. PREPA could raise its base rate tomorrow,
and consumers would still pay less than they did 6 months ago be-
cause fuel costs are down.

PREPA could also collect what it is owed. The Commonwealth
and its municipalities owe PREPA more than $828 million, and
they have been in arrears for years. PREPA would be self-sufficient
if the Commonwealth let it operate as a self-sufficient entity, as op-
posed to a piggybank for the rest of the island.
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Instead of paying for its power, Puerto Rico wants Chapter 9 to
force a bailout on the backs of PREPA bondholders, and that is not
right. And let me be clear. If you are a taxpayer that owns PREPA
bonds, a law that takes your savings to support PREPA is just as
much a taxpayer bailout as something that raises your taxes.

Puerto Rican law already provides an alternative to Chapter 9,
a receivership. A court in Puerto Rico will pick the receiver and
will control the receiver, and the receiver will keep the lights on.
But the receiver can also collect from the government and raise
rates and run PREPA as a self-sufficient entity.

And I have heard the question why shouldn’t Congress give
Puerto Rico the same access to Chapter 9 as the States? And there
are three reasons.

First, as the panel has already noted, millions of individuals na-
tionwide invested in Puerto Rico bonds after Congress denied Puer-
to Rico access to Chapter 9. H.R. 870 breaks faith with those men
and women.

Second, Congress chose to give Puerto Rico bonds a nationwide
tax exemption enjoyed by no State. So Puerto Rico’s bonds are over-
whelmingly held outside of Puerto Rico. My own clients include
funds for taxpayers in California, Georgia, Michigan, New York,
Pennsylvania, and Virginia.

Puerto Rico’s use of Chapter 9 would damage far more out of
Commonwealth investors. That is why Puerto Rico should not have
access to Chapter 9.

And finally, Puerto Rico is not a State. Puerto Rico enjoys bene-
fits that no State receives. Its residents do not pay Federal income
tax. But out of Commonwealth investors, they do pay Federal in-
come tax. They pay it on everything other than their tax-exempt
bonds.

Chapter 9 would expropriate value from taxpaying investors out-
side of Puerto Rico to benefit nontaxpaying residents inside Puerto
Rico. Without changes to Chapter 9, H.R. 870 just hurts millions
of investors. We don’t think it is sufficient to address the Common-
wealth’s problems. We think it provides more harm than good.

I am happy to answer any questions the panel may have. Thank
you.

[The prepared statement of Mr. Mayer follows:]
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Chairman Marino, Ranking Member Johnson, members of the Sub-Committee — thank
you for inviting me to testify on H.R. 870.

My name is Thomas Moers Mayer.' I represent certain funds managed by Franklin
Municipal Bond Group (“Franklin”) and by OppenheimerFunds, Inc. (“Oppenheimer”) in
connection with their investment in approximately $1.6 billion of bonds issued by the Puerto
Rico Electric Power Authority, or “PREPA”. Franklin and Oppenheimer have been for many
years two of the largest investors in bonds issued by Puerto Rico and its governmental
corporations.

We oppose HR. 870 and the application of Chapter 9 in its current form to Puerto Rico.
Use of Chapter 9 by any of Puerto Rico’s public corporations will cause more harm than good,
for both millions of Americans who invested in Puerto Rico bonds and for the Commonwealth.

About 9.5 million U.S. taxpayers invest in municipal bonds, either directly or through
funds like Franklin and Oppenheimer.> Franklin alone has approximately 200,000 investors in
the funds that own bonds issued by Puerto Rico and its government corporations.*

Puerto Rico is the third largest issuer of municipal bonds in the United States. Its bonds
are tax exempt in every state of the union and Puerto Rico’s instrumentalities borrow to fund

almost all the capital needs of the island. Why are they tax exempt in every state? Because

! 1 am a pariner and co-chair of the Corporate Restructuring and Bankruptcy Group at Kramer Levin Naftalis

& Frankel, LLP. Scc Exhibit A. Tam also a member of the National Bankmptcy Conference (“NBC™), which last
year provided its own statement in support ol a predecessor to H.R. 870. [ was not a signalory (o the NBC’s
statement and abstained from a vote on it. My testiinony today is not on behalf of the NBC, which has not reviewed
it.
2 In 2012, 5,954,819 (ax relurns reported (ax exempl income, comprised of 3,532,100 tax returns from
married couples filing jointly, or 7.064.200 individuals, and 2.422,719 other individual tax returns. for a total of
9,486,919 individuals, Statistics of Income, 2012 Individual Income Tax Refurns, Publ. 1304, U.S. Dep’t of the
Treasury, Internal Revenue Service, Table 1.3 at 36 (2012), http://www.irs. gov/file_source/pub/irs-soi/12inalcr.pdf
|hereinafter “IRS Publ. 13047

Oppenheimer has over 400,000 individnal investors in all its municipal funds.
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Congress made them so. Congress passed legislation granting Puerto Rico this special
advantage, to make it easier and less costly to borrow money from men and women in
jurisdictions outside Puerto Rico.”

Men and women throughout the country own PREPA bonds in their own name or
through funds. The funds T represent include funds for taxpayers in California, Georgia, New
York, Pennsylvania and Virginia — and all these funds hold PREPA bonds. It is probable that
more citizens invest in Puerto Rico bonds than live in Puerto Rico.

These bondholders are individual savers. Most tax returns showing tax-exempt income
are filed by taxpayers over 65° and most report incomes under $100,000.° These people live on
Main Street, not Wall Street.”

This bill would affect $48 billion of Puerto Rico’s municipal bonds® owned by millions
of investors nationwide — including in Puerto Rico itself.

Puerto Rico enacted its own debt restructuring law, which unfairly sought to strip value
from bondholders.” That law was terrible. It was much worse than Chapter 9. The U.S. District
Court in Puerto Rico struck down that law as unconstitutional "

But Chapter 9 is not much of an improvement. Chapter 9 hurts bondholders. Exhibit B
contains a chart showing how badly Chapter 9 hurt bondholders in Detroit, Michigan; Stockton

and Vallejo, California; and Jefferson County, Alabama. Chapter 9 is not a good thing for the

4 48 US.C. § 745
3 IRS Publ. 1304, supra note 2, Table 1.5 at 73.
i Id. Table 1.4 al 40.

The “houschold scctor” held almost 43% of all municipal bonds as of September 30, 2014, Federal
Reserve Statistical Release Z.1, Financial Accounts of the United Stutes, Bd. of Governors of the Fed. Reserve Sys.
101 (Dec. 11, 2014), avaitable af hitp://www [ederalreserve. gov/releases/~1/current/] pdl. Mutual funds together
held an dddll.lolkll 25.4%. Id.

Financial Information and Opcrating Data Report. Commonwecalth of P.R., 88 (Ocl. 30, 2014)
lmp fiwww.gdbpr.com/doc Co IthReport-October302014. pdf.

Pucrlo Rico Public Corporation Dbt Enforcement and Recovery Act, Law 71-2014 (Junc 28, 2014).
1o Franklin California Tax-Free Trust et al. v. Puerto Rico, 2015 WL 522183 (D.P.R. Feb. 6, 2015).
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municipal bond market," which is why 23 states have not authorized their municipalities to file a
Chapter 9 petition and why Georgia and lowa have affirmatively prohibited municipalities from
filing for Chapter 9.2

Puerto Rico’s water and sewer agency needs to sell hundreds of millions of bonds in the
near future. Tf Congress extends Chapter 9 to Puerto Rico, we predict that the agency will not be
able sell any bonds unless it is prohibited from seeking Chapter 9 relief or the bonds are
guaranteed by the Commonwealth and bear an extortionate interest rate with onerous security
features.”* That will be true for every Puerto governmental corporation for the
[foresceable future.

PREPA itself does not need Chapter 9. Tt can fix itself. Tt can raise revenues in the same
manner as nearly every other municipally owned utility in the United States. PREPA has not
raised its “base rate” — the rate that pays for everything other than fuel and purchased power —in
nearly 26 years. Every other public utility in the country sets its rates at a level sufficient to

service its bonds and cover its other costs.

u Fitch Ratings issucd a rclcasc on August 6. 2014 titled “Chapter 9 Extcnsion Would be a Positive for

Puerto Rico™. but a careful reading shows that Fitch wanted Chapter 9 (o apply to PREPA and the sewer company
beceansc Fitch thought it would be good for etlzer Pucrto Rico bonds — the sales tax bonds — which, in Fitch’s view,
would not be subject lo Chapter 9. Chapler 9 Fxiension Would Be a Positive for Puerio Rico, Fitch Ratings, Inc.
(Aug. 6, 2014), available at https://www fitchratings.com/creditdesk/press_relcases/detail.cfm?print=1&pr_id=
843614, Filch thus reflects a political reality: the only bondholders who back Chapter 9 are those who believe it
will never apply to them, including, in particular, certain holders of gencral obligation bonds issucd by the
Commonwealth itsell.
2 The State Rolc in Local Government Financial Distress, The Pew Charitable Trust, 9-12 (July 2013),
availahle ai Wip/www pewlrusts.org/~/media/Assets/2013/07/23/Pew_Slate_Role_in_Local_Government_
Financial Distress.pdf.

There are conflicting studies on the effect of Detroit’s Chapter 9 filing on the municipal bond market. The
Federal Reserve of Chicago purported to show (hat interest rates on bonds issued in Chapter 9-eligible states did not
increase compared to Chapter 9-ineligible states. Gene Amromin & Ben Chabot. Chicago Fed Letter No. 316:
Detroit’s Bankruptcy: The Uncharted Waters of Chapter 9, THE Fr, RESERVE BANK OF CHL (Nov. 2013), available
at https://www chicagofed.org/~/media/publications/chicago-fed-letter/2013/cflnovember2013-316-pdf. However.
the study docs not take into account (he dramalic widening ol interest rates spreads Lor Chicago’s bonds following
Detroit (see Exhibit C).
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PREPA could raise its base rate tomorrow, and consumers would still pay less than they
did six months ago, because fuel costs are down.

PREPA’s own consultants have identified numerous readily obtainable operational
improvements and potential efficiency savings that, if implemented, would diminish the base rate
increase, providing consumers with further savings.'*

PREPA could collect what it is owed. The Commonwealth and its various governmental
corporations owe PREPA more than $828 million."* The governments have been in arrears for
years. Puerto Rico’s municipalities pay PREPA almost nothing for their power.”® Puerto Rico
wants to use Chapter 9 so its local governments do not have to pay their electric bills.

Tn sum, Puerto Rico wants to use Chapter 9 to save a few cents per kilowatt hour,'” to let
citizens in Puerto Rico pay less for power than citizens in Hawaii'® or New York City,'”” by
forcing bondholders in the 50 states to shoulder the burden of PREPA’s operational failures and
Puerto Rico’s fiscal irresponsibility.

The contention that only Chapter 9 provides “certainty” is not true.

* Many of these iniliatives can be found in the Accounts Receivable and CILT Report prepared by FTI

Capital Advisors, LLC. dccounts Receivable and CILT Report, FTI Capital Advisors, LLC. 9 (Nov. 15, 2014).
llllp /www.acepr.com/Docs/restructuracion/PREPA%20AR %20and %20 CIL T%20Rcport%20Final.pdl | hereinalter
AR and CILT Report™]. The AR and CILT Report is also on file with the Committce.

Monthly Reporl 1o the Governing Board. P.R. Elec. Power Auth. (Dec. 31, 2014), available at
hnp://“ww ‘w.acepr.com/INVESTORS/DOCS Financial%20Information/Monthly ‘/o20chons/ '2014/Decembere2020
14.pdr. This is an increase from the $750 million reported by the Commonweal(h’s own advisor, see AR and CILT
Report, supra note 14, at 9.
16 In (heory, PREPA rebales (0 Puerto Rican municipalities the cost of their power as a “contribution in lieu of
taxcs.” Infact, no moncy appears to change hands, and the credit cach mumicipality receives is not related to any
calculation of any “laxes.” Because municipalities pay almost nothing for power, they waste electricily and enter
uno agreements that allow private partics to benefit from the municipalitics” free power.

PREPA currently charges approximalely 23 cents a kilowall hour (including [uel surcharges). Debt service
on PREPA’s bonds compriscs about 3-1/2 cents of the total.
® Rankings: Average Retail Price of Eleciricity to Residenticd Secror, U.S. Energy Info. Admin. (Nov. 2014),
hllp Jiwww.eia.gov/state/rankings/#/series/3 1.

Con Edison in New York charges more than 24 cents per kilowatt hour. See Retail Sales 2013 with
Average Res Rates, lilectric Power Sales, Revenue, and Iinergy Iifficiency I'orm 1514-861, U.S. Encrgy Info. Admin,
(2013). available at http:/fwvww.ela.gov/ electricity/data/eia861/zip/f8612013.zip; see also Bill Sanderson. Con Ed
Seels To Increase City Residential Eleciric Rates, N.Y ., Post, Fcb. I, 2015, hitp:/nypost.com/2015/02/01/con-
edison-seeks-to-imcrease-city-residential-electric-rates.
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First, Chapter 9 itself does not offer “certainty”. Chapter 9 is the Wild West. Ttis not
like Chapter 11. There is no established body of case law and there have been very few cases.
The only certainty is that Chapter 9 takes a long time — at least 18 months to three years —and is
very expensive. Detroit’s Bankruptcy Judge just days ago approved $178 million in fees as
“reasonable "’

Second, Puerto Rican law already provides an alternative: receivership. A courtin
Puerto Rico will pick the receiver. A court in Puerto Rico will control the receiver. The receiver
will keep the lights on — but the receiver can also collect from the government and raise rates.”!

T've heard the question, “why shouldn’t Congress give Puerto Rico the same access to
Chapter 9 as a state?”

After Congress passed a law denying Puerto Rico access to Chapter 9, millions of
individuals nationwide invested billions of dollars in reliance on that law. H.R. 870 breaks faith
with those millions of men and women.

And there are good reasons why states have access to Chapter 9 and Puerto Rico does
not. Congress chose to give Puerto Rico bonds a nationwide tax exemption, enjoyed by no state
—and Congress chose to exclude Puerto Rico from Chapter 9. The benefit and the restriction go

together.”

* In re City of Detroit, No. 13-33846, 2015 WL 603888, at *27 (Bankr. E.D. Mich., Feb. 12, 2015).

A Bondholders do not necd Chapter 9 to protect themselves. Bondholders have rights under their trust
agreements and Puerto Rico law, which they relied upon in their investments. Bondholders cannot rely on Chapler 9
to providc any “ccrtainty.” Exhibit B and n.26 infre. Only holders of bonds not affccted by Chapter 9, such as
general obligation bonds of (the Commonwealth, could make such an argument.

= PL.98-353, § 421, 98 Stat. 333 (July 10, 1984) (codificd at 11 U.S.C. § 101(52)).

Generally, a state’s mumicipal bonds are exempt from state and local tax only in that state. Therefore tax-
exempl bonds issued by Caliloria municipalities are held primarily by Calilornia tax payers, Pennsylvania (ax-
exempt bonds primarily by Pennsylvarmia tax pavers, etc. When a state authorizes its municipalities to file under
Chapler 9. (hat authorization will allccl primarily laxpayers in that stale. Bul Pucrlo Rico’s bonds arc tax cxempl
everywhere and therefore held primarily outside of Puerto Rico. If Congress enacts HR. 870. Puerto Rico’s
decision to authorizc PREPA (or any other municipality) Lo file under Chapler 9 will afleet primarily individual
investors outside of Puerto Rico.

23
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Finally, Puerto Rico is not a state — by Puerto Rico’s own choice. Puerto Rico’s citizens
have repeatedly voted against statehood, in part because Puerto Rico enjoys benefits no state
receives. Not only does Puerto Rico have a unique ability to sell tax exempt bonds nationwide,
Puerto Ricans do not pay any federal income tax **

Franklin and Oppenheimer would not oppose the application of Chapter 9 to Puerto Rico
if Congress made Chapter 9 a fairer statute, which would take only a few changes. For instance,
Chapter 9 could require an affirmative bondholder vote before a plan affects the bondholders.*

That’s what the Bankruptcy Act required before 1978 2°

:f Pucrto Ricans do not pay federal income tax on income derived from Puerto Rico. 26 U.S.C. § 933.

» Chapter 9 should also be amended to provide that only actual and current out-of-pocket cxpenscs necessary
{0 maintain operations (excluding, for example, the municipality s allorneys’ [ees) may be deducted [tom revenues
pledged to bondholders, with the balance paid currently to bondholders. That is the clear mtent of 11 U.S.C. §§ 902
& 928,
»® Prior to 1978, no mumicipality could filc for relief under the Bankruptcy Act unless the petition was
accompanied by a plan accepled, in writing, by creditors owning not less than 51% of the securities allected by the
plan. Section 83(a) of the Bankruptcy Act of 1898, as anended by The Municipal Bankmptcy Act of 1937, Pub. L.
No. 302, 50 Stal. 652 (1937) (codified at 11 U.8.C. § 403(a) (1970)).

Chapter 9 currently provides for a bondholder vote, but the vote can be meaningless if the bonds are
classificd with plan-supporting claims, as was the casc in City ol Stockton. Stocklon paid pennics (o bond claims
but forced them to vote in the same class as vastly larger and more numerous retiree medical claims. The retirees
voled “yes™ because |a| they could get substilute medical coverage [rom (heir current employer. [rom their spouse’s
employer, or from the Affordable Care Act, and [b] while their retiree medical claims were receiving pennies, their
pension claims were being paid in (ull, Jn re Ciiy of Stockion, California, No. 12-32118-C-9, 2015 WL 515602, at
#21-22 (Bankr. ED. Cal. Fcb. 4, 2015).

Chapler 9 also provides thal a plan can be confirmed over a dissenting bondholder vote so long as it does
not “discriminatc unfairly” against the bonds. The City of Detroit gave a group of bondholders their own class, but
paid them 13 cents while paying pensioners 39-60 cents. /n re City of Detroil, 524 B.R. 147, 253-54 (Barkr. E.D.
Mich. 2014). Bankmptcy Judge Rhodes held this was not “unfair discrimination™ becausc it did not offend “the
judgment of conscience,” including “the Court’s experience and sense ol moralily” — a novel standard never beflore
applicd to “unfair discrimination™ and for which the Court cited no precedent — and therefore the plan could be
confirmed irrespective ol a bondholder vole. /d. al 253, 256. Bondholders withdrew their objection o (he plan and
changed their vote only after Judge Rhodes made it perfectly clear he was going to rule against them.

The last remaining prolection lor dissenting bondholders is the requirement (hat a plan be in (he “best
interests of creditors.” 11 U.S.C. § 943(b)(7). According to the legislative history of this scction, the “best
inerests™ test requires (he municipalily o make a detailed showing (hat (hat it has done whal it can (o pay credilors.
124 Cong. Rec. H11,100 (Scpt. 28, 1978); S17.417 (Oct. 6, 1978). Howcver, this requircment was, again,
effectively disregarded in Detroil, where Judge Rhodes did not require the cily to maximize payments (o
bondholders because e held that bondholders” remedics outside of Chapter 9 would nol yicld a betier resull, City of
Derroit. 524 BR. at 213-17. PREPA’s secured bondholders, like Jefferson County 's secured sewer warrantholders,
do have the remedy ol a recciver, and JelTerson County s warrantholders did contend that Scetion 943(b)(7) required
Jefferson County to raise sewer rates. The issue settled before trial.
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But without changes to Chapter 9, H.R. 870 only hurts millions of investors and, again,
the Commonwealth itself. Puerto Rico, its public corporations and municipalities, must borrow
billions of dollars, this year and in each year to come. H.R. 870 threatens to limit, if not
eliminate, access to the low-cost financing provided by traditional long-term municipal bond
buyers. H.R. 870 serves the interests of neither the Commonwealth nor the millions of

individuals who invested in the bonds of the Commonwealth’s corporations.
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Mr. MARINO. Thank you.

I am going to start out by asking a couple of questions. I nor-
mally don’t do this, but I am very much looking forward to what
you have to say, each of you. But I want to start with Attorney
Mayer.

What is the downside of going into allowing Puerto Rico, if it
chooses to go into Chapter 9, would it not financially benefit more,
as opposed to going into a traditional bankruptcy, finding out what
the assets are, liquidating them—if there is anything to liquidate—
and paying off the creditors?

Mr. MAYER. No, Congressman. There is no way to liquidate a
municipality or a governmental corporation. The choice of Chapter
9 or not Chapter 9 really does not deal with liquidation or not. It
deals with who runs the process.

And what Puerto Rico wants to do is ensure that the Common-
wealth runs the PREPA restructuring for the benefit of the Com-
monwealth to the expense of its investors.

Mr. MARINO. There is something there of worth. Are you—do you
not agree with me that there is some entity, some substance there
that has a financial value to it?

Mr. MAYER. I am sorry, Congressman. I am not sure I under-
stand the question.

Mr. MARrINO. Well, if Puerto Rico chooses to go into a Chapter 9
and into a restructuring, what do you account for or how would you
account for any value that the corporations, such as the electric
company, may or may not have?

Mr. MAYER. The electric company has value because it collects
for electricity it sells to rate payers, and it has pledged those reve-
nues to the investors in its bonds. And it has also agreed, like
every other comparable utility, that if the revenues are insufficient,
it will raise the rates.

That is the value that is in PREPA right now. It is that is the
value, the ability to sell electricity at a rate.

If Chapter 9 happens, the court in Chapter 9 has no power to
make PREPA do anything. That is clear from the structure of
Chapter 9.

Mr. MARINO. So the only thing the electric company can do is
raise rates. It can’t sell assets?

Mr. MAYER. The electric company has the ability to sell assets to
the extent provided by Puerto Rican law. Chapter 9 doesn’t give it
any more or less power to sell assets.

Mr. MARINO. Thank you.

President Acosta, could you—do you remember my question? I
want to know the difference between financially bankruptcy and al-
lowing Chapter 9?

Ms. AcoSTA. I don’t necessarily agree with Mr. Mayer’s answer.
I mean, Chapter 9 is a process that is known. It is an orderly proc-
ess, provides predictability, and the community knows that process
and is a rule and oversight by the judge, an experienced judge.

In the case of a receiver, which is what we are talking about, the
powers are extremely limited. It is just to try to raise the rates. I
mean, you have seen certainly the Energy Commission that was re-
cently created around the company. I understand that it doesn’t
have any right or any power to sell property. If there is any need
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for entering a financing, for example, a debtor in possession financ-
ing to help PREPA move along, this person doesn’t have that right.

On the other hand, and certainly, you know, going—using the re-
ceivership process, I mean, that could entail a huge amount of liti-
gation from everybody. We could have problems with the entities
that actually provide fuel for PREPA, and I think it is a total dis-
orderly process.

Chapter 9 definitely is a much better process than going through
the receiver, and it is a process that is known. The receivership
process is not known.

Mr. MARINO. Thank you.

Professor Pottow, how do you account for or is there a way to ac-
count for the worth of the assets, and I will use that word loosely,
compared to a traditional bankruptcy?

Mr. PorTow. It is a good question. It is an important concern be-
cause it highlights basically the difference between Chapter 9 and
Chapter 11. Because if we have a traditional company we think of,
we could sell off the assets piecemeal. That is what liquidation
bankruptcy is. Or we can try to keep it together to keep that going
concern value, which is the premium that is basically the sum is—
or the whole is greater than the sum of its parts, right? And you
are going to forfeit that if it gets busted up and sold out together.

Now with a public debtor, you can’t bust up and sell, say, like
a city. There is no city to liquidate or sell. You can’t really do that.
I mean, there is parking garages and stuff that it owns, but you
know, there is no sort of going concern.

And so, that is why Chapter 9 has more of a focus on corralling
the people together and using the procedural elements of the bank-
ruptcy code, which bankruptcy judges are pretty used to doing,
which is getting people together. There was a lot of mediation in
the Detroit bankruptcy. And so, it is capturing more of the process
value of eventually getting the parties to agree what they are going
to do.

Mr. MARINO. Thank you.

My time has expired, and I now yield to the gentleman from
Georgia, Mr. Johnson.

Mr. JOHNSON. Thank you.

Professor Pottow, in the absence of Chapter 9, what incentives
exist to encourage consensus among various creditors?

Mr. POTTOW. Not much. I mean, it is sort of like a state of nature
where, you know, you litigate to try to get what you think you are
entitled to under your contract or your bond indenture. And some
people can get recovery and some people can’t, depending what it
is.

It is an atomistic process, and it is sort of basically the principle
is why we have bankruptcy systems, why the World Bank, the
IMF, all the advice-giving institutions for countries around the
world say if you want to foster investment, you have to have a com-
prehensive debt resolution regime when things go bad.

So we want to have these sorts of bankruptcy regimes to help in-
vestors.

Mr. JOHNSON. Yes, Mr. Mayer, you want to respond to that?
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Mr. MAYER. Yes. Congressman, there is no possibility the credi-
tors can run in and grab assets and sell them. The law doesn’t pro-
vide for that under any circumstance.

The only question is, will PREPA maximize its value either by
raising rates or by collecting the debts that is owned by the Com-
monwealth?

Mr. JOHNSON. Well, certainly, under a Chapter 9, in accordance
with a plan of reorganization, that collecting accounts receivables,
elevating or upping the rate for the service, creating more cost effi-
ciencies, all of those things can be a part of the—or they can be
raised as issues by debtors or, excuse me, creditors under a Chap-
ter 9. Is that correct?

Mr. MAYER. No. Actually, Congressman, it isn’t. That is one of
the problems with Chapter 9.

Mr. JOHNSON. Okay. Well, let me ask Professor Pottow, would
you disagree with that?

Mr. Porrow. I think there is a bit of truth in both of those
things. I think that there is no power for a bankruptcy judge to
order something like changing the rates, okay, because the Chapter
9 tries to protect this sovereignty of the respective entity. That
said, the bankruptcy judge does have the capacity to decide wheth-
er there has been negotiation in good faith as a precondition to
availing yourselves of the Chapter 9 protection.

And so, if I were a creditor objecting to, say, the utility that was
going in, I would say they haven’t made a good faith attempt if
they haven’t raised their rates. Those arguments you can bring to
Chapter 9.

Mr. JOHNSON. All right. Thank you, Professor.

And I would love to have this exchange between you both, but
I feel compelled to first request unanimous consent to include in to-
day’s hearing record a number of documents that we have received
from various organizations, academics, investment firms, and busi-
nesses, among others.

They include a letter from the National Bankruptcy Conference,
expressing support for substantively identical version of H.R. 870
that Mr. Pierluisi introduced in the last Congress; a statement
from Ken Klee, professor emeritus at UCLA School of Law; also a
letter in support from Jim Spiotto, a well-respected expert on mu-
nicipal bankruptcy law; and a letter in support from an ad hoc
group of 32 financial institutions, for the record. And——

Mr. MARINO. Without objection.*

[A list of the submissions follows:]

*Note: The material submitted by Mr. Johnson is not printed in this hearing record but is
available at the Subcommittee and can also be accessed at:

hitp:/ | docs.house.gov | Committee | Calendar | ByEvent.aspx?EventID=103021.
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Mr. JOHNSON. And I will yield the balance of my time to Mr.
Pierluisi.

Mr. PIERLUISI. Thank you for yielding.

I will address a couple of the points raised by Mr. Mayer in the
time remaining, and perhaps I will have another opportunity later
in the hearing.

I noticed that you are appearing not in your personal capacity,
but rather as counsel to two investment firms. So I am not sur-
prised that your position is inconsistent with the National Bank-
ruptcy Conference’s position on my bill.

But I see a couple of things that are really troubling here in your
statements. For example, you state that use of Chapter 9 by any
of Puerto Rico’s public corporations will cause more harm than
good for both millions of Americans invested in Puerto Rico bonds
and for the Commonwealth.

Most bondholders and investment experts disagree with your
claim that passage of this bill would be bad for holders of Puerto
Rico’s $70 billion in public debt. And the argument that the bill is
bad for Puerto Rico is even more difficult to understand. As we
have said, everybody in Puerto Rico is in agreement across party
lines. You are basically saying that we are well intentioned, but
wrong, that we are not actually acting in Puerto Rico’s best inter-
est, but that your clients are. Makes no sense.

Now much of your testimony also deals with Chapter 9, dispar-
aging Chapter 9. But this is not a hearing on Chapter 9, which has
been the law of the land for decades. I am sure we could deal with
Chapter 9 at any point in time.

Now it is incredible, really, that your clients, Franklin and
Oppenheimer, you have stated would not oppose the application of
Chapter 9 to Puerto Rico if Congress made Chapter 9 a fairer stat-
ute, which would only take a few changes. This is a critical admis-
sion. You are basically saying we think the law Congress enacted
for the 50 States is imperfect. If it is improved, then and only then
we would support its extension to Puerto Rico. That is not persua-
sive.

My time ran out, but you can—you can comment on my state-
ments.

Mr. MAYER. Yes, Congressman. We do think Chapter 9 is an im-
perfect bill. We are concerned about the investors in the $48 billion
of government debt, who bought it when Chapter 9 was not avail-
able. And that is our principal concern.

We do believe that it will prove shortsighted for Puerto Rico to
use Chapter 9, if given. You are correct that Puerto Rico wants to
use Chapter 9. Chapter 9 is a value transfer mechanism. It trans-
fers value from bondholders to municipalities.

It is, therefore, not surprising to me that Puerto Rico is in favor
of using Chapter 9.

Mr. MARINO. Thank you.

The Chair now recognizes the gentleman from California, Con-
gressman Issa.

Mr. IssA. Mr. Mayer, I just want to make sure I understand the
effect of if we grant retroactively Chapter 9 to Puerto Rico. One,
you mentioned that $25 billion or so, a subset of the $73 billion,
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would not be covered. So, by definition, those would be paid in full
with no concessions. Is that correct?

Mr. MAYER. If Puerto Rico had the resources to pay them, yes,
that is correct.

Mr. Issa. Well, if they don’t have to pay $40 billion in full, they
would, by definition, potentially be better off financially?

Mr. MAYER. Puerto Rico believes, clearly, that it would be better
off if it did not have to—if its instrumentalities did not have to pay
that $48 billion.

Mr. IssA. Right. So if they don’t have to pay the $48 billion, two
things happen. One, they don’t have to change the institutions that
have been artificially subsidizing, if you will, electricity and other
utilities. And the quality of the bonds remaining would go up,
right?

Mr. MAYER. Yes, the holders of those bonds——

Mr. IssA. Okay. So there is winners and losers, and Mr.
Donahue, you mentioned, you know, that there was some people
had speculated. But there are speculators who will win if we grant
this, in addition to speculators who may or may not win.

So leaving the speculation aside, I am just going to ask a couple
of easy tough questions. If we treat Puerto Rico like a State and
say go ahead and tell your municipalities that you can do this,
aren’t some of those, if you will, municipalities effectively state en-
tities, which in most States would have the full faith of the State?

In other words, in California, some of this debt would be State
debt. But aren’t we saying to all the States, structure your debt so
that all your debt can be covered by Chapter 9 if possible? People
were saying there was no effect on the States, but some is
bankruptable. Some is nonbankruptable. In a sense, what we are
really saying is encourage, if you will, States to do the same thing
Puerto Rico has done.

Mr. DONAHUE. Well, I think in my testimony——

Mr. IssA. Because these are—this is not a State, and some of
these assets are not municipal assets. They are Puerto Rican as-
sets, and so they are a subset. But they are not really a political
subset in the sense of a city, right?

Mr. DONAHUE. No. I just think when Puerto Rico gets this
right—if Puerto Rico gets this right, it is going to craft an enabling
statute, and that is going to define who is within and who is with-
out.

Mr. Issa. Okay. Well, let us just assume for a moment that Puer-
to Rico will broadly do it in order to get the greatest relief because
I suspect in their own best interests, they will do that.

Let me just ask a question, Professor Pottow. Okay. Since you
are the Harvard, you know, scholar here, if I understand correctly,
Puerto Rico has two ways in which they could cure this by their
own vote today. They could ask for and vote for statehood, in which
they would be covered by Chapter 9, or they could ask for and vote
to become independent, in which case they would have the right to
do this on their own as an independent Nation. Is that correct in
simplistic terms?

Mr. Portow. Well, we are getting to the margins of my knowl-
edge as a bankruptcy expert. But if——
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Mr. Issa. Well, if they were an independent country, they are not
covered by our laws, and if they are a State, they would be covered
by State law that already effects Chapter 9, right?

Mr. Porrow. The international law of secession is very com-
plicated about what the obligation—if they had preexisting obliga-
tions and they became a separate sovereign state, it is not clear
that they could walk away from those obligations. That is a touchy
area.

But the other point you make

Mr. Issa. Well, we will ask Fidel about it. So we will change that
for a second, and we will just assume that if they become a State,
they would be covered by 9. They have that ability——

Mr. PorTow. If they are a sovereign unit

Mr. IssA. They have repeatedly done it.

Mr. Mayer, I am going to focus really on something straight-
forward. The District of Columbia went into a form of receivership.
The Congress looked and said we will do a lot of things for you,
but you are going to have to straighten out your act, and they did
over a period of time.

Bankruptcy does not do that. Why should we look at pervasive
problems and allow them to be bankrupted out from underneath
without the reforms that would prevent it from happening in the
future, separate from the question of some of your citizens in my
State and the Chairman’s State, in the Ranking Member’s State,
obviously could be big losers?

Mr. MAYER. It is a very good question, Congressman. And here,
there is an interesting distinction between Puerto Rico and every
other municipality, which is if you take Detroit as an example, or
New York or the District of Columbia, each of those insolvency sit-
uations, whether a bankruptcy or not, they featured a form of over-
sight from a governing body.

The State of Michigan imposed an oversight board on Detroit.
New York went through its own financial emergency oversight
board. D.C. has the same. There is no comparable mechanism for
Puerto Rico, and none is contemplated.

Mr. IssA. Thank you.

Thank you, Mr. Chairman.

Mr. MARINO. Thank you.

The Chair now recognizes the gentleman from Michigan, the
Ranking Member of the full Committee, Congressman Conyers.

Mr. CoNYERS. Thank you, Mr. Chairman.

I appreciate the presence of Jose Serrano of New York, who has
been following this very carefully, and the gentleman from Puerto
Rico, Mr. Pierluisi, who has introduced this bill before. This is not
new. And I would just like to welcome especially our professor of
law from the University of Michigan, Professor Pottow.

Now let me start off with you, Professor. What would happen if
H.R. 870 isn’t enacted? What would be the likely result, especially
for the electric company, PREPA, but for others in general?

Mr. PorTow. Sorry, I didn’t hear the critical part. Did you say
if it was or was not enacted?

Mr. CONYERS. If it was not enacted.

Mr. Porrow. If it is not enacted, then we will, I predict—I don’t
follow it as closely—these people will have a default at some point
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that they will not be able to service the debt. And then it is at a
certain point, you can’t draw blood from a stone. So you can’t get—
you can wave a contract and say, “I have an entitlement to be
paid.” But if they can’t pay you, they can’t pay you.

And that is why we have restructuring systems like bankruptcy
to decide what concession is and what debt service is available.
And I will say this for the financial oversight boards, which Puerto
Rico apparently doesn’t have right now, there is a circularity be-
cause Michigan has the financial oversight boards as one of the
preconditions before you are allowed to file for Chapter 9.

So I could conjecture that if Puerto Rico were allowed access to
Chapter 9, it might set up some sort of financial oversight board
system, too, that creates those steps.

Mr. CoNYERS. Thank you.

Now Mr. Mayer claims that Chapter 9 doesn’t offer a certainty
and, matter of fact, it is the wild west. Are you prepared to make
any comment or observation about that?

Mr. Porrow. Well, I am not sure I would call it the wild west
or even the wild Midwest. I think it is a fair observation that
Chapter 9 is a more fluid process with less structure than a Chap-
ter 11 precisely because we don’t have that liquidation scenario and
alternative.

But to describe it as the wild west really depends on what your
reference point is. And if you think about sovereign debt defaults,
right, where there is no bankruptcy system, there is nothing even
approaching Chapter 9, that is a relatively chaotic environment
with litigation all over the place, legal uncertainty, bond premiums
pricing in that risk, and this has risen to the level of the United
Nations saying we have a dysfunctional system. We have to try to
do something.

So compared to that, Chapter 9 would be seen as like sort of a
stately, you know, game of bridge or something like that, compared
to the wild west. [Laughter.]

Mr. CoNYERS. Thank you so much.

I would like now to yield to the gentleman from Puerto Rico, our
very excellent colleague, Mr. Pierluisi himself, for the balance of
my time.

Mr. PIERLUISI. Thank you, Mr. Ranking Member.

I have to say something for the record. This hearing is not about
political status. Mr. Mayer, you wrote that Puerto Rico’s citizens
have repeatedly voted against statehood.

In 2012, in fact, the American citizens of Puerto Rico voted to re-
ject their current status, and more voters favored statehood than
any other status option. That was just 2 1/2 years ago.

I have a separate bill, actually, pending before Congress that
would provide for Puerto Rico’s admission as a State. The two main
political parties in Puerto Rico may disagree on the status issue,
but we are united in support of this bill, which is about bankruptcy
access.

Now having said that, it is hard for me to understand where
your clients are coming from. Because—and I suspect that it has
to do with the fact that they have not only stakes in the Puerto
Rico power authority, but there are ongoing conversations, negotia-
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flions, and perhaps what they are doing is trying to buy some time
ere.

Because, frankly, if what you are saying is that it is better to
simply rely on the trust indenture agreement that was used when
the bonds were issued, I cannot see how that is better than Chap-
ter 9, even taking at face value all your criticisms of Chapter 9.

And let me explain a bit of this. I am not a bankruptcy scholar
or expert, but I am a litigator. If you use that trust indenture
agreement, all you will be doing is actually suing for collection, get-
ting a receiver appointed, but you are not going to be stopping a
wide range of collection litigation from other stakeholders. Could be
suppliers, employees, pension holders, the entity itself. The debtor
Wl}llich owes the money might end up not paying you anything at
all.

Chapter 9 provides a structured, orderly process in which your
clients could participate and have a say. In fact, the requirements
of Chapter 9, as you well know, make it so that the power author-
ity would have to even negotiate in good faith with the creditors,
your clients, among others, show that it is insolvent, and so on and
on and on.

So, again, it is hard for me to understand any principled basis
for objecting access to Puerto Rico to the law of the land in Amer-
ica. This is a U.S. territory after all. This is not a foreign country.

So those are my statements. I am sorry I ran out of the time,
and gut if the Chairman allows it, I would like Mr. Mayer to re-
spond.

Mr. MAYER. May I respond, Mr. Chair?

Mr. MARINO. Yes.

Mr. MAYER. Through 2013, the Commonwealth repeatedly denied
that it would ever seek access for itself or for any of its instrumen-
talities the recourse of a bankruptcy or similar court. It said it was
committed to paying its debts. And on that basis, my clients bought
and continue to hold billions of dollars of debt. We believe that
PREPA can, in fact, pay its debts.

And with respect to your other comments and with respect to
certainty of Chapter 9, let me briefly summarize Detroit from a
bondholder’s perspective, and you will understand why we are so
concerned that it not apply in Puerto Rico. You had mentioned
other stakeholders.

In Detroit, as Professor Pottow noted, the pensioners got 95 per-
cent. The general obligation bonds, which had never before been
touched in 70 years since the Great Depression, they got cut by 25
percent. My clients, who had loaned the money necessary to pay
the pensioners, we got paid 13 percent.

So before people fall in love with certainty and how Chapter 9
really provides bondholders with a say, the recent experience is to
the contrary.

Mr. MARINO. Thank you.

The Chair now recognizes the gentleman from Rhode Island,
Congressman Cicilline.

Mr. CiciLLINE. Thank you, Mr. Chairman.

Mr. Mayer, I know that you said in your written testimony that
there were good reasons why Puerto Rico was excluded, the bonds
were given nationwide exemption. And I know that you, Professor
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Pottow, if I am pronouncing that correctly, say it is not even clear
why the exemption was granted. So I would like to sort of hear
more from you on that because it seems to be one of the central
bases of the argument made by Mr. Mayer what the context was
for that distinction?

Mr. PorTow. Yes, I think it is an interesting theory. So, academi-
cally, I would say that to suggest that the exclusion was intentional
because of the special tax exempt treatment for Puerto Rican
bonds, I think it is an unlikely explanation because the tax exemp-
tion has existed for it since the early part of the 19th century. I
think going back to around 1917, and this was an amendment in
1984.

So during the intervening half century, Puerto Rico had been eli-
gible, as far as we can best figure out, to use Chapter 9. So that
is probably not it.

And in terms of the how widely held Puerto Rican debt is around
the country, our experience in Detroit was that there was a lot of
creditors from a lot around the country as well for Detroit bonds.
It wasn’t just Michigan investors.

So I would give creativity points, but I don’t think that is prob-
ably what was going on. [Laughter.]

Mr. CIiCILLINE. Thank you.

Mr. Donahue, Mr. Mayer says also that PREPA does not need
Chapter 9, that it can be fixed itself, and sort of made some sugges-
tions to Ms. Acosta about things that could be taken. Do you share
that view that this is something that could be responded to inter-
nally by actions taken by PREPA that would make bankruptcy un-
necessary?

Mr. DONAHUE. I have looked at the trust indenture, you know,
and I am an investor. I have been an investor, and you know, what
do we really look at? We don’t really factor bankruptcy eligibility.
You know, we are muni investors.

Bankruptcy is so rare and so isolated. So it is when I am looking
at an investment, I am not factoring what State is eligible versus
what State is not eligible.

When it comes to PREPA, I have gone through and looked at
their trust indenture, which dates back to 1974, and you know, you
pull out this old copy, and you look through it for the word “re-
ceiver.” And the word “receiver” is mentioned twice in there, and
it is not very clear.

And so, the untested aspect of this, I would argue that going the
route of opposing Chapter 9 and going into what I think is really
the wild west is going through the provisions of the trust inden-
ture. It is completely inadequate, and I think it is going to result
in a race to the courthouse. We have these forbearing credit agree-
men}il:s that are expiring next month, and that could happen as soon
as then.

So I think that the immediacy of this is right in front of us and
that that trust indenture, it is untested. I don’t think it was built
for this type of a circumstance. They didn’t know PREPA was going
to have over—close to $10 billion in debt.

So I think it is wholly inadequate, and I think it exposes the
market. Contrary to what Mr. Mayer says, I think it exposes the
market to more risk than less risk.
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Mr. CICILLINE. Thank you.

And I yield the balance of my time to Mr. Pierluisi.

Mr. PierLUISI. And adding to this, and I would like Mr. Pottow
to comment further—I think it is. Let me get closer to the mike.

There was a statement made here before that this is all about
who runs the process. Well, not really, actually. When you look at
Chapter 9, you have a Federal bankruptcy judge in charge. You
have the bankruptcy court actually ensuring that whatever plan,
reorganization plan is issued is fair and equitable to all the inter-
ested parties.

And but, of course, sometimes on a case-by-case basis, particular
stakeholders might do better than others. But the one running the
process is the bankruptcy court itself. The debtor submits the plan
but is subject to a wide range of requirements and regulations.

Now so let me make that clear here. Apart from that, I would
like for the professor to deal with this issue about Chapter 9 versus
receivership under the trust indenture agreement in Puerto Rico
when there is no case law on it and there is no automatic stay,
which you have in bankruptcy court. I would like you to comment
further.

Mr. PorTow. I think that for the reasons Mr. Donahue said, I
think that the pricing of that, there would be concern with the risk
of the uncertainty of the receivership process. The lack of a dis-
charged power of also central oversight power by a Federal judge
would be troubling as well.

And T also want to underscore the point of consensus in the
Chapter 9 process. It is the data that was suggested here said,
look, these creditors only got 13 percent in the Detroit hearing, the
certificate of the COP creditors—and the workers got 95 percent.

Well, that is—first of all, that was supported by the funds them-
selves. They voted for the plan. And second of all, the 13 percent
was because there was serious allegation that the debt was ille-
gally issued, that they might have gotten zero on the dollar. So 13
percent, if you think you are going to lose that case, is pretty
darned good.

Every different case is going to have different factors. Every
debtor is going to have different factors, and you are trying to con-
sider, you know, what happens if the PREPA receivership and this
indenture act from 1974 can do that? The question right now, as
I understand it, as you are citing, should Puerto Rico be able to ac-
cess the Chapter 9 system with whatever strings it wants to put
on for whatever entities are in Puerto Rico for an individual?

And that, from the general bankruptcy perspective is, I think,
there is a straightforward answer.

Mr. PIERLUISI. Thank you. I ran out of time.

Mr. MARINO. All right. The gentleman’s time has expired.

And this will conclude today’s hearing. I want to thank all of the
witnesses for attending.

And without objection, all Members will have 5 legislative days
to submit additional written questions for the witnesses or addi-
tional materials for the record.

This hearing is adjourned.

[Whereupon, at 12:53 p.m., the Subcommittee was adjourned.]
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investors buy bonds currently exempt from bankruptcy treatment, built into that
price is a risk that the Congress might amend the bankruptcy laws and bring the
bonds within the scope of bankruptey’s reach.

Matters might be different if property rights were destroyed by changes inthe
bankruptey laws made to-apply to property acquired befare those changes (as ] will
discuss more below], but H.R. 870 does not seek to'so affect property rights.

As for the resolution process under the bond contracts, I belisve that applies
principally to “PERPA” (the Puerto Rican utifity company). Thus, the short answer is
that the bond contract procedures can only ~ by definition — be of assistance to the
subset of public debtors in Puerto Rico that have such provisions. H.R, 870 is
supposed to be a law of general applicability, however, so the ability of one dehtor to
sort out its own troubles should not block a bill designed to help wil debtors.

The lenger answer is that some are skeptical that that bond contract process
{involving the appointment of a receiver and/or possible litigation before the
Energy Commission for a rate increase) would work well because it i$ untested and
uncertain. In all candor to the subcommittee, I do not have strong feelings about the
viability of a receiver. Maybe it would work, maybe it wouldn't. The key point for
me s that it is indeed uncertain and untested. Justto give one example, [ am rot.
sure whether the receiver would have the authority to consider the interests of any
othercreditors beyond the bondholders. If not, then there could only be a partial
and not total resolution of debts, undermining the purpose of bankruptcy law,
Worse, if the receiver's scope of authority is ambiguous, that will lead to litigation
and delay - more disasters for bankruptey. Thus, [ cannot say that a receiverwould
be useless - it might well be better than nothing - but [ have serious doubt thata
receiver could provide the certainty and market-calming effects of a judge-
supervised bankruptcy case,

Z. Do you believe that affording Puerto Rice the option to utilize chapter 9 may
lessen the potential for Puerto Rico to require future federal financial
assistance?

Yes - or, more accurately, Qualified Yes: I think we can safely say as a general
proposition of reorganization law the following: if an entity is sufficiently large that
it becormes “too big to fail” (defining “big,” however one wants - politically,
economically; etc.}, then if the private parties cannot work out a restructuring on
their own, there will be overwhelming pressure on the governmerit to bail it out.
Allowing Puerto Rico access to chapter 9 and the bankruptcy courts the power to
shepherd the private parties through a debt restructuring substantially increases
thie probability that a consensual agreement will emerge. Indeed, that is what
chapter 9 {and-chapter 11} is all about. The reason I give only a "qualified” yesis
because whether any of Puerto Rico’s public entities are too big to fail is.a question
on'which I think in all honesty the members of the subcaommittee have better insight
than L For what it’s worth, my hunch is that a major provider of necessary services
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to the Puerto Rican people would be awfully hard to let fail, so I have substantial
concerns that the tack ot d chapter 9 path for Puerto Rico’s public entities would put
considerable pressure on Congress-to spend funds from the public fise for a bailout.

3. Is the retroactive application of H.R. 870 unprecedented? Would the
retroactive application constitute a "taking” under the "Takings Clause” of the
Fifth Amendiment to the Constitution?

No, as discussed above, when Congress amends the bankruptcy laws, it routinely
does so “retroactively” - i.e,, the revisions apply to debts incurred before the date of
the amendments. The Supreme Court has held no constitutional infirmity with such
an approach. The only time a “Takings” concern arises is when a property right is
implicated, such as when a lien held by a secured creditor is avoided (i.e, stripped
off the collateral by operation of bankruptcy law). The Supreme Court “hinted" ina
case called United States v. Security Industrigl Bank; 459 U.S. 70 {1982), that that
retroactive application of such a lien-stripping law mightviolate the Takings Clause
because the lender hasa property right in the collateral that cannot be retroactively
taken. Seeid.at 78. Butgarden-variety application of the bankruptcy laws
“retroactively” to contractual debts (like bonds) raises no constitutional problems.

Let me assure members of the subcommittee that Congress’s powers under the
Bankruptey Clause are guite broad. The reason I said the Supreme Court “hinted”
that retroactive application of a lien-stripping law might run afoul the Takings
Clause is that the Court never actually held to thateffect. Specifically, in Security
Industrial Bank; the Supreme Court interpreted a lien-stripping provision of the:
Bankruptcy Code; 11 U.S.C. § 522(f), to apply prospectively only because the
retroactive application of such a property-taking provision could raise serious
constitutional concerns. Thus; the Court used a doctrine called “avoidance” to avoid
a possibly difficult constitutional question. To avoid having to address the
constitutionality of retroactively invalidating a property right, the Court interpreted
thie statute’s text (which was silent on timing) only to apply prospectively, i.e, to
liens created after its date of enactment. Ducking the question, it never had
occasion to hold that retroactive application to invalidate pre-existing liens would,
in fact; be unconstitutional under the Takings Clause.

Under the circumstances, I think “hinted” is a fair déscription of tie Court’s views,
but even the Courtitself would admit the issue was still open, had not been fully
briefed and decided, etc. Indeed, I have had the recent pleastire of reading a well-
researched article by Professor Charles Tabb that presents a careful historical
analysis of the interaction between the Bankruptey Clause and the Fifth Amendment
{which contains the Takings Clause). See Charles ] Tabb, The Bankruptcy Clause; the
Fifth- Amendment, and the Limited Rights of Secured Creditors in Bankruptcy, 2015 U.
fne. L. REV. 765. {Professor Tabb argues over the course of this article that the Fifth
Amendment is probably not an independent constraint on the Bankruptcy Clause,
and so long as Congress has a valid bankruptey purpose in enacting a bankruptcy
law, and so long as it properly comports with notions of due process, it can interfere
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with a secured creditor’s lien on collateral without violating the Constitution.
Tabb's view seems consistent with an under-appreciated Supremnie Court precedent,
Continental Hlinois Nt'l Bank & Trust Co. v. Chicago, Rock Island & Pac, Rwy. Co,, 294
U.5. 648 (1935), and he does important work in drawing this case to policymakers’
attention; surely this will be relied upon if and when the Court ever takes up the
constitutional question.} In any event, these Takings concerns risk, dare [ say,
unduly venturing into the “academic,” because H.R. 870 does not purport to
extinguish any rights of secured creditors “retroactively.” Secured creditors, asin
chapter 11, are protected by having the value of their liens preserved in chapter 9.

Juestions submitted for the Record from Representative John Conyers, Jr. and
Representative Henry C. "Hank” johnson, Jr.

1. Mr. Mayer states that he “would not oppose the application of Chapter 9 to
Puerto Rico if Congress made Chapter 9 a fairer statute” by which he means,
for example, that Chapter 9 “require an affirmative bondholder vote before a
plan affects the bondholders.” What is your response?

I went back and re-read footnote 26 to Mr. Mayers testimony t6 understand what
he means by “an affirmative bondholdervote” His argument is that bondholders
should have a spetial veto in chapter 9 and should have to approve {by 51% vote of
the bondholders) any chapter 9 plan of adjustment before it can be confirmed -
even if every other creditor of the debtor supperts the plan. I do not share his view
that this would make chapter 9 more fair. On the contrary, 1 think it would make
chapter 9 less fair. Why should bondholders have a veto? Ican imagine others who
think pension holders should have a veto, Or workers. -Ortaxpayers. Etc. No, 1
think the best - and fairest - path is the one Congress has taken: treat all creditors
equally.

Chapter 9 - which follows the law of well-respected voting rules of chapter 11 -
provides that you vote based on how much debt you have outstanding. The more
youare owed hy the debtor, the more your vote counts. While the debtor can put
creditors into different classes for voting purposes, the Code prohibits the debtor
from stuffing dissimilarly situated creditors into the same voting class (say, putting
secured and unsecured creditors in the same class to vote). See 11 US.C. § 1122(a)
{incorporated into chapter 9 by § 901). Thete is no “unfairness” at being outvoted,
just disappointment. Mr. Mayer admits as much in his footnote’s second paragraph
but then complains that in the recent Stockton case the judge made a bad decision in
rejecting a vote classification objection. That is not an indictment of the voting rules
of chapter 9 {(which mirror chapter 11); itis a critique of the judge’s order. Franklin,
Mr, Mayer's client, is indeed appealing that Stockton ruling and appellate briefing is
under way. In myrespectful opinion, a law is not “unfair” simply because you losta
case'in which it was applied.
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Z. As you know, H.R. 870 would apply to debt obligations created prior to the
legislation date of enactmment. Does this provision presentany
constitutionality concerns?

No. {For a fuller discussion; please see my responses above to learn more about the
contours of bankruptcy legislation and constitutional constraints}. H.R. 870is
nowhere close to being unconstitutional. The bill is so far back from the
constitutional line; it can’t even see the line ~ the line is in a different room!

3. In an attachment to Mr. Mayer's testimony is an analysis that purperts to
show the discriminatory aspects of Chapter 9, Specifically, it claims that
pensions have received “significantly higher recoveries on their claims than
financial creditors.” What is your response?

Page 14 of the attachment hias a chart seeking to show the "discriminatory aspects
of chapter 9. 1t picks only five chapter 9 cases, although it is unclear by which
selection criteria. These data do not prove much of anything. For example, in one of
the five cases [presumably 20% of the statistical population], the bondholders
actually did better than the pensioners {Central Falls} due tolocal legislation
favoring bondholders. In another, there was no pension debt, and so the
comparison is “N/A” (Jefferson County). So only ini three, not even five, cases did Mr.
Mayer's consultants find pension holders having a higher distribution than
hondholders. This is hardly a devastating finding. {You can probably find three
examples of anything if you want.) In fact, one of these three remaining examples is
not even finalized yet. It (Stockton) is in the middle of being appealed for the very
reason Mr. Mayer raises: that it discriminates unfairly against the bondholders for
CalPERS to have blocked any cuts whatsoever: Another one of the three (Vailejo) is
an-older case from California that thought the pensions could not be compromised
under Californian law - an issue that the Stockton appeal will now resolve. That
leaves only one case {Detroit) in which there is a true grievance of differential
distributicn, and there the differential dividend can be explained by an external
injection of funds earmarked to pensioners. (Nothing in the Bankruptcy Code can
force third-party benefactors to favor all creditors; if they want to favor workers
about'to lose their pensions; so be it} Insum, nothing in this attachment suggests,
let alone demonstrates, any “discriminatory aspects” of chapter 9.

Moreover, it is worth riating in Detioit that the bondholders eventually withdrew
their objections to support the plan. So they can't complain they were discriminated
against unfairly if they supported the plan (unlike their objecting counterparts in
Stockton). And there are many reasons why different creditors might aceept a lower
dividend. For example, an investor who is challenged by the debtor for having
received an illegal payment may well settle for a lower distribution in exchange for
having the debtor abandon that legal challenge. {In Detroit, the defendant-COP
creditors settied for 13% according to the attachment.) The data provided in the
attachment tell us nothing about the strength of the underlying claims.
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Finally, to the extent that pension holders received a different (higher) distribution
than bondholders, I would not find that outcome intrinsically troubling. To start,
pension holders cannot insure their pensions the way bondholders can diversify
their portfolios and purchase credit default coverage. In fact, private pension
holders have a partial form of compulsory government insurance through the
Pension Benefit Guaranty Corporation. Public municipal workers ~ those implicated
in-chapter 9 proceedings - are exempted from this scheme and so are especially
vulinerable as creditors. The suggestion that pensioners are somehow making out
like bandits in chapter 9 is not just exaggerated but unfair. In fact, the
subcommittee might reflect Upon how vociferously in'the unions fought Detroit’s
eligibility for chapter 9. More importantly, however, it could be that the chapter9
plans offered different distributions to pensioners because there were strategic
reasons of workplace morale, etc., requiring current workers to see their future
pensions would be minimally impaired. Bondholders are not necessarily repeat
players: they take their losses and move on. By contrast; a city could be devastated
if there were large-scale walkouts by their labor force. To be clear, ] am not making
commerits on any specific chapter 9 case or endorsing any position; I am just
clarifying that I can well imagine why there might heé good reasons for a differential
distribution that favors pension holders. Put another way, “discrimination” does
not necessarily mean “unfair discrimination” in bankruptcy.

4. Last month, the U.S. District Court for the District of Puerto Rico held that
the Puerte Rico Public Corporation Debt Enforcement and Recovery Act is
expressly preempted by section 903 of the Bankruptcy Code and is therefore
unconstitutional. Section 903 of the Bankruptcy Code, in substance, provides
that a state law prescribing 2 method of composition of indebtedness fora
municipality may not bind any creditor that does not consent to such
composition. What is your explanation for why section 903 was enacted?

Section 903 of the Bankruptcy Code in part addresses federalism concerns and in
part addresses Bankruptey Clause preemption concerns. To sketch the history in
very broad strokes, when Congress passed a prior version of chapter 9, the Supreme
Court struck it down as violating the Tenth Amendment {which reserves to the
States residual rights and powers). See Askiton v. Cameron Cnty. Water Imp: Dist. Ne.
1,298 U.8: 513, 531 (1936). The gist of the Tenth Amendment federalism concerns
are that because municipalities are creatures of state law, it is invasive for a federal
court (namely, a bankruptey court) to dictate the terms of a financial restructuring.
Congress responded by making fixes to chapter 9 to allow the States more powsr,
which the Supreme Court subsequently blessed. See United States v. Bekins, 304 0.5,
27 (1938). For example, States must now authorize their public entities to use
chapter'9. Seg 11 U.S.C..§ 109(¢}{2). This requirement of state consent was
designed to address the constitutional concern that the federal government was
somehow imposing intrusively on States in violation of the Tenth Amendment in
enacting chapter 9.



118

There are offsetting Bankruptcy Clause concerns, however, also reflected in section
903, specifically in the “proviso” subsections {1) and {2) of section 903, Those
provisions claw back the general declaration of state antonomy found in the main
paragraph of section 903 by clarifying that the states cannot pass their own “mini-
chapter 9s” - in the words of the statute, “a State law prescribing a method of
composition of indebtedness of such municipality.” Id. at 903(1). Why is this so?
Certainly States could pass bankruptcy laws and indeed did so in the earlier days of
the Republic. See Ogden v. Saunders, 25 U.S. 213 {1827).2

Probably the best explanation of the insertion of the claw-back provisos is that they
were Congress’s attempt to reverse the Supreme Court’s holding in Foitoute Iron &
Steel Co. v. City of Asbury Park, 316 U.S. 502 {1942).% Thatcase upheld the
constitutionality of a New Jersey restricturing statute that allowed extension of
debts. In adding the claw-back “provisos” to now-section 903 in its comprehensive
overhaul of the Bankruptcy Code in 1978, the Senate Repart explained: “The proviso
. .prohibit[s] State composition procedures for municipalities ... Deletion of the
provision would permit all States to enact their own versions of Chapter {9}, which
would frustrate the constitutional mandate of uniform bankruptcy laws.” S. REP. 95-
989, 110, 1978 U.S.C.C.AN. 5787, 5896 (internal quotation marks omitted).

it is conceivable Congress wanted to maximize central control over bankruptcy
procedures under the new Code and did not want States “competing” with chapter
9. But the Tenth Amendment foundations to section 109{c){2} - the provision that
accords States a veto over access to chapter 9 for their municipalities - render the
scope of the proviso uncertain. Recall that some States forbid their public entities to
usechapter 9. Seg; e.g., GA. CovE ANN. 36-B0-5. We can call these “optout” States.
Others allow chapter 9, sometimes unconditionally, seg, e.g., ALA. CODE 11:81-3, and
sometimes with conditions, see, e.g., MICH. COMP. LAWS ANN, §§ 141.1541 ¢t seq. We
can-call these others “chapter 9" States. There is thus a schiolarly debateé over the
scope of section 903’s provisos: do they apply to all States (chapter-9 and opt-out
States), or do they apply only to chapter 9 States? (A good summary of this debate is
fleshed out in Stephen |. Lubben, Puerto-Rico and the Bankruptey Clause, 88 AM.
BANKR L.} 553 {2014).)

On the one hand, you can argue the proviso applies broadly to all States, because it
sounds in mandatory language ("a-State law ... may not bind any creditor”). Onthe
other, you can argue the proviso applies riarrowly only to States that use chapter 9
in the first place, because if a State opts out of Chapter 9, it must be left with the
autonomy to design its own debt resolution scheme. Proponents of this narrow
view note that it makes no sense to read a provision ina part of the statute

2 Due to Contracts Clause concerns, such state Jaws could only apply to debts
incurred after their enactment. See Sturgesv. Crowninshield, 17 1.5. 122 (1819).

3 Probably too wonkish, I fear, butin service of heing comprehensive, I note that
Congress may not have succeeded completely in overruling Asbury Park due to the
technical difference hetween a “composition” and an “extension.”
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specifically concerned with Tenth Amendment issues broadly to maximize the
federal government's incursion into state legislative autonomy: They also note that a
broad reading hasa coercive effect of “forcing” States to accede to chapter 9 (i.e, it's
chapter @ or nothing), a curicus intent for a chapter highly conscious of state
sovereignty. The better read, they argue,; is that the proviso does not apply to opt-
out states, only states who opt into the chapter 9'system. Ifthey opt in and consent
to their municipalities using chapter 9, they can’t speak out of the other side of their
mouths and enact a rival chapter 9 state law.

This debate is significant for Puerto Rice: Puerto Rico is an “involuntary” opter-out
because its municipalities cannot use chapter 9 for the very reason H.R. 870 is being
considered to fix. Assuch, a broad reading of the section 903 provisos would say
Puerto Rico isjust stuck: no chapter 9-and no state law analogue. A narrow read of
the provisos, however, would allow the new Recovery Act to stand. Obviously, the
District Court went with the broader read and struck down the Act. Given the
uncertainty of the constitutional question, it is not surprising that decision is being
appealed.

5. What are some of the benefits of Chapter 9 over a receivership?

The benefits of chapter 9 overa receivership are numerous. To list just a few:
chapter 9 is a legal proceeding in which'a judge presides over the case and keeps
order over the negotiations. For example, a judge can order parties into mediation.
Second, chapter 9 covers all creditors and so.allows a comprehensive planof
adjustment to be voted on and implemented. A receiver may not-be able to bind
absent parties. Third, chapter 9 is a judicial process. Areceiver is at best quasi-
judicial, A judge will be trained in law and attuned to other considerations (e.g,
whether a constitutional argument.can be launched at some aspectof the plan}; a
receiver might have no such expertise. Relatedly, a judge has judicial power, eg., to
sanction disruptive litigants. A receiver has nosuch authority. Perhaps most
importantly, a judge follows precedent and can apply bankruptcy case law. Itis true
that chapter 9 has a thin precedent book due to its infrequent use. Butthatis better
than no precedent book! In sum, chapter 9 brings certainty and order thata
receivership would be unable to guaranty.

6. In the absernce of Chapter 9, what incentives exist Lo encourage consensus
among various creditors?

None. One of the key theoretical foundations of a bankruptcy reorganization system
{chapter 9, chapter 11, or anything else) is that there is a “coordination failure”
when atomistic creditors try to go after the debtor individually. A mad rush to
dismember the carcass destroys value. A state-controlled, compulsory proceeding is
necessary to prevent these ironically self-destructive impulses. A common
metaphor for this “common pool” problem is over-fishing in a situation of scarcity.

If it’s first come, first served, everyone rushes-and fishes the pond to extinction. If
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the putative fisherman are stayed and corralled into a courtroom to share the fish
pro rata (a) everyone gets a fair share, not just the fastest/pushiest (who get fastest
and pushiest when they panic there's not enough fish to-go‘round), and {b) the
fishing stock might be given time to repopulate, allowing an even greater share for
all. 'l leave the subcommittee with that image as an appropriate conclusion to my
thoughts.

s

//folm A.E. Pottow
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RESPONSES OF MELBA ACOSTA-FEBO

QUESTIONS SUBMITTED FOR THE RECORD
FROM SUBCOMMITTEE CHAIRMAN MARINO

1. Is it correct that the Government Development Bank (“GDB”) is a significant
creditor to many of Puerto Rico’s public corporations that may be eligible to
file for chapter 97 Would the GDB’s role as a creditor to a Puerto Rico
public corporation in a chapter 9 case present a conflict with its role as a
financial advisor to Puerto Rico?

Response:

In limited circumstances, GDB has extended financing and other forms of
liquidity to certain of Puerto Rico’s public corporations. Consequenily, if the
U.S. Bankruptey Code were amended as contemplated by HR. 870, and Puerto
Rico enacted an enabling statute, it is possible that GDB would be u creditor of a
public corporation that seeks relief under Chapter 9. In the event that a public
corporation files for velief under Chapter 9, and GDB is a creditor of that entity,
however, we do not believe that there would be a per sc conflict of interest if GDB
continues to serve as d financial advisor to Puerto Rico.

GDB as g creditor would have an inherent interest in maximizing creditor
recoveries. As a financial advisor to Puerto Rico, GDB would have an inherent
interest in muximizing credifor recoveries and supporting a Chapter 9 process
that provides predictability and faivness to all creditors, which will ultimately
provide a better environment for capilal invesiment.

Moreover, any Chapter 9 case would be overseen by an experienced federal
bankrupicy judge. The judge can approve a Chapter 9 plan only if the substantive
and procedural protections of the U.S. Bankrupicy Code are followed. These
protections ensure that the process is fuir to all parties involved, including
creditors, employees, and the public corporation(s). For example, in order to
approve the plan of adjustment, the bankrupicy judge must find that the plan is in
the best interest of creditors and that the plan was proposed in good faith.

2. Do you believe that affording Puerto Rico the option to utilize chapter 9 may
lessen the potential for Puerto Rico to require future federal financial
assistance?

Response:
1 do not think affording Puerto Rico the option to utilize Chapter 9 for its

municipalities will increase or lessen the potential for Puerto Rico to require
fiture federal financial assistance. A state’s access to Chapter 9 is neither a

[NEWYORK 3039541 ]|
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precondition nor a disqualification from receiving federal financial assistance as
Sar as 1 know, and the same would be true for Puerto Rico. Having said that, 1
believe that if the U.S. Bankruptcy Code were amended to permit Puerto Rico fo
authorize ceriain of its public corparafions fo seek Chapter 9 relief such
corporations would be less Hkely to seck financial assistance from the central
government of Puerto Rico or the GDB, which in turn will henefit the central
govermment s financial situation.

Do you believe that allowing Puerto Rico to utilize chapter 9, by itself, is a
solution to Puerto Rico’s financial issues?

Response:

No. Amending the U.S. Bankruptcy Code as contemplated by H.R. 870, in and of
itself, would not solve Puerto Rico’s financial issues. It would complement many
of the actions already taken by the current administration to achieve fiscal
sustainability, which inciudes reducing budget deficits, imposing cost-control
measures at multiple levels of government, limiting government payroll,
implementing pension reform, imposing loan origination discipline at GDB,
completing public-private partnerships, and reforming utility rates, among others.

Mr. Mayer argues that chapter 9 is unncccssary and that the Puerte Rico
public corporations can take other actions to address their financial distress.
ITow do you respond to that argument?

Response:

We respectfully disagree. It iy important to emphasize for the record that Mr.
Mayer is a lawyer for PREPA bondholders who have a specific objective to
maximize their investment on their particulur bonds. In his advocacy role, Mr.
Mayer has asserted that several alternatives to Chapter 9—namely, placing
public corporations info receiverships, raising ulility rates, and collecting
outstanding receivables. are sufficient to address the fiscal problems that Puerto
Rico's pubiic corporations currently face. Mr. Mayer is also on record as having
stated that Chapter 9 is imperfect, implying that if it were drafied to be fairer for
his clients, he would not have any objection ia it.

The GDB and the government of Puerto Rico respectfuily submit that the better
view-—a view that is held by nearly every restructuring professional that has
weighed in on this issue, as well as nearly every major international organization
charged with economic growth and prosperity—is that extending a restructuring
regime to entities like Puerto Rico's public corporations is sound public policy.
Nonetheless, I would Ilike to expiain why the alternatives offered by Mr. Mayer
are inadequate for PREPA and Puerto Rico.

[NEWYORK 3039541_8]
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Firsi, the receivership that Mr. Mayer contemplates is far inferior to Chapter 9.
Puerto Rico’s recelvership laws are vague and untested. Unlike Chapter 9, they
do not contemplate any creditor input or creditor voting or any framework. for
profecting the nferests of all stakeholders. As noted by Mr. Robert Donahue of
Municipal Market Analytics (MMA), the remedy contained in the PREPA bond
documents (that is, a couri-uppoinled receiver) is "wholly inadequate legal
Jramework within which to address PREPA’s highly complex financial
restructuring needs amony a diverse group of stukeholders.”! Specifically, a
receivership could literally take decades to complete and give rise to endless
lirigation. Perhaps most importantly, a receivership cowld cause suppliers to
refuse to deliver fuel on reasonable terms and ultimately threaten PREPA’s
ahility 1o provide electricity to the people and businesses of Puerto Rico. This is
because the current receivership framework does not contemplate the concept of
“debtor-in-possession” financing, which allows debtors ro obtain financing with
enhanced priority rights while operating under the U.S. Bankruptcy Code.

Second, we offen hear from investors that the solution to PREPA’s problem is
simply to raise “base rates" because the cost of electricity in Puerto Rico has not
increased in decades. This suggestion seems attractive at first blush, but
unfortunately mischaracterizes the real issue. To be clear, the “base rate” that is
charged to consumers is just one component of the “all-in” rate that consumers
pay for electricity. The all-in rate includes in the cost of purchasing fuel,
transportation of fuel, and other fuel-related expenses, which are substantial
given that Puerto Rico is an island. While it is true that the “base rute” has not
increased in many years, the “all-in” rate—which is the only rate {o which Fuerto
Rico’s consumers are sensitive—is more than twice the average rate in the
continental United States. Given that Puerto Rico huas une of the highesi
unemployment rates and lowest per capita income levels in the United States, its
consumers are particularly sensitive to rate increases. Regordless, PREPA
cannot unilateral raise rates because any rate adjustment requires approval from
the Puerto Rico Energy Commission, which imay or may not approve an increase.
Finally, raising utility rates could have the opposite resuit—that is, decreasing
revenues because consumers cannot afford to pay the rates.

Third, we agree that PREPA showld collect from its creditors, and PREPA s
financial advisors agree that this must happen immediately. That being said, it is
worth emphasizing that collecting from PREPA s creditors is not a solution to
PREPA s overall financial situation. Many of PREPA s largest creditors are
municipalities and other governmental instrumentalities in Puerto Rico, which

! See Testimony of Robert Donalue, Managing Director, Municipal Market Andytics, Ine. (MMA), before
the House Judiciary Subcommiittee on Kegulatory Reform, Commercial and Antitrust Laow (February 26,
2015).
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are experiencing their own financial distress, making collecting from them in the
short term very challenging.

Finally, as for Puerto Rico generally, and as stated in my testimony, the lack of a
clear restruciuring option—either wnder Chapter 9, or under Puerto Rico law -
has unfortunate and real censequences for the entirve island, none of which factors
into Mr. Mayer’s criticisms, which focus solely only on his clients’ inferesis.

[NEWYORK 3039541_8]
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QUESTIONS SUBMITTED FOR THE RECORD FROM
REPRESENTATIVE JOHN CONYERS, JR. AND
REPRESENTATIVE HENRY C. “IIANK” JOHNSON, JR.

1. I note that you previously werc thc Sceretary of Treasury for the
Commonwealth of Puerto Rico in addition to your cuarrent position as
President of the Government Development Bank for Pucrto Rico. Based on
your experience in both capacities, how would HL.R, 870 benefit Puerio Rico?

Response:

My experiences as both Secretary of Treasury for the Commonwealth of Puerto
Rico and as President of GDB have given me unigue insight into the benefits that
H.R. 870 would provide Puerto Rico. First and foremost, pussing ILR. 870 would
further the administration’s objective of making Puerto  Rico’s public
corparations self-sufficient such that they will no longer need (v rely on the
central government or GDB for financial assistance. This is an integral part of
achieving long-term fiscal sustainability on the island as a whole.

In addition, HR. 870 will have many measured benefits.  First, HR. 870 will
provide certainty fo the market, which will decrease the cost of borrowing at all
Puerto Rico issuers. Second, HR. 870 will allow many issuers that have been
closed out of the credit markets to access them again. Third, HR. 870 will
actually increase economic growth by providing stubility and facilitating long-
term capital investiment and expenditure plans. Finally, HR. 870 provides
creditors with a clear roadmap—in tertms of substantive righls and expected
procedures—that is far better than the receivership provisions under current law.

2. Mr. Mayer argues that FLR. 870 “serves the interests of neither the
Commonwealth nor the millions of individuals who invested in the bonds of
the Commonweal¢h’s corporations.” What is your response?

Responsc:

The GDB and the government of Puerto Rico respectfully disagree. Adoption of
H.R. 870 would give Puerto Rico the apportunily lo aceess a well-tested regime
Jor public corporations to adjust debts in a manner that requires creditor input
and participation, as well as good-faith negotiation, under the supervision of an
experienced bankruptcy judge. It would provide a recognized framework that
balances the interests of all stakeholders. My, Mayer represents a handful of
sophisticated financial investors—many of which purchased their PREPA bonds
oh the secondary market of a discount after PREPA’s financial challenges
becume well known—ithat object to Chapler 9 itself.  Criticisms of Chapter 9 are
irrelevant to whether Puerto Rico should have the same opportunity as the 50

[NEWYORK 303954_8)
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states to authorize its public corporations to invoke Chapter 9. The states have
this opportunity, and there is no reason to deprive the Commonwealth of this
same opportunity, especially given the fiscal emergency facing Puerto Rico’s
public corporations.

Some argue, such as Mr. Mayer, that PREPA could do much to improve its
bottom line such as increasing its base rates, collecting its accounts
receivable, and improving the efficiency of its employees; among other
measures. What is your response?

Response:

T'would like to respond separately to the suggestion that (i) increasing base rates,
{ii) collecting account receivables, and (iii) improving efficiencies of employees
will improve PREPA s boitomn line.

Raising Rates

As I noted above, investors often say that the solution to PREPA’s problem is
simply to raise “base rates” because the cost of eleciricity in Puerto Rico has not
increased in decades. This suggestion mischaracterizes the real issue because the
“base rate” that is charged to consumers is just one component of the “all-in”
rate that consumers pay for electricily. The all-in rale includes in the cost of
purchasing fuel, transportation of fiel and other fuel-related expenses that are
substantial given that Puerio Rico is an islund. While it is true that the "base
rate” has not increased in many years, the “all-in” rate—which is the only rate to
which Puerto Rico's consumers are sensitive—is more than twice the average
rate in the continental United States. Given that Puerto Rico has one of the
highest unemploymen! rales and lowest per capita income levels in the United
States, it is particularly sensitive to rate increases. Regardless, PREPA cannot
unilateral raise rates because any rate adjusiment requires approval from the
Puerio Rico Energy Commission, which may or may not approve an increase.

Collecting Accounts Receivable

As I'noted above, we agree that PREPA should collect from its creditors, and
PREPA’s financial advisors agree that this must happen immediately. That being
said, if is worth emphasizing that collecting from PREPA's creditors is not a
solution to PREPA’s overall financial situation. Many of PREPA’s largest
creditors are municipalities and other guvernmental instrumentalities in Puerto
Rico, which are experiencing their own financial distress, making collecting from

-them in the short term very chailenging.

INEWYORK 3038541_8]
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Efficiencies of Employees

We agree that improvements can be made with respect to employee efficiencies,
but employee-related costs are only a smali component of PREPA's budget, The
most significant costs are related to fuel and inefficient generation facilities. It
will take a significant amount of time and new capital to address these long-term
problems.

4. If legislation such as ILR. 870 is not enacted, what is likely to be the result for
such public corporations as PREPA?

Response:

The current administration remains committed to making Puerto Rico’s public
corporations self-sufficient such that they do not require financial assistance from
the central government or the GDB regardless of whether HR. 870 is enacled,
However, if HR. 870 is not enacted, achieving this objective will be more
diffieult.

First, if HR. 870 is not enacted, Puerto Rico will continue to defend the
coastitutionality of the Puerto Rico Debt Enforcement and Recovery Act (the
“Recovery Act”), which would allow the public corporations to adjust their debts
under Puerto Rico law. We remain steadfust in the belief that the Recovery Act-—
which is modeled in part after the Bankruptcy Code—is constitutional and
appropriately balances the interests of the public, the public corporations, and
creditors.

Second, if there were no legal mechanism to adjust debt, there could be
substantial negative consequences on Puerio Rico and public corporation
creditors. As everyone knows, virtually the enlire population of Puerto Rico
relies on PREPA for electricity, which includes for medical care, light,
communication and running water. If PREPA cannot adjust its debt in an
organized and timely way, it may not be able to purchase fuel, pay employees,
mainfain its plants, comply with environmental regulations, operate its
transmission and distribution lines, and serve cuslomers, In a crisis situation,
PREPA could be forced to ration electricity and employ rolling blackouts, which
would unguestionably threafen public health, safely und welfure, and may even
cause chaos. This would undoubtedly lead to a finther deterioration to the
economy und more Puerio Rico residents moving to the mainland United States.

Bevond the risks to the health, safety, and welfare of Puerto Rico’s residents,
there is also a risk that (i) Puerto Rico’s public corporations will be shut out of
the capital markets for the foreseeable futwie, and fo the extent access becomes
available, it will be on terms that are cost prohibitive, (ii) it will be more difficult

[NEWYORX 3039541 8]
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to make long-term investment and capital expenditure plans, (iii) suppliers and
venders may require immediate cash puyments for their services, which could
cause immediate and widespread liquidity events in Puerto Rico, and (iv)
credifors may race to the cowrthouse to exercise remedies such as seeking the
appointment of a receiver pursuant to untested procedures that do not balance the
intevests of all stakeholders or even require creditor input or participation.

NEWYORK 3039541 _8]
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Thomas Moers Mayer's Responses to
Questions for the Record

Hearing of the House of Representatives’ Committee on the Judiciary’s Subcommittee on
Regulatory Reform, Commercial and Antitrust Law
on
H.R. 870: “Puerto Rico Chapter 9 Uniformity Act of 2015

1. “Supporters of H.R. 870 have described an insolvency process that relies on
the bondholder contracts as unpredictable and likely to yield years of
litigation. How do you respond to that characterization?”

The characterization is wrong; it does not take account of applicable Puerto Rican law
and the financial and operating realities of PREPA and the other governmental institutions.

To the extent this question reflects the concerns that the bondholders’ right to increase
electricity rates under Section 502 of the Trust Agreement would lead to “years of litigation” by
customers, there is no basis for such a fear.

The bondholders cannot impose new electricity rates on ratepayers — they, like PREPA,
can only ask the Energy Commission to do so under Puerto Rico’s Act 57, enacted in 2014. Act
57 also created an Independent Consumer Protection Office to “[d]efend and advocate for the
interests of customers in all matters before the Energy Commission . . . with regard to electric
power rates and charges . .. .7 Act 57 § 6.44(c). There is no reason to believe that rates
proposed by a receiver and approved by the Energy Commission’s board after review and
intervention by the Independent Consumer Protection Office would be met with “years of
litigation” by customers.

This is especially true in the current economic situation, where noteholders have
proposed restructured rates that are actually lower than the rates paid by Puerto Ricans as
recently as last August, and much more stable than they have been for the past few years.

In addition, there is no basis for the concern that appointment of a receiver would prompt
litigation from other stakeholders such as suppliers, employees or pensioners. These people will
be paid without litigation: The Trust Agreement itself provides that current expenses — that is,
payments to suppliers, employees, pensioners — must be paid before bondholders are paid.

Your question also asks whether a restructuring process that relies on “bondholder
contracts” is “unpredictable”. The short answer is “no”; such a process is not unpredictable and
relies on more than “bondholder contracts”. Bondholders have the right to a receiver not just
under their Trust Agreement but also under section 207 of the Puerto Rico Electric Power
Authority Act (Act 83 of 1941 § 7). That section specifies the powers of a receiver in relevant
part as follows:
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(b) The receiver so appointed shall forthwith, directly or by his agents and
attorneys, enter into and upon and take possession of such undertakings and each
and every party thereof, and may exclude the Authority, its Board, officers, agents
and employees and all persons claiming under them, wholly therefrom and shall
have, hold, use, operate, manage, and control the same and each and every part
thereof, and in the name of the Authority or otherwise, as the receiver may deem
best, shall exercise all the rights and powers of the Authority with respect to such
undertakings as the Authority itself might do. Such receiver shall maintain,
restore, insure, and keep insured, such undertakings and from time to time shall
make all such necessary or proper repairs as such receiver may deem expedient,
shall establish, levy, maintain and collect such rates, fees, rentals, and other
charges in connection with such undertakings as such receiver may deem
necessary, proper and reasonable, and shall collect and receive all income and
revenues and deposit the same in a separate account and apply the income and
revenues so collected and received in such manner as the court shall direct.

* * %

(d) Such receiver shall act, in the performance of the powers hereinabove
conferred upon him, under the direction and supervision of the court and shall at
all times be subject to the order and decrees of the court and may be removed
thereby. Nothing herein contained shall limit or restrict the jurisdiction of the
court to enter such other and further orders and decrees as such court may deem
necessary or appropriate for the exercise by the receiver of any function
specifically set forth in §§ 191-217 of this title.

(e) Notwithstanding anything in this section to the contrary, such receiver shall
have no power to sell, assign, mortgage, or otherwise dispose of any assets of
whatever kind or character belonging to the Authority and useful for such
undertakings, but the powers of any such receiver shall be limited to the operation
and maintenance of such undertakings, and the collection and application of the
income and revenues therefrom, and the tribunal shall not have jurisdiction to
enter any order or decree requiring or permitting said receiver to sell, mortgage or
otherwise dispose of any such assets.

This lengthy provision rebuts witness Robert Donahue’s statement that the word
‘receiver’ is mentioned only twice in the trust indenture “and is not very clear”.! The powers of
the receiver are carefully set forth and limited, and the receiver is always subject to the control
and jurisdiction of a court in Puerto Rico.

I disagree with the suggestion that a receivership involves more litigation than a Chapter
9 bankruptcy. The City of Vallejo spent 41 months in bankruptey court. The City of Stockton
and Jetferson County each spent over two years in bankruptey court, and their plans are still
being appealed. The City of San Bernardino filed for Chapter 9 in July 2012 and has yet to
emerge. Detroit took a relatively short 17 months —but only because Governor Snyder had

! February 26, 2015 Hearing Transcript at p. 60.
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appointed an emergency manager whose tenure, by statute, was limited to 18 months, a factor
not present in Puerto Rico.?

Finally, your question refers to an “insolvency process”. The phrase should not have any
application to PREPA — under Puerto Rican law PREPA is not, nor can it be, insolvent. Section
2.8 of Act 57 requires the Puerto Rican Energy Commission to set rates that are sufficient to
cover the costs of PREPA’s operations, costs that are spelled out in detail and include “the
payment of principal and interest of the bonds and other financial obligations of the Authority
[PREPA]”. There are no commercial impediments to PREPA in charging rates that are adequate
to satisfy its financial obligations. There is no economic impediment today in that PREPA’s
current rates are approximately 21 cents per kilowatt-hour, down over 30% from a 31 cents per-
kilowatt-hour high in 2013. As Iindicated in my testimony, PREPA is therefore in the enviable
position of being able to solve its own financial problems; any “insolvency” is created by
PREPA’s own reluctance to do so.

2. “As a bankruptcy practitioner, on balance, which do vou believe is more
predictable: a restructuring under bondholder contracts or a chapter 9
bankruptcy process?”

As a bankruptcy practitioner who has represented major bondholder groups in two
Chapter 9 cases — Jefferson County, Alabama and City of Detroit, Michigan — T believe a
restructuring under bondholder contracts and applicable state law is more predictable than a
Chapter 9 bankruptcy process because a Chapter 9 process is not predictable at all. In the words
of witness Professor John Pottow, Chapter 9 is “an unknown, uncharted and unpredictable
process”. See Exhibit A (which includes similar statements by, among others, the Federal
Reserve Bank of Chicago, Letter, Detroit’s Bankruptcy: The Uncharted Waters of Chapter 9
(Oct. 4, 2013)).

Restructuring under bond documents and applicable state law offers bondholders greater
certainty because Article T §10 of the United States Constitution, which bars a state from
impairing contracts, essentially compels distressed municipalities to fix their operational
problems before they cut their bonds.

Receiverships, emergency managers and financial control boards focus on fixing the
operations and current expenses of the municipality — they tend to effectuate more lasting
structural and operational fixes to their financial problems. The District of Columbia is a good
example. When the District had a financial crisis, Congress considered and rejected Chapter 9 as
a solution and instead installed an essentially independent Chief Financial Officer who balanced
the district budget and was instrumental to its financial recovery. More recently, in the wake of

? Delroil filed its plan and commenced the confirmation hearing before (he emergency manager’s tenure ended in
September 2014. Judge Rhodes strongly encouraged the City of Detroit to keep the emergency manager and his
team involved in the case until the confirmation order was entered in December 2014,

3
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Harrisburg’s Chapter 9 petition being rejected, the City installed a receiver to cut costs, monetize
assets, and achieve structural reforms that have bolstered the City’s finances and put the City on
a path to full financial recovery.

Therefore outside of Chapter 9, the municipality will fix — under the Constitution, must
fix — its operational problems rather than cut payments to bondholders. Inside Chapter 9, the
reverse is true — the focus of Chapter 9 is on debt adjustment.® Under Chapter 9, the municipal
government retains control — which enables the political factions who created the insolvency to
retain their influence and prevents structural reform, and results only in the discharge of debt and
not the structural reforms necessary for the long-term revival of the municipality. For example,
in the Chapter 9 cases of Vallejo and Stockton, those municipalities cut their bonds — indeed, cut
everything — rather than reduce the structural costs that were a principal cause of their financial
collapse. The result: a few short years after Vallejo emerged from bankruptcy, it is back in
financial crisis. See Exhibit B.

PREPA’s own situation shows that a non-political receiver would be far superior to the
maintenance of PREPA’s current politicized management in Chapter 9. As PREPA’s chief
restructuring officer, Lisa Donahue, recently testified:

For many years, PREPA has been run by successive Boards of Directors and
senior management teams fhar have been subject to changing direction and
policies of different administrations. Management and other strategic decisions,
including staffing and capital investment, too often have been based on political
consideration rather than best practices or sound business judgment . . . .

Once a crown jewel of the island, PREPA’s situation has deteriorated over the
years to become one of the island’s most challenged public corporations. These
challenges include a lack of institutionalized processes and procedures, outdated
systems and information technology[], and frequent changes of employee
positions and responsibilities with each electoral cycle. Staffing decision are
made often without regard for prior experience or expertise given the narure of
PREPA’s role in the political process. This patiernr has made it difficull for
PREPA to tackle critical multi-year projects such as environmental compliance
and capital investment. In the past, scarce capital has been spent on multi-year
expensive projects thal later adminisirations have determined nol lo pursue . . ..

(Emphasis added).

* See Report of the House Committee on Government Reform and Oversight to Accompany HR. 1343, District of
Columbia Financial Responsibility and Management Assistance Act, HR. Rep. No. 104-96, at 16-17 (1995)
(declining to authorize Chapter 9 [or the District of Columbia becausc relicf under Chapler 9 is limited to debt
adjustment, and instead imposing an emergency financial control board). The same report recommended against a
federal receivership on the ground that it would invade the District’s sovereignty — a concern not raised with
PREPA, given the oversight of the Encrgy Commission, /. al 17-18.

" Preparcd Statement of Lisa Donahuc in connection with her testimony before the Encrgy Alfairs and Water
Resources Commission on April 14, 2015 at 3-4, available at http://www.aeepr.com/Docs/Lisa%20Donahue?%:20
PR%20Senate?:20 Statement%»204-14-15 pdf.
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The PREPA board’s composition makes it subject to political pressure. Prior to the
enactment of a new law in 2014, six of the nine members of the PREPA board were appointed by
the Governor (with the advice and consent of the Senate), and the seventh member was the
Secretary of Transportation and Public Works — also a Governor appointee. Under current law,
the nine-member PREPA board includes four members appointed by the Governor with the
advice and consent of the Senate and, as ex oficio members, the Secretaries of Transportation and
Public Works and of the Department of Economic Development and Commerce, both appointed
by the Governor.” The political manipulation of the Board described by Ms. Donahue has, in
fact, worsened during the past two years. Less than 30 days after the current Commonwealth
administration came into power, it submitted House Bill 715, which subsequently became Law
29 of 2013, which essentially ousted the PREPA board members before their fixed terms were
over. This unprecedented law has removed virtually all political and operational autonomy that
PREPA may have ever had.

Therefore, Ms. Donahue’s own efforts to fix these problems are, by definition, subject to
the political winds of the next election.

A receiver can implement operational fixes without regard to the political winds, subject
to court review in a public process where all stakeholders can seek relief. By contrast, Chapter 9
bankruptcy would ensure the continuation of political influence over PREPA, because Section
904 of the Bankruptcy Code prohibits the bankruptcy court from ordering PREPA (or any other
municipality) to do anything. As Professor John Pottow effectively admitted at the February 26
hearing, the only remedy bondholders have in a Chapter 9 case is to persuade the bankruptcy
court to dismiss the Chapter 9 petition.®

Detroit’s plan and confirmation decision show how little “certainty” is offered by Chapter
9. Dissentors argued that the plan contained “unfair discrimination” against classes of creditors
under the Bankruptcy Code, because certain unsecured creditors would receive a recovery of as
little as 13%, while other unsecured creditors received more than 59-60%.” Judge Rhodes (in a
decision without precedent) held that “unfair discrimination” depended on the “conscience of the
court” as informed by his own “personal experience.” Detroit thus shows that an unsecured
creditor’s recovery in Chapter 9 can depend on the personal whim of the presiding bankruptcy
judge, without anchor to any rule of law.

Finally, I do not agree that receivership is a novel or untested proceeding. At least 20
municipalities (or political subdivisions, like school districts) have gone through receiverships or
“emergency manager” proceedings (the Michigan statute specifically states that the emergency

*Scc 22 LPR. § 194, as amended by Act 57 of 2014,

¢ Fcbruary 26, 2015 Hearing Transcript at p. 45.

" In re City of Detroir, 524 BR. 147, 253-54 (Bankr. E.D. Mich. 2014).
% In re City of Detroir, 524 BR. 147, 253-56 (Bankr. E.D. Mich. 2014).

5
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manager has “broad powers in receivership™);” at least 20 more have had financial advisory
boards managing their finances. Jefferson County, Alabama’s sewer system is most comparable
to PREPA. Like PREPA, Jefferson County’s sewer system was badly run, had issued billions of
dollars in bonds, and had not raised rates for years. When the bonds defaulted, bondholders
obtained a receiver who was granted plenary powers to run the sewer system. In less than a year,
the receiver developed a plan involving operational and capital improvements, rate increases and
debt adjustments. The County filed for Chapter 9 after a settlement fell through that would have
allowed the teceiver to fix the sewer system’s problems and raise rates.'’ Tn the end, Chapter 9
merely added two years of litigation before the bankruptcy court approved a plan substantially
similar to the receiver’s plan — the validity of the rates is still being challenged on appeal."

What PREPA needs is to improve efficiency and cut unnecessary operational costs,
which are excessive compare to comparable utilities.

To summarize, restructuring under bondholder documents and applicable state law (such
as the PREPA receivership statute) offers bondholders the certainty that the municipality will cut
their payments only to the least extent necessary. Restructuring under Chapter 9 offers the
certainty that the municipality will cut bondholder payments to the greaiest extent possible.

1 therefore conclude, as a bankruptcy practitioner, that restructuring under bond
documents and applicable state law offers bondholders substantially greater certainty than a
restructuring under Chapter 9.

?Mich. Comp. Laws § 141.1549 (2012).

W See¢ Inre Jefferson County, 474 B.R. 228, 244 (Bankr, N.D. Al 2012).

' The receiver’s plan would have provided $2.05 billion to redeem $3.136 billion of sewer warrants — a 65.4%
recovery for sewer warrantholders — and proposed sewer rate increases of 8.2% for each of the first three vears and
projected luture increascs therealler of no more than 3.25%. Jefferson County’s conflirmed plan of adjustment
provided 65% recoverics for sewer warrantholders who did not make a commutation clection (80% [or those who
did) and required sewer rate increases of 7.89% for the first four years and 3.49% for the remaining life of the sewer
warrants.
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EXHIBIT A
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Page 2
Detroit bankruplcy would be long. painful Detroit Free Press (Michigan) December 9, 2012 Sunday

To be sure, Detroit Mayor Dave Bing and Gov. Rick Snyder say they want to avoid a bankrupicy filing for
Michigan's largest city.

That wish was underscored last week with Treasurer Andy Dillon's blunt warning that unless De(roit can manage a
scemingly impossiblc amount of change in the next five weeks -- including the Cily Council approving crucial contracts
on Tuesday aimed at restructuring cily government -- the state will be lelt with little choice bul to appoint an emergency
Tinancial manager. Dillon said the 30-day review process (o install a manager will begin this week.

But given the slow pace of reform and the political clash over how to get there, it's becoming increasingly unlikely
Detroit can remain solvent. Snyder told the Free Press last week that his stall has begun reviewing municipal
bankruptcies in other states, and the picture is not one they want to replicate in Michigan.

Onc high-ranking cily ollicial, spcaking on condition of anonymily, confirimed that Dillon told city officials (he
state has begun preliminary discussions about the level of losses the state might ask the city's major creditors to take in
case bankruptcy can't be avoided. The Bing administration insists it's working on a turnaround and not bankruptcy. But
on Friday, Bing acknowledged it's a possibilily that he's working strenuously 1o avoid.

Douglas Bernslein, who leads the banking, bankrupicy and creditors' rights practice at Plunkett Cooney law firm in
Bloomficld Hills, said that although hc couldn't comment dircctly on what's happening in Lansing with Dctroit's crisis,
"such preparations are prudent because there's contingency planning that has to be done."

"Ideally, you hope to do a restructuring outside of bankruptcy - bankruptcy being the last resort," Bemnstein said
Friday. "That being said, you should have a contingency plan in the event vou're unable to do it."

'It's going to be hard'

Bing and his stall had hoped for inore time for Detroit's financial stability agreement lo extract reforns through pay
cuts to city workers and reductions in pension and health carc bencefits. City officials say the cuts could save Detroit
more than $100 million a year, and the savings will begin to bear fruit in early 2013.

Unlike a federal bankruptcy judge who may have little or no ties to Detroit, the joint city-state financial advisory
board that has major sway over the city's finances has considered both the urgent need to fix Detroit's budget crises and
the need Lo maintain crucial public services, said William (Kriss) Andrews, the program management directlor
oversceing Detroit's reform agenda.

"They've taken a wise and broad view, an enlightened view, of its charter to do both things," Andrews said. "We
fully intend to be successful. It's going to be hard, and we recognize that."

Andrews was adamant (hat the city does not want (o file for Chapler 9 and is not working on preparations for it or
cxploring the potential impact.

"There could be all sorts of implications, and trying to sort them all out right now is premature and inappropriate,”
Andrews said. "Right now, we're trying to implement the reform agenda, and that's what we're working on."

Council action

The council is scheduled o vole Tuesday on new contracts [or audiling (irms Lo review [raud in (he cily's workers
compensation claims and in health care dependency cligibility, and another to review how Detroit collects property
taxcs.

The council also will revisit a controversial $300,000 contract for the Miller Canfield 1aw firm, which Bing hired to
advise him on the city's consent agreement. The council previously rejected the contract, saying the law firm has
conllicts of interest because it helped wrile the slale's now-repealed emergency manager law. as well as (he financial
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Page 3
Detroit bankrupley would be long. painful Detroit Free Pross (Michigan) December 9, 2012 Sunday

slabilily agreement that so far has [ailed to fix Delroil's fiscal mess.

Those contracts are among several goals Bing and the state agreed to meet in order for the state Treasury to release
$30 million in bond proceeds to keep the city afloat. Bing wamed citv employees that there will be widespread
Turloughs beginning in January and layolls as soon as he can negoliate them with city unions -- even if the city gets the
$30 million.

The deadlock was underscored when Moody's Tnvestors Scrvice downgraded Detroit's bond rating decper into junk
status. Moody's cited uncertainty after the repeal Nov. ¢ of Public Act 4, the emergency managert law, as weakening
slale oversight of Detroil and raising the risk of a city bankruptcy or default in the next 12-24 months.

Bing's adiministration says the cily will be able Lo make payroll through the end of the year, but the city is on (rack
to be $47 million in the hole by June 30 without an influx of cash from the $137-million bond sale that was intended to
keep Detroit solvent while it restructures.

Andrews said Detroit is not now at risk of missing debt payments, and he and Bing's office said they believed the
city will be able to manage the cash crisis with furloughs and other cuts yet unidentified. Union officials, however,
question whether the savings [rom furloughs outweigh the disruption (o cily services.

But absent the ability of the city (o significantly modily collective-bargaining agreements -- a power that dicd with
Public Act 4 -- "I think it cnds up being incvitablc" that Detroit will file for bankruptcy. Bernstein said.

" At some point, the city is going to be at the brink where it can no longer afford to negotiate and it has to move
forward with a plan," Bernstein said. "[ don't know right now what that point is or what date."

About the process

A bankruptcy filing would be a complicated, painful process that could stretch out for years. lengthened n no small
part by political divisions and opposition from city unions and creditors.

Bernstein noted that without appointment of an emergency financial manager, there could be a legal battle between
Bing and the council over who represents the city in bankruptcy court, and legal challenges from relirees and creditors
over whether Detroil qualifics for bankrupicy protcction.

To qualify for bankruptey protection, Detroit would have (o prove:
-1t is unablc to pay bills as they come in.
- Tt wants to crcate a plan to fix its financial problems.

- 1t has either reached agreement with a majority of its creditors or negotiated in good faith with creditors but has
been unable (o reach a resolution.

That arca of law is onc of the main drawbacks o a bankruptey filing, spurring costly, time-consuming battles as
creditors "fight like banshces over the cfficacy of the petition, whether the petition should be filed,” said Andrews, who
before being hired by Bing worked as an executive for a company that filed Chapter 11 bankruptcy in February and
ended up laving off 300 employees. "And months go by with vou only paying professionals to argue about whether you
have the right to filc in the first placc.”

Andrews wouldn't speculate on what sorts of cuts the city might seck, but the stakes are clear. Detroit's long-term
debt alone exceeds $12 billion in retiree pension and benefits costs and bonds. That would make it by far the largest
U.S. municipal bankruptcy ever. Detroit, with about 700,000 residents, also would be the largest city by population to
have filed for Chapter 9.
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'A sligma attached'

Despite recent high-profile bankruptcy filings, Chapter 9 occurs infrequently compared with corporate or personal
bankruptcies, with fewer than 700 filed since the 1930s, experts say. A Detroit bankruptcy would put the city in
company with a growing mumbcr of municipalilics across the country that ran into deep troublc amid the Great
Recession and its housing crash. That recession was exacerbated in the Motor City by rapid depopulation, high poverty
rates. blight and loss of manufacturing jobs.

Detroit's debts dwarf the more than $4.2-billion bankruptcy filing in 2011 of Jefferson County, Ala., with
Birmingham as its county seat. That bankrupicy was riggered larpely over a sewer bond debl.

The larpest U.S. city to file for Chapler 9 was Stockton, Calil., population 300,000, with $700 million in bond debt
and ncarly $150 million in unfunded pension obligations. That city cast of San Francisco filed for bankruptcy protcction
in June, followed just weeks later by the smaller San Bernardino, east of Los Angeles, with $1 billion in debt.

Part of what has kept municipal bankruptcies low compared with corporate or personal bankruptcies is the badge of
shame associated with it. Bernslein said.

"From a cily slandpoint. right or wrong, there's still a stigma atlached." he said. "In the old days, il was perceived
that if you filed for bankruptcy protection, you'd failed. In my practice, the stigma is reduced, but in certain
circumstances, it's still there."

Bernstein argues that there's an optimistic side to bankruptey, giving cities the chance to clear out debt, reduce
legacy costs and restructure government with a "clean sheet going forward."

But it's a painful process to get there. Municipal bankruptcies can result in reduced public services, further work
Torce cults. consolidation or elimination ol some departments and drastic reductions (o pay and benefits for workers who
keep their jobs. Current workers and retirces could losc health care bencefits outright or sce them significantly scaled
back. Those are among the costs strangling Detroit, which already has reduced health care and pension benefits for
current city workers and trimmed health care for retirees.

1t also could mean new taxes on residents. workers and businesses to boost the city's revemue, although hefty
increascs aren't likely, Pottow said.

"Substantial tax increases to raise revenue is not viable for a city as economically fragile as Detroit," Pottow said.
"Creditors aren't stupid. They know that."

‘Bankrupicy hangover'

Vallejo, Calil., is still recovering [rom (hree years in Chapler 9, a year aller it emerged [rom bankruplcy, having
spent $12 million in legal focs alone.

The shipyard town filed for bankruptcy in May 2008, buricd under what City Manager Danicl Keen said were
generous pay and benefits packages the town northeast of San Francisco could no longer afford.

Today, Vallejo operates on a comparative shoestring. Before bankruptcy, the city of 115,000 residents had 148
police officers; it's now down lo 93. The city said it liad no choice but to close several fire stations. Every departimeni in
the city took at least a 25% cut in staffing. Vallcjo stopped strect maintenance for several years. It whittled previously
generous health care bencefits for most cmployces to what Keen said is now a minimal plan. And a bankruptcy judge
approved dissolving some employee union contracts and restructuring others.

Keen said the city's work force of about 500 now is "a bare-bones of staff doing the same work required to serve a
cily of 115.000 people."
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"The public salcty needs didn't go away. We didn't have fewer police situations, We didn't have fewer fires. We
didn't have fewcer strect problems,” Keen said. "It's been a real challenge.”

But worse, he said. is the perception of financial failure. Keen said he's working to give people confidence that
Vallcjo is a cily that works wilhin ils means lo grow its cconomy.

"The decision to go into bankruptcy has changed the relationship of the city (o its residents, and the stigma ol going
into bankruptcy is not something T would wish on anyone," Keen said. "Time will tcll how long it takes to get rid of that
reputation. We're going to be dealing with the bankruptcy hangover for a long time."

Detroit council President Charles Pugh acknowledges that his city faces those same prospects, despite its often
acrimonious efforts Lo reduce costs and cul wages and benefits lo avoid deeper stale intervention.

"It's frustrating and scary al the samc time." said Pugh, who still considers Chapter 9 a last resort.

"We can't keep spending moncy we don't have. cither," he said. "At some point. we have (o come 1o a resolution.
Plans on paper are only as good as their execution. The reality is, it would be painful."

Contact Matt Helms: 313-222-1450 or mhelmsifreepress.com
Morte Deiails: Q+A aboul bankrupicy

How would Chapter 9 bankruptcy affect the residents of Detroit? Here are some answers to common
questions.

QUESTION: Might city services be cut more?

ANSWER: It would certainly be an option. Detroit Mayor Dave Bing and the City Council alrcady have
worked to transfer the city's health and human services departments to private nonprofit entitics, for example,
and Bing privatized management of the Detroit Department of Transportation. City officials or an emergency
financial manager could propose more of the same in other departments,

Q: As a resident, would my taxes go up?

A: Quite possibly. The city could choose from a varicty of taxes to raise, although cxperts say steep increases
aren't likely because residents and businesses already are highly taxed, and more taxes could hurt an already
fragile city.

Q: Could Detroit be forced to sell off assets?

At Under the federal bankruptey code, creditors and judges can't foree the city to do so, but the city or an
emergency financial manager could propose selling asscts to pay debts - provided that wouldn't adversely affect
crucial public services or violate the city charter.

Q: Can union contracts be terminated?

A: Yes. The city or an emergency financial manager could propose hig changes or dissolve them altogether,
provided the judge sees it as legal and the best way forward.

Q: What about my pension?

A: If you're already retired and collecting a pension, that benefit is pretty much untouchable. But pension
benefits for current workers could be significantly reduced or restructured.
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Q: What about health care benefits?

A: They could be cut drastically or climinated, for both retirees and active city workers, if the city sceks that
option and a bankruptey judge approves it.

What happens under Chapter ¢
* Under current state law - which could change if the Legislature and Gov. Rick Snyder approve a new

emergency manager law this week - the only person who can request a municipal bankruptcy is an emergency
financial manager appointed by the state.

* That manager would recommend bankruptey to the local emergency financial assistance loan board, a

committee of guhernatorial appointees who could either accept or reject it.

* Voters repealed Public Act 4 in November, and although the governor and state Attorney General Bill
Schuette say the state reverts to its previous law - Public Act 72 - that's being challenged in court by unions, If
not an emergencey financial manager, it's not clear whom the city might sclect to handle a potential Chapter 9
filing, or whether Mayor Dave Bing and the City Council could agree on once candidate.

+ If Sayder's board were to approve a hankruptey filing, the chief judge of the Cincinnati-based U.S. 6th
Circuit Court of Appeals would appoint a judge to handle the case. Creditors, unions and others fearful of losing
money or benefits could mount a lengthy challenge on whether the city qualifies for Chapter 9 under the federal
bankruptcy code. Given the stakes and the amount of Detroit's debts, the entire process could drag out for years
and cost the city hundreds of millions of dollars in legal fees.

LOAD-DATE: December 11, 2012
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a filing and its cost of borrowing would soar. Officials could spend years batiling in the court over who is owed what.
"Chapter 9 is time-consuming, expensive and uncertain,” Spiotto said.

Orr, too, has said bankruptcy is not his preferred option. But he may have no choice. Detroit has been hit by a
declining population and 40.000 buildings and parccls of land in the city are vacanl, according to the Wall Street
Journal. The tax lake has (allen and spending has been $100m a year more (han the amount raised for (he past five
years,

His plan to avoid plunging the city into bankruptcy is to slash benefits to retired people, including pensions and
lealth-care. and cul already minimal services to the bone. Police officers and firefighters who relire before the age of
55, for example, would get no healthcare under one proposal. Retirement benefits for municipal workers could be just
10% of what they should be due o receive.

Municipal bonds have traditionally been viewed as among the safest available investments but Detroit bondholders
will receive just cents for every dollar in debt they hold.

When Central Falls in Rhode [sland went bust in 2011, the state passed a law giving bondholders priority over other
creditors. Detroil's invesiors must now be wondering whether bankrupicy would give them a better deal.

Necither side is happy with Orn's plan but they do not seem willing (o negoliate a scitlement.

The city's two pension boards - the General Retirement System and the Police and Fire Relirement System - sued
Orr and Michigan's governor Rick Snyder this week in an attempt to block a bankruptcy.

Orr, a lawyer, was appointed in March after Snyder declared a financial emergency. He previously helped steer
Chrysler out of bankruptcy but this is a dilemma of a different magnitude.

Even after years of decline. Detroit remains the US's 18th biggest city. Its finances may have hit an all-lime low but
its business is bouncing back. The car firms that made the city are back in rude health and downtown Detroit is being
revitalised by new businesscs.

Some local business leaders believe the city has already hit rock bottom and that a stronger Detroit is already
cinerging.

Dan Gilbert, founder of the Quicken Loans insurcr, has been rebuilding downtown and encouraging new businesses
to come and old ones to move back into the city. In a recent interview with the Guardian, he backed Orr's tough
financial plans: "He is finally going to do what needed to be domne if not in the last several vears then in the past decades.
1t's essentially good news for Lhe cily because it means (his period is coming (o an end."

Caplions:

A vacant home in a once thriving neighbourhood on the cast side of Detroil, where municipal finances have hit an
all-time low Photograph: Rebeeca Cook/Reuters
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a court hearing.

State leaders, bondholders and even the city's own mayor had challenged the validity of the city's bankruptcy
petition, which was filed Oct. 11 with the signature of city councilor Susan Brown-Wilson. Earlier this vear, the state
passcd an anti-bankrupicy law that discouraged smaller, distressed municipalitics from filing for protection--against the
threat of losing slate aid.

Harrisburg's financcs have strained against $300 million in growing debt from an expensive trash incincrator
project that was meant to turn the city's waste into energy.

The dismissal leaves the state to move forward on its takeover of the city's finances. Earher this month, a state
agency under Lhe direction of Gov. Tom Corbetl asked a state judge to appoint bond attorney David Unkovic as the
cily's receiver.

The court is expected to give that request a first look on Dee. 1.

Attorney Mark Schwartz, who fought for Harrisburg's petition on behalf of city councilors, criticized the judge for
focusing too narrowly on grammatical issues.

"This is the ideal case to end up at the United States Supreme Court," said Schwartz, declining to say whether he
would appeal the ruling. "l think she was nervous aboul declaring a state statue as unconstitutional "

The dismissal should come as a relief to municipal bond market participants, who don't like the unknowns that
come with Chapter 9 bankruptcy. Filings are relatively rare from local governments, and there is very little case law that
establishes how the process unfolds.

The $2.9 trillion muni markel shrugged aller news of the dismissal late Wednesday wilh trading desks thin ahead of
Thanksgiving. Still. muni-bond buyers should vicew the move as a positive, something that could be reflected in prices
after the holiday.

"It would be nice if all municipalities and government could survive on tax dollars alone, but the reality is
govemment needs to borrow money in many forms and im so doing it is necessary to respect the criteria and
expectations of the financial community." said Neal Colton, who spoke on behall of the state during (he hearing.

Harrisburg's dismissal marks the 82nd municipal bankrupicy sincc 1980 casc that's been thrown out of court shortly
after it was filed, according to Jim Spiotto, a partner at the Chapman and Cutler LLC law firm in Chicago who
specializes in laws affecting financially troubled municipalities. That's nearly a third of all 261 municipal bankmptcy
cases [iled since Lhat time.

Nearly hall of U.S. slates, which are each required to lay out their own rules for how municipalities file for
bankrupicy, cither prohibit or don't cxpressively authorize local municipalitics to file Chapter 9 protection Many other
set strong limitations on those types of filings.

With such strict and varying rules, the issue of whether a city has the authority to file has become a common and
often contentious issue that arises is such cases.

Spiotio said that diplomacy is an olten cheaper method ol solving problems for cash-sirapped cities.

"If we allow a misperception about the creditworthiness of our municipalitics, they'll have to pay morc in the
market which means we'll have (o pay morce as taxpayers.” he said in an interview hat took place belore the hearing.

Earlier this year, the Chapter 9 case filed by Boise County, Idaho, case was thrown out after it was determined that
the county wasn't insolvent even though it faced a multimillion-dollar legal judgment.
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The Chapler 9 casc filed by Jelferson County, Ala., became the largest municipal bankrupicy in U.S. history when
it was filed on Nov. 9, breaking records sct by Orange County, Calif., when it sought protection in 1994 with roughly $2
billion in obligations.

(Dow Joncs Daily Bankruplcy Review covers news aboul distressed companies and thosc under bankruplcy
prolection.)

-By Katy Stech, Dow Joncs Daily Bankruptcy Review; 202-862-1344; katherine. stechiidowjoncs.com
-Kelly Nolan contributed to this article. [ 11-23-11 1703ET |
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Meanwhile, investors who owned general-obligation bonds issucd by Central Falls, R.I., madc it out of bankrupltcy
with a 100% rccovery. In Vallgjo, Calif., investors who owned debt ticd to the city's gencral fund made a recovery of
60% to 75%. In Stockton, Calif., the city wants investment firm Franklin Advisers to accept a 1% recovery rate, while
some other investors are getting 100%, Moody's said.

In Detroit. which filed (he largest municipal bankrupicy ever last summer. oflicials are slill negotialing with
creditors. Still, the city's original proposal included a potential plan for water and sewer bondholders to take a cut. The
end result for Detroit bondholders remains uncertain-—-and the previous cases are unlikely to offer much guidance.

"Recent outcomes in Chapler 9 bankruplcies are distinguished by he circumslances of the particular cases, and
therefore do not set broadly applicable precedents," the Moody's analysts wrote.

The data could be skewed by (he small number of municipal bankruplcics. From 1980 1o 2010, there were just 239
municipal filings, according to the American Bankruptcy Institute. In contrast, there were nearly 44,000 commercial
bankruptcy filings in 2013 alone, according to Epiq Systems.

But if you're a betting man, you still might want to wager on municipal bonds than other types of debt. Moody's has

said (hat the ulimale recovery for defaulied municipal debt [rom 1970 to 2012 was about 60%. compared to 49% for
scnior unsccurcd corporate bonds from 1987 to 2012.

More at The Wall Street Journal's MoneyBeat blog, http://blogs.ws].com/moneyb
eat/

(END) Dow Joncs Newswires
February 07. 2014 14:56 ET (19:36 GMT)
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"Any municipal bankruptcy that doesn't restructure pension obligations is going to be a
failure because pension obligations are the largest debt a city has,” said Karol
Denniston, a municipal bankruptey attorney in San Francisco.

"A city like Vallejo can be reasonably managed but it is stili going to be flooded out
because it cannot be expected to keep up with its pensicn obligations.”

Calpers, the retirement system for California public employees, said it had "reached out"”
to Vallejo to discuss concerns. "Employers looking to cut costs have some options that
can make benefits easier to manage in the near term, some of which Vallejo has
already taken,” Calpers said in a statement. "We are pleased Vallejo has remained
committed to delivering on the pension promises it made to its employees.”

Calpers is the largest pension system in the United States and serves many California
cities and counties. It has long argued that it has a much wider responsibility than
managing pensions for individual cities. It says state law mandates that it is the
custodian of the entire fund, and as such is unable to renegotiate pension rates that
cities have agreed to with their workers.

Vallejo, a port city of 115,000 near San Francisco that was staggered by the closure of
a local naval base and the housing market meltdown, filed for Chapter 9 bankruptcy
protection in 2008 with an $18 million deficit.

During its three-and-half year bankruptcy, the city slashed costs, including police and
firefighter numbers, retiree health benefits, payments to bondholders and other city
services.

The only major expense the city did not touch was its payments to the $260 billion
California Public Employees Retirement System.

"We realized we did not have the time or the money to take on a giant behemoth like
Calpers," said Stephanie Gomes, Vallgjo's vice mayor.

Now city leaders say that growing, and unexpected, costs to Calpers are putling its
post-bankruptcy budget under enormous strain. The city budget shows a deficit of $5.2

hiip://Awvww.reulers.com/arlicle/2013/10/01/usa-municipality -vallcjo-idU SL2ZNOHMO5C2013 1001
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mitlion for this fiscal year, and that is set to rise to $8.9 million next year unless
significant cost savings can be found.

When Vallejo entered bankruptcy in 2008, its annual employer payments to Calpers
were $8.82 million, or 11 percent of the city's general fund, according tc the city's
finance department.

When it exited bankruptcy at the beginning of 2011, the payments to Calpers were just
over $11 million, or 14 percent of the fund. The latest budget pegs those payments at
$15 million, or 18 percent of the general fund.

The increase comes largely from the recent decision by Calpers to lower its projected
investment return rate, from 7.75 percent to 7.5 percent, and to change the way it
calculates long-term pension maturity dates.

Those changes mean cities, state agencies and counties must pay rate increases of up
to 50 percent over the next decade. Vallejo expects an increase in pension contribution
rates of 33 to 42 percent over the next five years.

"Our five-year business plan was based on things we knew," said Deborah Lauchner,
the city's finance director.

"Now we have to figure out a way to pay for these new Calpers rates. Every time we
react to the last rate change they impose, they come up with another ene. | understand
they want to improve their funding status, but it's on the backs of the cities.”

David Skeel, a bankruptcy law professor at the University of Pennsylvania Law Scheol,
said: "Vallejo made a conscious decision under enormous pressure not to meass with
Calpers. That is a decision coming home to roost.”

Marc Levinson, of the law firm Orrick, Herrington & Sutcliffe, was the lead attorney for
Vallejo in its bankruptcy and has the same role for Stockton. He says his clients would
welcome pension reform in California, and he is the first to say that contributions to
Calpers are a big problem for cities.

hiip://Awvww.reulers.com/arlicle/2013/10/01/usa-municipality -vallcjo-idU SL2ZNOHMO5C2013 1001
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