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Good Evening.

It gives me great pleasure to be here thtggzﬁgrgistinguished
company discussing developments in the financial markets and
their implications for Puerto Rico. I must say, however, that my
inclussion in this panel to discuss economic matters, reminds me
of a recent incident in which I greeted a local economist as
"Sefior Economista" and his response was "mas economista eres
tu", said with a certain distinct cynical tone. Whether he meant
to exclude me from his profession or excuse himself for so being
labeled, I did not seek to investigate. Nevertheless, I wouldn't
go as far as Edmund Burke, the eighteenth century philosopher
when he made the statement that "The age of chivalry is past. It
has been succeeded by charlatans, economists and calculators.
"The glory of Europe", he said, "is gone forever".

There are many ways of approaching the subject matter of this
discussion. Certainly one can point to the continuing trends in

lower interest rates as one major financial development. This



936 Changes

In winning this great battle Puerto Rico had to give up on
certain benefits previously enjoyved.

The main results affecting our financial markets.

1) The passive income to operating income ratio is less generous
than before, now 25% to 75% from 35% to 65%.

One of the generally practiced techniques to ease the ratio
pressure was to invest in tax free municipals to produce interest
income, which was excluded from gross income for these purposes.
The Alternative Minimum Tax, now provides a potential or real
threat in that since municipal income is not counted as gross
income, it is then subject to the AMT. Thus, in easing the ratio
threat, one falls into more dangerous grounds.

Yet, if Puerto Rico could correct this definite peril to its own
bonds by a technical correction in the just passed legislation it
would accomplish a terrific demand for its bonds, they being then
both tax exempt and outside of gross income, as ‘well as a
positive factor in reducing toll-gate taxes...

In the meantime, we sense that the shift from tax free to 2j

investments will continue for 936 Corporations.



trend will probably continue, although not at the fast pace
experienced in the past year. Another major financial
development, which is hanging over us as the sword of Damocles is
the continuing large budget deficits and the recent instability
in the dollar.

How the Fed reacts to these developments will depend to a great
extent on what the projections for the economy indicate. So far,
and judging by last quarter's result, everything would indicate
that monetary policy will continue as it has been for the recent
past. This leaves US tax reform as the major external influence

on financial markets in Puerto Rico.
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For ease of discussion, I will address each area of change as
relates to our local economy individually, making a parenthesis
and warning you much of the ideas and concerns here discussed,
arise from thoughts of different individuals..., who chose to be

anonymous collaborators to this effort...



The not unexpected large repatriations that occurred in 1986 year
end, to take advantage of past tax laws, reduced country

exposure to many 936 Corporations.

It would seem that during this year and more definitely in 1988,
we will see increasing accumulation of funds in our markets.
This year to some companies the ratio problem may pose a
worrisome situation, but the year 1988 will then present the
opposite, a wide margin of flexibility on passive income, versus
operating income, since the running average of 3 years will be
sharply reduced by the lower 1986 passive income level.

The lower cost of borrowing in the USA and the higher tax rates
for corporations, I feel, will create an additional bias to keep
funds in Puerto Rico, specially so, when our tax free rates and
936 rates are so attractive when compared with after tax

Corporate borrowing costs.



MUNICIPAL AREA

a) Certain Puerto Rico bonds, which were previously sellable tax
free, are now subject to US taxes, due to changes in Section #103
of the IRS code.

These cover AFICA, certain arbitrage bonds, certain refundings
and affects public entities like PRIDCO, PRT. A major shift will
occur in that these offerings will be targeted to the 1local
marketplace.

b) Certain other bonds from Puerto Rico, which are not strictly
public purpose, could be subject to Alternative Minimum Taxes in
the USA.

These would need higher interest coupons to make them attractive.
They would remain 100% tax free here.

Certain bonds issued in the US, subject to AMT will remain tax
free here.

Since in these last cases the rates will need be higher, local
investors will benefit.

As for the taxable Munis, these need to be studied carefully for
they seem to produce tax free interest 1locally, although be

subject to US taxation.



Therefore, to those whose projected incomes in the US allows them
to pay the AMT and still benefit from the substantially higher

rates the bonds offer, this newfangled muni bond merits

attention.



THE NEW PUERTO RICO INDUSTRIAL INCENTIVES ACT

I firmly believe the new law has the nucleous for a powerful
ecomomic stimulus to our financial markets.

The incentives to invest long and invest at fixed rates will find
its way into the regulations and help reduce the inmense
concentration of 936 funds in the very short end of the maturity
spectrum.

Given the ability for 936 Corporations to swap investments
without losing the benefits of the accrued holding period through
the use of secondary markets, this will additionally bring forth
the needed extra demand for longer term investments.

The real possibility that a liberalization of the definition of
an eligible investment will occur, should greatly help to reduce
overall rates and succeed in establishing a valid benchmark rate;
a 936 prime rate.

This liberalization would have a very major effect across our
marketplace.

I sense we shall feel these developments shortly and the
corresponding market activity will be very beneficial to Puerto

Rico, not to say to the financial community.



CAPITAL GAINS

The new sourcing rules basically state that in the sale of a
financial asset, the transaction occurs in the residence of the
seller. Thus all Puerto Rican residents will generate capital
gains occuring in Puerto Rico and will be subject only to Puerto
Rico capital gains, if the tax paid on these gains is 10% or
more.

Since Puerto Rico has capital gains of 20% maximum, versus higher
rates in the USA, there is a distinct advantage to our investors,

individual and corporate.

The situation for Savings and Loan Association, which as you know
are incorporated in the USA, eventhough they operate in Puerto
Rico, seems to be resolved to the extent these generate 80% or
more of their revenues from Puerto Rico sources. That being the
case they would be deemed to be for these purposes as residing in
Puerto Rico. Thus, capital gains subject to a 10% tax would be
deemed to occur in Puerto Rico and would add to the 80% income
being received from Puerto Rico sources.

This applies to securities sold, be they local or from outside

Puerto Rico.



We see the of local institutions and very much so the Savings and
Loan industry, increasing their trading activities to take

advantage of gains, which would become Puerto Rico source income

and be minimally taxed.



OUR _OWN TAX REFORM

During 1985 and 1986 significant steps were taken in Puerto Rico
to lower the tax impact on local tax payers and widen the tax
base.

One law reduced the maximum individual income to 50%.

The secondary effect of this was to reduce the maximum tax on
capital gains to 20%.

The law providing for the effective use of special partnership in
Puerto Rico seems have begun having a salutatory effect in
certain areas of the home building industry; while providing tax
relief to those participants.

The new inheritance law has definitely brought a new dimension to
local investments.

The tax on interest from certificates of deposits was reduced to
17% and the available deduction was increased to $2,000. What
this means is that $33,000 investment in a CD at 6% is tax free.
And, the tax to be paid on a $50,000 CD at 7% is a $255 or 7% tax

rate.



These tax benefits, which are solely available for certificates
of deposit and savings accounts, are said to have produced a
great jump in the deposit base of our local banking institutions,
about $1 billion increase.

Candidly one must accept that the success of HACIENDA's drive to
collect taxes owed on bearer certificates, obviously has also
impacted this increase in footings, since much money outside of
Puerto Rico availed itself of the sort-of-tax-amnesty offered.
But, the fact remains that by reducing taxes, savings have
increased. A good lesson to keep in perspective.

On the other hand, the competing financial instruments have had
correponding increases in their yields to maintain their
competitiveness.

Local target tax free bonds need now to provide a rate at least
equal to the after tax rate of the tax favored CD's.

This same situation has resulted in GNMA rates moving upward to
remain competitive.

Therefore, a major investment opportunity presents itself to

local investors seeking tax free instruments.



As dividends of local corporations are also tax advantaged to a
20% rate, the remaining investment vehicles need to be similarly
treated to equalize our financial markets and not create
inbalances between segments and to allow for the sorely needed
development of active local corporate fixed income markets.

What is unusual 1is that the effect of having reduced the
effective tax on CD's has not reduced the acceptable CD rates.
Had this expected phenomenon occured, the local cost of funds to
the banking community would have been further reduced and the
benefits to the 1local economy enhanced through passing the
reduction in the cost of loans offered.

The question on why the expected did not happened would seem an
interesting one to have answered.

Nevertheless, the law of gravity, I believe, will cause local
taxable rates to come down, as soon as our income taxes are
further reduced and real returns are taken into account. With
the pent up supply of savings and investments funds, which will
come about from the mainstreaming of the large underground
economy these rates should stay relatively low and stable.

This being the case, I believe local target tax free products

will also merit reduced rates and reflect good price increases.



What does this mean? That now is the time to bargain hunt. I
mean right now, because local tax rates are already lower than
last years and our financial markets are not fully reacting to
this opportunity.

As our dinamic Secretary of the Treasury has pronounced in more
than one forum, taxes will be down, and the law will be
retroactive to January 1lst, 1987.

With this good thought, I take the opportunity to say PAINEWEBBER

THANKS YOU and bid you good nite and good investing.














