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SUMMARY

 • COFINA’s dedicated income stream, based on a broad based consumption tax, offers strong 
revenue support and debt service coverage

 • Current collections are estimated to equal only 50-60% of potential collections

 • Non-impairment provisions of enacting legislation protect this revenue source

INTRODUCTION

COFINA was created in 2006 to refi nance appropriation debt of the Commonwealth of Puerto Rico 
($6.8 billion 6-30-06).  Legislation in 2009 expanded the corporate purpose to include funding of 
the Commonwealth’s defi cit through 2012 
as well as certain other needs.  Since 2007, 
COFINA (the Spanish acronym for Puerto Rico 
Sales Tax Financing Corporation) has issued 
more than $14 billion in senior and subordi-
nated debt.     

The bonds are secured by sales tax revenues 
based on the Commonwealth’s 5.5% sales 
tax (another 1.5% can be levied by local mu-
nicipal governments).  The tax is applied to 
most products and services but excludes au-
tomobiles and energy.  The Secretary of the 
Treasury has authority to establish further 
exemptions and limitations.  Certain goods 
and services may be exempted if the gover-
nor declares a state of emergency.  In 2008, 
the legislature created a three day back-to-school holiday when tax on some items was exempt.  
The annual peaks observed in the graph represent spending spikes during holiday seasons.  Col-
lections in FY 2007-08 averaged $95.3 million a month, $91.5 million per month FY 2008-09 and 
$90.8 million per month in the eleven months through May 2010.

The enabling legislation (Law 91 of 2006) requires that a Pledged Sales Tax Amount (PSTA) be 
deposited into a dedicated sales tax fund (segregated in a government account at Banco Popular).  
The PSTA is the greater of:

 • $550,264,000 beginning in fi scal 2009-2010, increasing 4% each subsequent fi scal year up 
to $1,850,000,000 in 2041 through 2057) or

 • Half of the 5.5% tax collected (2.75%)

Each fi scal year, sales tax revenues must be deposited into the COFINA account until the pledged 
amount ($550 million in FY2009-2010) is reached.  Thereafter collected taxes are transferred to 
the Commonwealth’s general fund until the Commonwealth has receved the same amount ($550 
million FY2009-2010).   Once the COFINA account and the Commonwealth have each received the 
pledged amount, subsequent revenues are split equally between COFINA and the Commonwealth.  

Monthly Tax Collections

Secured  by  an  is land wide  sales  tax ,  COFINA senior 
and subordinated bonds  represent  the  s t rongest  c redi t s 
among Puer to  Rico  issuers .

Source: GDB Puerto Rico
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Estimated Sales Tax Receipts and Debt Service

Source: PRSTFC Official Statements and Janney Fixed Income 

Estimated debt service cov-
erage for all bonds is above 
2 times based on projected 
4% sales tax growth rate.  

Security of the Bonds
Key security points include a strong additional bonds test, comfortable projected debt service 
coverage and non-impairment covenants from the Commonwealth.  The ability to issue additional 
sales tax revenue bonds is restricted by an additional bonds test, which requires the pledged 
sales tax amount to equal at least 102% of total annual debt service (principal and interest on 
outstanding bonds plus any additional bonds).  In other words COFINA can issue no more bonds 
if annual debt service would exceed the Pledged Sales Tax Amount (PSTA).  The most recent is-
sue refi nanced certain outstanding debt.  The PSTA is shown by the dark blue line on the graph.  
Except for refunding bonds, no signifi cant amount of additional bonds can be issued unless debt 
service begins beyond 2040 (the empty area below the blue line), which pretty much limits ad-
ditional bonds to zero coupon issues maturing in twenty years or more.    

Pro forma debt service coverage, which assumes sales tax revenues grow at a 4% annual rate, 
is at least 2 times throughout the life of outstanding subordinate bonds, and 5 times for the 
senior debt.  Pledged revenues cover debt service of subordinate and senior bonds 1 times and 
2 times respectively.  The solid areas of the graph show debt service requirements for the senior 
and fi rst subordinated bonds.  The top two lines show projected sales tax revenue – one assum-
ing a 4% growth rate and the other a breakeven, 1.7% growth rate.  At 1.7% sales tax growth, 
taxes collected would approximately equal annual debt service in 2041.  A growth rate of 4% is 
an underlying assumption used by COFINA in offering statements and as well as a component 
of the additonal bonds test.  We believe that longer term, a 4% growth rate is realistic based 
on combined impacts of infl ation, future economic growth and more agressive collection and 
enforcement processes.  

Another important security feature is found in the legal structure underlying the bonds.  In 2009, 
modifi cations were made to the bond resolution.  Under these strengthened provisions, the sales 
tax may only be lowered or abolished if it is replaced by a “like or comparable security” and if 
the ratings agencies have provided the bond trustee with written confi rmation that bond ratings 
would not be reduced with the substitute revenue stream.  According to legal opinions issued by 
Puerto Rico’s Secretary of Justice as well as outside bond counsel, sales tax revenues are not sub-
ject to the Commonwealth’s “clawback” provisions, keeping this revenue stream insulated from 
Puerto Rico’s fi scal problems.             
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THE SALES TAX AND ISLAND ECONOMY

The sales tax is broad based and dependent on a diversifi ed range of products and services, save for 
the more volatile auto and energy sectors.  Despite Puerto Rico’s long running economic recession, 
experienced over the past three years, sales tax collections are relatively stable.  Recent estimates for 
the amount of uncollected tax range from 40% to 48%.  The Commonwealth’s Treasury Department is 
in the process of implementing systems and programs designed to improve enforcement and increase 
collections of the tax.  This includes a point of sale system and other technology solutions to enable 
the Treasury to better track and collect the tax. 

Although COFINA’s revenue stream is not subject to a clawback from the Commonwealth, the gen-
eration of sales tax is inextricably linked to the island economy.  The ratings for the senior and 
subordinated bonds are strong, refl ecting the security features mentioned, but the credit quality is 
impacted by the Commonwealth’s credit, refl ected by the A3/BBB- rating of Puerto Rico’s general 
obligation debt.  The island’s GNP declined an average 2.6% in fi scal years 2007, 2008 and 2009.  
In March, the Puerto Rico Planning Board revised its projection for GNP from growth of 0.7% in FY 
2010 to a 3.6% decline.  GNP growth, including the negative numbers of the past three years, has 
averaged 1.6% since 1990.

TRADING AND YIELDS

COFINA bonds have been issued in a variety of structures including zero coupons and convertible 
zero coupons, as well as senior and subordinate bonds.  Interest on most of the senior lien bonds is 
subject to federal income tax while most of the fi rst subordinate bonds are tax exempt.   The 2007 
and 2008 series, which primarily refi nanced appropriation backed debt, were issued as taxable bonds, 
since there are restrictions on using tax free bonds for refunding purposes.  The proceeds of the tax 
free bonds, issued in 2009 and 2010, were used to fund the Commonwealth’s budget defi cit.  

The graph below looks at yields based on trades of the January new issue of 5.375% fi rst subordinate 
bonds (A1/A+/A+) maturing in 2039, as reported by the Municipal Securities Rulemaking Board 
(MSRB), compared to Municipal Market Advisors’ (MMA) thirty year AAA concensus yields.  The trend-
line shows that trading yields fell slightly while benchmark yields fi nished modestly higher.  

J A N N E Y F I X E D I N C O M E S T R A T E G Y
JU N E 29, 2010

Source: Janney Fixed Income Strategy, MMA, MSRB; 

Trading Yields vs AAA MMA Benchmark

Recent estimates for the 
amount of uncollected tax 
range from 40% to 48%.

4.00%

4.50%

5.00%

5.50%

6.00%

1/28 2/22 3/19 4/13 5/8 6/2

PRSTFC 5.375% 39

AAA 30 Year

Linear (PRSTFC 5.375% 39)



JANNEY MONTGOMERY SCOTT

www.janney.com

© 2010 Janney Montgomery Scott LLC

Member: NYSE, FINRA, SIPC

COFINA  •  PAGE 4

J A N N E Y F I X E D I N C O M E S T R A T E G Y
JU N E 29, 2010

COFINA is the strongest 
Puerto Rico issuer from a 
credit standpoint

Yield information from MSRB is volitile and includes some signifi cant outliers as is evident from the 
graphs.  Given the unique triple tax free nature of Purto Rico debt (interest exempt from state and 
local income taxation) and the strong credit quality of these issues, we believe recent spreads refl ect 
fair value.

CONCLUSION

COFINA is the strongest Puerto Rico issuer from a credit standpoint.  The sales tax revenue bonds 
have a secure foundation, based on a broad based sales tax and a strong legal framework, includ-
ing an additional bonds test, which limits the potential of additional bonds being issued to share in 
the sales tax revenue stream  The rating agencies see this credit as stronger than Puerto Rico’s GO 
debt, although ultimately, like GO debt, the credit strength of COFINA is dependent on the island’s 
economic prosperity and related consumption expenditures.  The senior issues, primarily taxable, have 
extremely strong debt service coverage, 2 times by pledged revenues and 5 times by projected sales 
tax revenues.  The fi rst subordinate debt is also well secured with projected sales tax revenues cover-
ing debt service 2 times and pledged revenues, by design, covering maximum annual debt service 
1.02 times. 

Investors seeking state tax exemption using mid investment grade taxable or tax free municipal bonds 
should consider investment in COFINA bonds based on recent trading levels.

INFORMATION FOR THIS REPORT WAS OBTAINED FROM A VARIETY OF SOURCES INCLUDING MOODY’S, STANDARD AND POOR’S, OFFICIAL 
STATEMENTS, COMMONWEALTH PROVIDED FINANCIAL REPORTS AND OTHER SOURCES.  

ANALYST CERTIFICATION

I, Alan Schankel, the Primarily Responsible Analyst for this report, hereby certify that all of the views expressed in this report 
accurately refl ect our personal views about any and all of the subject sectors, industries, securities, and issuers. No part of 
my compensation was, is, or will be, directly or indirectly, related to the specifi c recommendations or views expressed in this 
research report. 

DISCLAIMER

Janney or its affi liates may from time to time have a proprietary position in the various debt obligations of the issuers men-
tioned in this publication.

Unless otherwise noted, market data is from Bloomberg, Barclays, and Janney Fixed Income Strategy & Research (Janney FIS).

This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, distributed, or 
published by any person for any purpose without Janney’s express prior written consent.

This report has been prepared by Janney and is to be used for informational purposes only.  In no event should it be construed 
as a solicitation or offer to purchase or sell a security.  The information presented herein is taken from sources believed to be 
reliable, but is not guaranteed by Janney as to accuracy or completeness.  Any issue named or rates mentioned are used for 
illustrative purposes only, and may not represent the specifi c features or securities available at a given time.  Preliminary Offi cial 
Statements, Final Offi cial Statements, or Prospectuses for any new issues mentioned herein are available upon request.  The 
value of and income from investments may vary because of changes in interest rates, foreign exchange rates, securities prices, 
market indexes, as well as operational or fi nancial conditions of issuers or other factors.  Past performance is not necessarily a 
guide to future performance. Estimates of future performance are based on assumptions that may not be realized.  We have no 
obligation to tell you when opinions or information contained in Janney FIS publications change.  

Janney Fixed Income Strategy does not provide individually tailored investment advice and this document has been prepared 
without regard to the circumstances and objectives of those who receive it.  The appropriateness of an investment or strategy 
will depend on an investor’s circumstances and objectives.  For investment advice specifi c to your individual situation, or for 
additional information on this or other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor.


