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Black Swan Events
An event or occurrence that deviates beyond what is normally expected of a situation and that would be extremely difficult to predict. The name derives
from the shock that Europeans experienced when they discovered black swans in Australia. Until then, all swans were believed to be white. A black swan in
markets can have truly catastrophic and unpredictable effects when they do happen.
FT.com/Lexicon

Uncertainty, Risks, and the “Black Swans”:
prospects for 2017
By Economic Analysis and Policy Division, Estudios Técnicos, Inc.

This paper presents an overview of the worldwide and local economic
growth prospects for 2017 and beyond. It begins with a discussion of the
key concerns of 2017: risk and uncertainty, as well as possible “Black Swan
Events” and their possible impacts on economic growth. The discussion
is developed in the following key areas: 1) External Economic Context, 2)
Global Policy Context, 3) Global Economy and Prospects for Growth, 4)
US economy, and 5) Puerto Rico’s Economy.

Black Swans in the title refer to events that are totally unexpected and
have major consequences when they do occur. Recently, Brexit and
Trump’s election would probably qualify as such. In Puerto Rico’s recent
history the oil embargo in the early seventies was a major unexpected
event that had drastic effects on the economy. The point of mentioning
Black Swan events in this paper is that much of what is forecast will be
changed by such events, by what are known as the “unknown unknowns”
coming into play.

Introduction
In its introduction to its January report on global economic prospects,
the World Bank characterized the panorama in 2017 for the global
economy as “Stagnant trade, subdued investment, and heightened policy
uncertainty marked by another difficult year for the world economy.” To
these trends we should add the “Black Swans” that could, as mentioned,
change the predicted scenarios.
A similar and complementary view to that of the World Bank is presented
in a very prescient report by ESPAS (European Strategy and Policy
Analysis System), published in 2013, where the following statements are
made as to its objective:2

The world is experiencing change at a speed and with an intensity that
is unprecedented. Countries, institutions and policy makers across the
globe find themselves increasingly reacting to the consequences of
these changes rather than shaping the changes themselves. There is
recognition on the part of governments, international organizations
and the private sector of the need to develop a capacity for foresight in
order to identify major global trends, assess their potential impact and
fashion policy-making.
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To state, in today’s context, that Puerto
Rico faces daunting economic challenges,
with strong downside risks along the way,
would be an understatement. The economic

performance and trends of the past ten years
have been the worst since there is official
economic data (1950), and no improvement

can be expected, at least for the next three to
five years, before prospects start to change for
the better.

DRIVERS OF GLOBAL GROWTH
zz

The world will be richer, older and with somewhat smaller differences in GDP
per capita across countries by the year 2030, but with increasing income inequalities within countries, which could lead to social and political instability.

zz

Global population might peak by 2030, and then start to decline. By that year
world population will reach 8.3 billion.

zz

Between 1970 and 2016 global GDP growth has almost doubled, with average
world GDP per capita, growing from around $5,000 to over $10,000. The projected growth for 2030 sees world per capita GDP growing to around $14,000.

zz

The relative weights of today’s advanced economies will diminish by 2030,
as the emerging market economies continue to catch-up, mostly by India and
China.

zz

China’s economy has experienced rapid growth, starting behind India in the
1970s, overtaking in the mid 1980s and thereafter consistently growing into a
more dominant global economy. China will continue growing. India’s growth
has been much slower than China’s, but is predicted to increase over the next
decade.

zz

The poorer economies continue to lag behind and Latin American growth will
continue to lag behind Asia.

zz

Newer drivers, such as intangible knowledge intensive assets and capital, as
well as social innovation, have the potential of becoming more and more key
sources of economic growth.

External Economic Context
For our analysis, the external economic context
has been divided into two main components
(KPMG International, 2014): the U.S. economy,
and the global economy (See Figure 1). On
aggregate, both are expected to have a direct
impact on the local economy and government.
Three key components will be of particular
importance with respect to the US:
1) economic growth prospects, and whether
they will be realized;
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2) the new landscape of expected federal
policies; and
3) how the new Federal Administration will
manage important topics in the domestic
and international contexts.
On the global perspective, several trends can
be identified, among which some of the most
important are:
1) Increased uncertainty about policy
direction, and tension in the U.S.-European
relationship (Witte, Birnbaum, & Macauley,
2016);
2) Shifts in international trade and finance;
3) Changes in the demographic composition
of developing and developed nations;
4) Changes in economic interconnectedness, a
key component of globalization – according
to some analysts, a significant slowdown in
globalization is expected;
5) Climate change;
6) Growing income inequality;
7) Anemic growth in advanced economies
(excluding the US);

Increased uncertainty about policy direction
Stagnant global trade
End of globalization?
Demographics, and with it increasing health expenditures
Economic interconnectedness
Climate change
Public debt
Growing income inequality
Government adjusting to a new economic world order
Anemic growth in advanced economies
U.S.-European relationship

Sources: KPMG (2015). Future State 2030, pp. 2-3;The World Bank (2017); Estudios Técnicos, Inc.

8) Uncertainty and tension within the
European Union after Brexit with potential
global implications.
All of the above represent potential downside
risks to growth and stability in the global
economy in the near future. The current
constraints in the fiscal situation of Puerto Rico’s
central government and the long-standing
contraction in economic activity make global
trends particularly unsettling. Puerto Rico has
very little margin to deal with the consequences
of a global economic meltdown or major
changes in trade flows, technology and
commodity prices.
In today’s context, Puerto Rico faces critical
economic challenges, with strong downside
risks. As previously mentioned, the economic
performance and trends of the past ten years

2

have been the worst since official economic
data exists (1950), and no improvement is
expected for at least the next three to five
years. The prolonged contraction has had
deep structural impacts that will require
reconstruction of not only physical, but also
social and institutional infrastructures.
Although Puerto Rico is a fully integrated region
within the U.S. economy, the trends and policy
changes at the global level will have an impact,
directly and indirectly through its impacts
on the U.S. economy, and will require new
governance models and economic strategies.
With the government having to adopt a
more outward focus and a different inward
perspective on the role and size of the public
sector, understanding the global scenario is
essential in developing strategies to deal with
possible changes in it.
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Global Trends and Risks
Going back to Figure 1, some of the key trends
are described in the following paragraphs.

Inequality
Global income inequality is one trend that
has become a highly explosive political and
social issue and, for some analysts, explains
not only the Brexit event, but also Trump’s
election, the Sanders movement in the U.S.,
Podemos in Spain, Le Pen in France and the
Five Star movement in Italy. What has been
looked upon as a social matter, has become
a driver of major political transformations.
In terms of aggregate economic activity,
inequality depresses demand and introduces
volatility in markets. In the face of stagnating
wages, households rely increasingly on debt
to maintain their lifestyles, and this introduces
volatility in the system, particularly in a stagnant
economy. Moreover, there are strong links
among inequality, poverty, and opportunity,
with the number one factor driving inequality
in the U.S. being the growth in poverty.3 A report
by the charity Oxfam released this month, has
found that eight men now hold as much wealth
(Net worth) as the 3.6 billion people who make
up the world’s poorest half, highlighting the
stark inequality in global income.

Health as a Global Concern
Health conditions and expenditures figure
among the top economic considerations
in many economies today, as spending is
increasing at a rapid pace. Spending on
medicines, in particular in advanced economies,
has been advancing at a spiraling rate. Linked
to this are the challenges in funding access
to them, in particular with slowing economic
growth and limited revenues, both at the
personal and public levels. The issues of pricing,
access and priorities represent challenges
worldwide, and Puerto Rico is not exempt from
these trends. In fact, health sector concerns
are central to dealing with the Government’s
fiscal problem.
According to a recent study by the QuintilesIMS
Institute (2016):
•

through 2021, “only modestly faster than
population and demographic shifts, but
driven by very different factors around the
world” (See Table 2).
•

Global medicine spending will reach nearly
$1.5 trillion by 2021 on an invoice price
basis, up nearly $370.0 billion from the 2016
estimated spending level. Yet, spending
growth is slowing in 2016, declining from
nearly 9% growth in 2014 and 2015 to just
4–7% CAGR over the next five years.

•

Spending on medicines will grow primarily
driven by newer medicines in developed
m a r ke t s a n d i n c re a s e d vo l u m e i n
pharmerging markets.6

•

The U.S. will continue as the world’s largest
pharmaceutical market, and pharmerging
markets will make up 9 of the top 20
markets. China will continue as the #2
market, a rank it has held since 2012.

The total volume of medicines consumed
globally will increase by about 3.0% annually

Table 1
Gini Index - 2015

Puerto Rico is not exempted from this problem.
Measuring inequality with the Gini Index,
we can observe in Table 1 how Puerto Rico
compares to the other U.S. jurisdictions. It
has the highest index (0.56), reflecting a gap
in terms of income distribution with that of
the other jurisdictions.4 Only Washington, DC
comes close to Puerto Rico in the Gini Index.

Public Debt
While the very uncertainty generated by
internal conditions such as the “fiscal cliff”,
present at the beginning of 2017, poses a
daunting challenge by itself, global conditions
introduce new and different dimensions and
potentially even greater challenges. These are
discussed in the section titled Prospects for
Growth in the Global Economy.

Table 2
Key Region and Country Pharmaceutical Spending and Growth to 2021

In the case of public debt at the global level, a
2015 report by the McKinsey Global Institute
highlights what by 2015 was the situation with
respect to global debt: “Global debt has grown
by $57 trillion and no major economy has
decreased its debt-to-GDP ratio since 2007.
High government debt in advanced economies,
mounting household debt, and the rapid rise
of China’s debt are areas of potential concern.”5
Puerto Rico’s debt is very different from the
sovereign debt that underlies much of global
debt. Nevertheless, how the latter is dealt with
will probably have an impact on how Puerto
Rico’s debt is handled and an eventual solution
reached.

Continued on page 4
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The Black Swans
As mentioned a Black Swan event is an event
in human history that was unprecedented and
unexpected at the point in time it occurred.
Detecting and analyzing Black Swan events
helps to gain a better understanding of certain
events throughout history and the effects they
had. A Black Swan event requires two principal
characteristics: It is unpredictable; and it has
massive impacts. International Monetary Fund
Director Christine Lagarde, speaking at a panel

discussion on the global economic outlook at
the World Economic Forum early this year in
Davos, said the world should gird itself for more
of these Black Swan events in 2017.
Together with income inequality, climate
change is among the key Black Swan risks.
Climate change is expected to worsen the
outlook for the availability of food, water, and
energy, as the demand for them will increase
due to the rise in population and in consumption
patterns in emerging economies, in particular

in the less developed ones. Demand for food is
expected to rise at least 35.0% by 2030 while
demand for water is expected to rise by 40.0%.8
As risks to the world economy remain on the
downside, including lackluster global growth,
there are also potential upside risks that have
to be factored in, for example a rationalization
of the oil markets providing greater stability and
predictability to such markets. Table 3 includes
some of the most relevant events that could
have an impact on 2017 and beyond.

Table 3

The Nature of Risk

Table 4

Risks and higher uncertainty will be common
denominators not only for this year but
afterwards. It is a situation in which some kind of
loss is possible. Economic risk is the chance that
macroeconomic conditions like exchange rates,
government regulation, or political stability, will
affect the economy or a sector. A global risk
is defined in this paper as an occurrence that
causes significant negative impact for several
countries and industries over a time frame of
up to 10 years. A key characteristic of global
risks is their potential systemic nature – they
have the potential to affect an entire system, as
opposed to individual parts and components.9
For very open economies risk assessment and
risk management must be an integral part of
economic policymaking. This holds in general
but is particularly important in highly volatile
global conditions that prevail at the moment
and will likely remain for many years.
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Global Interconnectedness

Figure 2

other hand, intensity of services trade has
risen steadily since 2010, although growth
stalled in 2015.

Global Connectedness, Depth, and Breadth
Interconnectedness in a globalization
scenario occurs through different channels:
trade, investment, financial transactions,
population movements, technology transfers
and communications. During the past two
years some analysts and commentators
have speculated whether, given current
economic and political trends, globalization
is “dead”. Brexit has, of course, motivated
much discussion along these lines, but the
death of globalization has been mentioned
for many years. Indeed, signs of deceleration
were evident before Brexit. The growth of
global gross domestic product (GDP)—one
of the traditional metrics of globalization—fell
from a high of 6.0% in the 1960s to 3.0% in
2015. And foreign direct investment (FDI) as a
share of total investment has been declining
even as total global investment has increased
(Bhattacharya, Bürkner, & Bijapurkar, 2016). This
has led some analysts to reach the conclusion
that globalization trends are reversing.
However, some trends point to the contrary.
According to DHL Global Connectedness Index
2016 (Ghemawat & Altman, 2016), the following
trends characterized globalization in 2015:
•

The world’s overall level of global
connectedness actually exceeded its 2007
pre-crisis peak during 2014. Although it is
not advancing as rapidly as it was before

•

The world’s overall level of global connectedness surpassed its precrisis peak during 2014. In 2015, its post-crisis expansion slowed but
the available evidence does not indicate another reversal during the
period analyzed.

the financial crisis, the Index suggests that
globalization has not gone into reverse,
but rather decelerated in 2015. The Index
indicates that the world was 8.0% more
connected in 2015 than in 2005; the
available evidence does not indicate that
another reversal took place over the period
analyzed.
•

A key factor in decelerating interconnectedness was trade, particularly the rising
proportion of services in world output.
Trade of merchandise (In US dollars) fell
13.0% between 2014 and 2015, and their
share as a percent of world GDP fell from
24.4% to 22.5% over the same period. On the

The digital revolution will drive even greater
global connectedness.

The report (Bhattacharya, Bürkner, & Bijapurkar,
2016) concludes “Looking forward, the future
of globalization is shrouded in great ambiguity,
and depends critically on the choices of
policymakers around the world.” Globalization
will undergo changes that are already starting.
According to the researchers, “the old model
of globalization is giving way to a new one
based on new forces, digital technologies and
decentralization, which implies rethinking the
location and design of their plants and supply
chains.”
What is undeniable, however, is the fact that
globalization has taken a very different turn
from what was expected a few years back. The
global economic center of gravity has shifted
towards Asia and the Pacific and away from an
Atlantic centered view that saw globalization
as an extension of the U.S. and European
economies to the rest of the world. This, of
course, has important implications for an open
economy such as ours that will depend on
external markets and external investment in
the coming years. The Trump Administration’s
America first focus will intensify this trend for
obvious reasons.

Prospects for Growth in the Global Economy
According to the World Bank January 2017
Global Economic Prospects, subdued growth
and shifting policies are to heighten uncertainty
in 2017. Growth in emerging and developed
economies is expected to pick up, but with
the downside risks mentioned in the previous
section. It is clear that growth in 2017 will
depend heavily on key decisions taken by new
Administrations in the US and other advanced
economies. Uncertainty regarding these
policies will remain for most of the year and
impact growth prospects.

World GDP and Worldwide Economic
Outlook
In its update to its World Economic Outlook
(WEO) this month, the IMF (International
Monetary Fund, 2017) projects that global
growth will rise to a rate of 3.4% in 2017 and 3.6%
in 2018, from a 2016 rate of 3.1%, mostly from
improved prospects in large emerging and low
income economies (See Table 5). Yet, the Fund
warns of a “wider dispersion of risks, tilted to the
downside, as uncertainty has risen.” The IMF
warns that a return to isolationist trade policies

and protectionism are a serious downside risks
to global growth.
On the other hand, in the opinion of The World
Bank in a January report, the tax cuts proposed
by Trump “could jump-start global growth.” U.S.
growth could accelerate to as much as 2.5% this
year and 2.9% in 2018, the World Bank estimates
if the Trump administration follows through on
a pledge to cut the corporate income-tax rate
from 35.0% to 15.0%, and slash individual rates.
World economic output in 2017 will, of course,
depend to some extent on economic policies
in the U.S., although the U.S. influence on global
trends is less now than in the previous decades.
Uncertainty still characterizes President
Trump’s Administration in this regard, and his
views on international trade and economic
issues are generally thought to be contrary to
widely held views on such issues. Regardless of
the final outcome, these policies, as mentioned
previously, will have a significant impact on the
world economy.
In Europe, the European Union (EU) faces
“Brexit” and the triggering of Article 50 of

the Lisbon Treaty, that defines the process of
leaving the EU. The UK must now begin to
negotiate not only its exit from the EU, but also
new trade agreements with both the EU and
non-EU countries.
Chinese growth is reported to have slowed
slightly to 6.7% in 2016. Growth is concentrated
mainly in services as industrial production
began to stabilize and generating internal
demand assumed a larger role. As reported
by the World Bank, this is part of a current
worldwide economic rebalancing. This
has led to strong consumption growth as
investment growth continued to decelerate.
The International Monetary Fund (IMF) projects
economic growth for China at 6.5% for 2017
and 6.0% in 2018.
Emerging markets’ economic growth was
slightly below expectations, partly due to weak
global trade and slowing demand in developed
economies. Growth prospects remain positive
for emerging economies at 4.5% for 2017 and
4.8% in 2018.

Continued on page 6
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Table 5

US Economy & Outlook
Figure 3

Uncertainty will prevail during 2017, as
significant changes in the Affordable Care
Act (i.e. “Obamacare”), international trade,
taxes, and immigration policies are expected.
The Trump Administration has proposed
significant changes in foreign and domestic
policy in its effort to improve the conditions
of the American middle class – or, to use
the President’s phrase, “Make America Great
Again”. The Administration has yet to put
forth any concrete plans to implement its
economic policies, leading to uncertainty in
many sectors. Some key areas in which much
uncertainty prevails include tax policies, dealing
with international trade agreements (although
the U.S. will not sign the TPP accord) and the
potential for intervention with Federal Reserve
operations.
The President and the Republican majority of
Congress have made repealing and replacing
“Obamacare” their priority in 2017. However,
the details of how this will be done are yet
unknown. This is expected to be a long process,
as repealing “Obamacare” without replacing it
could have a significant negative impact on the
economy and the low income population. Given
the complex nature of this law, it is unlikely that
these changes will be achieved as fast as the
Administration expects.
The Trump Administration has already made
clear that in matters of international trade,
they will attempt to renegotiate NAFTA and
other trade agreements deemed “unfair” for
the US. The President is also likely to follow
through on his pledge to declare China a
currency manipulator (Welsh, 2017) due to the
country’s past efforts to push down the value
of the yuan. The President has also threatened
to use tariffs as a means to reduce Mexican
and Chinese imports. This could have severe

Global Connectedness, Depth, and Breadth

consequences for the US economy, as both
countries represent the second and thirdlargest U.S. export markets after Canada and
could retaliate.
The changes proposed for the corporate tax
code, originally introduced in June of last year
by House Republicans, would convert the
current corporate income tax code into what
is known as a destination-based cash flow tax
(Pomerleau & Entin, 2016). A key provision of
the new business tax is that it would be “border
adjusted.” A border-adjusted tax falls unequally
on domestic and imported goods, serving
as a disincentive for corporate spending on
foreign goods and investing in productive
capacity to generate exports to the U.S. What
is almost certain to occur is a major thrust in
Chinese investments in Latin America and the
Caribbean and further efforts by countries
such as Mexico, Colombia, Peru and Chile
to strengthen their links with China. There is
already in place an Agreement among these

6

countries called the Pacific Alliance, created for
exactly this purpose.
With respect to immigration, the Administration
is prepared to go forward with its plan to build
a wall on the Mexican border, the cost of which
is expected to be in the billions. Funding for this
measure must be approved by Congress, and
building the wall would likely take years. One
of the few certainties in the coming months
is that Congress will have its hands full as it
considers the President’s proposals, many of
which are not part of the Republican Party’s
long held positions.
The uncertainty generated by significant
changes in US policy could have a negative
impact on the U.S. economic recovery, that
saw significant improvement in 2016. In the
third quarter alone real GDP grew by 3.5%, and
projected growth is expected to surpass 2.0%
over the next year.
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Puerto Rico Economy & Outlook
Puerto Rico will likely suffer several more
years of economic contraction and population
loss before a sustained economic recovery is
underway. This is partly due to the fact that
reconstructing the economy will require more
time than simply putting in place marginal
initiatives to reactivate the economy. The
new Administration will likely spend 2017
implementing budget cuts and managing debt
negotiations. A fiscal plan by the Government
is due no later than February, and must detail
the Administration’s strategy to deal with the
current economic crisis and return the Island to
balanced budgets. The plan must be approved
by the Fiscal Oversight and Management Board
(FOMB) by mid March 2017.
In a recent letter from the FOMB, the
Administration was informed that the Board
will likely extend its deadline for submitting the
fiscal plan to late February, as well as the stay on
lawsuits against the Commonwealth, so long as
the Governor takes into consideration certain
recommendations. At its January 28 meeting
the FOMB agreed to both requests with the
conditions mentioned.
These were:
1.

Reduce non-essential services through
consolidation and headcount reduction
by $900 million.

2.

Eliminate subsidies to Municipalities,
approximately $400 million.

3.

Centralize procurement to save at least
10% on goods and services, $200 million.

4.

Reduce healthcare spending by $1 billion
by reducing benefits and/or coverage, cost
sharing and procurement.

5.

Reduce Government transfers to the UPR
by $300 million by increasing student to
professor ratios and raising tuition while
implementing a means-based approach
to financial assistance.

6.

Reduce pension costs by $200 million.

7.

Finally, extend Act 154 and improve
tax compliance, which would allow the
Commonwealth to enhance revenue by
$1.5/$2.0 billion.

The FOMB’s recommendations aim to balance
the Commonwealth’s budget by fiscal 2019. If
adopted, these measures would have a severe
effect on economic growth in the short term.
It could also lead to, according to opponents,
increased migration and social unrest. Estudios
Técnicos, Inc’s economic forecasts for 2018 and
2019, which take these recommendations into
account, point to an economic contraction of at
least 4.4% and 4.5% respectively (see Figure 4).
In an attempt to promote new businesses in
Puerto Rico, the Governor has signed into law

a labor reform bill, arguing that it would make
the Island more competitive. The proposed
reform extends the probation period to a year
and reduces the rate at which employees
accumulate vacation days. It also eliminates
business opening and closing hours on Sunday,
increases the number of hours for part time
labor to be considered as such, and a number
of other measures aimed at making the labor
market more flexible.
Many analysts believe that the reform will
have little impact on the economy, with few
jobs created as a result. The accumulated
job loss in Puerto Rico from 2007 onwards
exceeds 153,000 salaried non-agricultural
jobs, and is poised to continue growing in
the coming years (see Figure 5). Both private
and public employment have declined almost
constantly since 2011. If the Commonwealth
implements the FOMB’s recommendations,
public employment will decline further. The
private sector will be unable to absorb these
new unemployed, given the state of the
economy. This would likely lead to an increase
in migration to the US, as job prospects on the
Island continue to deteriorate.
Population loss, mainly through out-migration,
is a serious drag on the economy and will,
as mentioned, continue for at least the next
decade. Roughly 50% of migrants from
the Island were below the age of 25. This
explains in great measure the rapid aging of
the population. Figure 6 illustrates the loss of
population between 2000 and 2025.

Figure 4
Puerto Rico Real GNP

Figure 5
Net Losses in Nonfarm Salaried
Employment (2007-2016)

Figure 6
Population 2000-2025

Given this economic outlook, Puerto Rico will
likely continue its economic contraction at
least until the end of this decade and possibly
into the next one. A restructuring of the
debt and dealing with the needed changes
in the organization and size of government
are essential steps for an economic turn
around. A coherent strategy for economic
development, now lacking, must be designed
and implemented if a sustainable long-term
recovery is to take place.

Federal Policies
The U.S. government exerts considerable
influence on the Puerto Rican economy,
through its two basic policy instruments:
Monetary policy and fiscal policy.
The first is implemented by the Federal
Reserve Board. The second, fiscal policy, is the
one more directly relevant to Puerto Rico. It
establishes, as determined by the Congress
and the Administration, expenditures, taxation,
regulations, and non-defense investment.10
Federal policies have a direct impact on
P.R.’s economy mostly through expenditure
decisions, but also through its tax policies.

For instance, federal transfers to Puerto Rico
represent 23.0% of the consolidated budget,
and in excess of 17.0% of disposable personal
income. Overall, these expenditures represent
about 25.4% of the Island’s GNP.
Puerto Rico is no different from the states.
According to a report from the Pew Charitable
Trusts (The Pew Charitable Trusts , 2016), federal
dollars made up a bigger proportion of states’
revenue from fiscal year 2009 to 2012 than
at any other time in the past 50 years. After
peaking at 35.5% in fiscal 2010, the share fell
Continued on page 8
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back within its historical range in fiscal 2013, to
30.0%, with Mississippi and Louisiana having
the biggest proportion, over 40.0%.

Figure 7
Growth in Federal Spending and Transfer
Payments

In terms of the composition of federal
expenditures, the share of federal spending in
transfer payments and other welfare payments
has increased from 14.4% in 1957 to 51.4% in
2000 rising to 61.0% in federal fiscal year 2015.11
The increase, though, reflects mostly the rise
in Social Security and Medicare spending, and
the decline in GDP during the recession of
2007/2009.
Puerto Rico has to face the fact that growth in
federal spending has declined and that future
growth cannot depend on an increase in such
funds. During the period 2000-2006, total
federal spending increased at a compound
annual rate of growth of 6.2%, while transfer
payments increased at a higher rate (See Figure
7). In the following period (2006-2015), that
includes the recession (2007-2009), growth
of expenditures slowed to 4.1%, with that of
transfer payments below the growth of total
spending. In the past six years (2010 – 2015),
the annual growth of total spending declined
to 1.3%, as did spending on transfer payments,
below the growth levels at the beginning of the
past decade. The higher increase in transfer

payments reflects, as mentioned before, the
increases in Social Security and Medicare
payments.12 With the new administration,
spending priorities will change, probably
emphasizing defense and infrastructure
investment.
Federal tax policies will have a major impact
on Puerto Rico’s promotional strategies and
internal tax policies. Thus, an extension of
local Law 154 could trigger changes in the
IRS’ treatment of U.S. firms operating in the
Island. Likewise, to the extent that the Trump
Administration lowers federal taxes and puts in
place tax incentives for stimulating the return of
funds held abroad, Puerto Rico’s attractiveness
is reduced. There is, at the moment, a great
deal of uncertainty on exactly how tax policies
will develop and what impact they have on
Puerto Rico.

Department, a number of key findings resulted
that will characterize Puerto Rico’s evolution
in the study period. These findings were the
following:
1.

In a general sense, the economy will
undergo several transitions during
the period that are dependent upon
institutional, demographic, and economic
variables beyond our control.

2.

The baseline scenario contemplates a
contraction period in the years 2016 to
2020, followed by stabilization from 2021
to 2025 and finally resuming a growth path
from 2026 to 2030. The economy is not
expected to recover to the 2006 real GNP
pre-recessionary levels until 2034.

3.

The optimistic scenario contemplates
readjustments from 2016 to 2020, followed
by a recovery period from 2021 to 2025,
and finally a growth phase in the 20262030 period. The economy will recover to
its pre-recessionary (2006) levels in 2029.

4.

The pessimistic scenario assumes a lost
5-year period from 2016 to 2020, during
which basically the current deterioration
trends continue and/or intensify. The
following period (2021-2025) is one of
structural readjustments, where the
economy undergoes major shifts before
entering into a stabilization period from
2026 to 2030. The pessimistic scenario
delays economic recovery by 7 years with
respect to the baseline scenario.

5.

GNP growth will fluctuate from an average
decline of between 1.4% and 2.2% for the
2016-2020 period to growth between
1.0% and 3.4% for the 2026-2030 period.
In all cases save the optimistic scenario,
the economy by 2030 is expected to be
smaller than the economy in the last prerecessionary year (2006).

6.

The population is expected to fall in
all scenarios. In the optimistic one, it is
expected to be around 3.3 million. In the
baseline scenario, population is expected
to reach 3.14 million inhabitants. The
pessimistic scenario assumes a population
of 2.9 million by 2030, a decline of more
than 600,000 inhabitants from 2015.

7.

The unemployment rate is not expected
to lie below the historical minimum of
10.0% by 2030. Even with the current
demographic trends and the significant
transformation of the economy and
labor market, the current unemployment
rate still remains above the 10.0% mark.
Unemployment is expected to increase
from 2016 to 2020 as the public sector
continues decreasing and significant
o u t m i g ra t i o n o f t h e wo r k i n g -a g e
population remains.

Looking Forward
Where will the economy of Puerto Rico be
by 2030? By that time it is estimated that
the Island’s share in the global GDP will have
declined, from 0.12% in 2015 to 0.11% in 2030
(See Table 6). It will remain in essence static,
but the share is well below that of 0.19% in
2000. A similar trend is expected for some
of our traditional competitors – Singapore,
South Korea, and Ireland. On the other hand,
in the case of the Dominican Republic, our
biggest and most important competitor in the
Caribbean, and Colombia, their share in global
GDP is expected to increase by 2030. Obviously,
China’s surge has impacted the shares of other
economies.

P.R. 2016-2030
Estudios Técnicos, Inc. recently completed a
study on possible scenarios for Puerto Rico’s
economy until 2030. In that report, sponsored
by the Economic Development and Commerce

Table 6
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11.

Policy and institutional framework reforms
are assumed to be enacted at differing
times in the scenarios, as these remain
necessary to shift the economy away
from the spiral of economic contraction,
emigration and job loss.

12.

Assuming the total requirements of fixed
capital investment in the island to be the
average during fiscal years 2000 to 2004
(27.9% of GNP), none of our scenarios
point to an increase in the Growth Fixed
Capital Investment (GFCI) share anywhere
near that level. The highest share of GFCI
to GNP was estimated to 18% by 2030.
The potential growth of our economy will
continue to be led by consumption and
government expenditures even by 2030.
Infrastructure requirements will not be
fully met.

13.

Even with economic reforms in place, the
growth path for Puerto Rico’s economy
is likely to take longer than 2030 to
achieve full recovery. Only in the optimistic
scenario does the economy return to the
GNP level in fiscal 2006 by 2030, the last
pre-recessionary year. In the pessimistic
scenario, economic growth to fiscal 2006
levels is not expected until 2041, shifting
the growth period by more than a decade
with respect to 2030. For the baseline
scenario, parity with the 2006 GNP level
is achieved in 2034, as reflected in the
following graph.

Strategies
The idea behind this project was to develop
approaches for economic development
policies for an economy that will be smaller
and with a smaller population and that can be
characterized as a very open economic system
and a regional economy of the United States. A
number of strategies were recommended and
are mentioned as follows.
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10. The expected challenges in the labor
market and changing occupation
structures in labor demand place much
greater emphasis upon lifelong learning
and increasing individual skills.

Baseline Scenario -- 3% Growth Assumed from 3031 Onwards
GNP (millions of 1954 $)

2007

Employment in mid-level wage
occupations has declined, whereas
employment in higher-wage occupations
has been increasing. Particularly, jobs
in computer and mathematics related
occupations that increased at a 3%
compound rate between 1999 and 2015.

Figure 8
Time Required to Reach Fiscal 2006 GNP Levels

2006

9.

The labor force participation rate will
remain stationary until at least 2025, when
the current demographic trend is expected
to recede. The aging population and the
composition of the labor force will continue
to impose significant downward pressures
upon the potential labor participation. By
2030, labor force participation is expected
to fluctuate between 38.1% and 42.9%.

2005

8.

Sources: PR Planning Board (2016). Statistical Appendix (Various Years).
Estimates by Estudios Técnicos, Inc. (2016).

Outward orientation – Effective global
insertion was found to be a key factor in
reconstructing economies. This means having
the capacity to manage not just export
activities as traditionally defined, but also
other means of global insertion, including
technology and knowledge transfers, supply
chain management, within boundary exports,
and other channels for integrating the economy
with global trends.
Strengthening Internal linkages – To the
extent that internal linkages between different
economic activities are strengthened, the
economy is provided with greater stability
as production systems substitute production
lines as the key defining characteristic of the
industrial economy. To the extent that value
chains in productive systems are localized,
multiplier effects on employment and income
are enhanced. Achieving such linkages,
necessary in a small economy, requires careful
planning and strategizing since they are
particularly difficult to achieve in an economy
that has contracted deeply .13
Mobilizing stakeholder integration – This
has been a salient feature in some of the cases
examined and is particularly important in order
to focus on a new vision and a new approach to
reconstruction of the economy. In this respect
the experiences of Pittsburgh, Ireland and
Finland were useful benchmarks.
Long term vision – Planning activities must
be framed within a long term vision for the
economy that not only focuses on internal
issues but also on the expected transformations
in the global and regional context. It is from
a share sense of purpose that coherent
and viable strategies for reconstructing the
economy can be derived.
Innovation driven development – Puerto
Rico must reconstruct its economy by building

on its innovation infrastructure, including a
strong C&IT component, the existing Science,
Technology and Research Trust Fund and a
growing medical research sector. Moving to
a knowledge and innovation based economy
will require major changes in the educational
system.
Strong emphasis on core competences
– A smaller economy will have less room to
handle risks inherent in promoting economic
activity, and thus promotional activities should
focus on those areas in which the Island has
core competences and existing strengths.
Although advanced services should be the
center of promotional activities going forward,
manufacturing will continue to be a key sector,
but it will be an activity with a strong service
component. Given the challenges posed
by the Island’s economic and demographic
situation, a special effort to retain the existing
industrial base is essential and requires specific
policy initiatives aimed at maximum retention.
Attention to the retention issue has been on
a case by case basis and not the result of a
coherent policy.
Effective management of the economy’s
openness – Being small and destructured
and a highly open economy, requires that
specific attention in development planning for
reconstruction be given to those flows that
define economic openness: capital, technology,
information, population, exports and imports.
Network creation as a key competence –
Lacking sufficient scale for achieving efficiency
in a number of areas, developing the capacity
to create and to insert itself in external networks
for both physical and knowledge production is
essential. This capacity is particularly important
when facing severe constraints on resources
as Puerto Rico will face in the coming decade.
Continued on page 10
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Continued from page 9

Strategic competence – In a volatile world
and with few resources, the capacity to develop
the correct strategies is essential in achieving
success in reconstructing the economy.
Achieving this requires not only having the
correct institutional framework, but also
developing the capacity to understand global

trends, convert this intelligence into policy
prescriptions and have the capacity to make the
adjustments necessary to respond to changing
global conditions.
Obviously, the above recommendations will
have to be implemented over a number of

years, but the end result will be an institutional
framework much more attuned to the needs to
reconstruct an economy that will have a much
smaller population and economy and that faces
serious external challenges from a changing
global and regional context.

Conclusions
The global prospects referred to have policy
and strategic implications for the immediate
and long-term future of Puerto Rico. Among the
most important and relevant for Puerto Rico the
following should be emphasized:
•

•

•

Global growth will recover somewhat in
2017. Real growth in the U.S. will remain at
an average 2.0% - 2.2% in the coming three
years, providing little stimulus to Puerto
Rico’s economy.
As DHL’s report demonstrates, globalization
is very much alive, although it is not
advancing as rapidly as before the world
financial crisis of 2007 – 2009. A key factor
in the deceleration was the decline in global
trade flows. There are, of course serious
threats to globalization from new populist
and protectionist postures, particularly in the
U.S., but also in the UK and other countries.
Health services will be a constant concern in
most of the world with increased pressures

on pharmaceuticals concerning prices.
Spending on health care will grow primarily
from sales of newer medicines in developed
markets, and increased volumes in the
emerging economies markets. The industry,
key in Puerto Rico, will be impacted by
the growing use of bio equivalents and
increased production in India and China.
•

Between 2015 and 2030 the economic
weight of the U.S. and the EU will be reduced
and, China’s will increase significantly.
President Trump’s announced trade policy
approach will support this trend.

•

As global life expectancy rises together
with falling birth rates, an increase in the
proportion of elderly people will occur,
putting serious pressures on social welfare,
health, and retirement systems. This is a key
trend in Puerto Rico.

•

U.S. real GDP growth will be below estimated
potential levels and historical trends mainly

due to an aging population, rising health
care costs, and growing public debt as a
percentage of GDP.
•

The federal government’s ability to
address future challenges and increasing
expenditures will be reduced. Puerto Rico
should not expect increases in Federal
expenditures related to social spending.

•

Much of what will happen in 2017 is already
in place, but the actions of the FOMB and
the local and federal Government will impact
2018 and the following years significantly.
Other than budget costs that are certain to
occur, there is not much certainty beyond
that.

•

Puerto Rico’s long term prospects are, at
best, mediocre unless major transformations
occur in its institutional framework to make
it responsive to the needs of a very different
internal and external context.
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