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First Circuit Affirms Invalidity of Puerto Rico’s Public Corporations Debt 
Enforcement and Recovery Act 

In a decisive opinion, the U.S. Court of Appeals for the First Circuit (the “First Circuit” or the “Court”) affirmed a lower court 
ruling that the Puerto Rico Public Corporations Debt Enforcement and Recovery Act (the “Act”) is preempted by the U.S. 
Bankruptcy Code (the “Bankruptcy Code”) and therefore unconstitutional.1 Given this ruling, in order to restructure the debt of 
its public corporations, absent a consensual agreement with unanimous support, Puerto Rico must now turn to Congress, and 
obtain an amendment to the Bankruptcy Code that would allow it to authorize its public corporations to file for protection under 
Chapter 9, the municipal bankruptcy provisions of the Bankruptcy Code.2 

Looking forward, even if Congress amends the Bankruptcy Code, it is unclear whether Chapter 9 will provide a complete 
solution for the unprecedented problems faced by Puerto Rico and its public corporations. Under the Bankruptcy Code, the 
Commonwealth itself cannot adjust its debts using Chapter 9. Further, the debt of many of its public corporations may be 
subject to special protections available under Chapter 9 that were not included in the Act. Therefore, even if the Bankruptcy 
Code is altered to permit Chapter 9 filings for its public corporations, Puerto Rico is still likely to face a protracted period of 
uncertainty.

The District Court Case 

In June 2014, with little warning, the Puerto Rico legislature 
approved and the Puerto Rico Governor signed the Act into 
law. This Act purported to create a Commonwealth-level, 
bankruptcy-like mechanism for restructuring the debts of 
many of Puerto Rico’s public corporations without creditor 
consent. The Act, which had fewer creditor protections than 
those in Chapter 9, would have affected holders of bonds 
issued by many of Puerto Rico’s public corporations.   

Several creditors of the Puerto Rico Electric Power 
Authority (“PREPA”), however, filed suit almost immediately 
to challenge the constitutionality of the Act. The U.S. 
District Court for the District of Puerto Rico agreed, and 
permanently enjoined the Act, stating that the Act was 
preempted by the Bankruptcy Code and that it was “not a 
close case.”3 

The Appeal 

Pursuant to the Supremacy Clause of the U.S. Constitution, 
federal law, including the Bankruptcy Code, is the 
“supreme Law of the Land,” thus permitting Congress to 
preempt state law.4 Under this doctrine, any state law that 
contravenes federal law is “null and void.”5 On appeal, the 
question before the First Circuit, therefore, was whether the 
Act was invalid, because it was expressly preempted by 
§ 903(1) of the Bankruptcy Code – a federal law. 

Section 903(1) of the Bankruptcy Code prohibits state 
municipal debt restructuring laws that purport to bind 
creditors without their consent, by providing that “a State 
law prescribing a method of composition of indebtedness of 
such municipality may not bind any creditor that does not 
consent to such composition.”6 The First Circuit initially 
noted that by its plain language, § 903(1) bars state laws 
such as the Act.7 With respect to Puerto Rico, however, 
this was not the end of the inquiry, due to certain provisions 
inserted into the 1984 revisions of the Bankruptcy Code 
(the “1984 Amendments”), excepting Puerto Rico from the 
definition of “State” under the Bankruptcy Code solely for 
the purposes of determining what municipal entities may 
validly file a petition under Chapter 9. 

Specifically, as a part of the 1984 Amendments, Congress 
defined “State” to include “the District of Columbia and 
Puerto Rico, except for the purpose of defining who may be 
a debtor under chapter 9 ….”8 This definition, the Court 
explained, deprived Puerto Rico of the power to grant its 
municipalities the authorization required to file for Chapter 
9 relief.9 The question then became whether the municipal 
debtor exception contained in the revised definition of 
“State” meant that the provisions of Chapter 9 — 
specifically § 903(1) — were inapplicable to Puerto Rico. 
The First Circuit found that although Puerto Rico is 
excluded from the definition of State for the purposes of its 
municipalities filing bankruptcy petitions, the general 
provisions of Chapter 9 apply to Puerto Rico. Because 
§ 903(1) applies to all “States” as defined in the Bankruptcy 
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Code to include Puerto Rico, the Act was preempted by 
this provision. 

The Court noted that the power to give Puerto Rico the 
ability to authorize its municipalities to file for bankruptcy 
protection lies with Congress, and none other, noting that 
“[i]f Congress had wanted to alter the applicability of 
§ 903(1) to Puerto Rico, it ‘easily could have written’ 
§ 101(52) to exclude Puerto Rico from the prohibition of 
§ 903(1), just as it had excluded Puerto Rico from the 
definition of debtor under § 109(c).”10 

The Court added that one reason for this exclusion is that 
“Congress may wish to adopt other – and possibly better – 
options to address the insolvency of Puerto Rico 
municipalities that are not available to it when addressing 
similar problems in the states.”11 As such, it is Congress’, 
and not Puerto Rico’s, prerogative to pass legislation to 
address Puerto Rico’s insolvency issues. This could, of 
course, include removing the exclusion from Chapter 9, 
which would pave the way for Puerto Rico to authorize its 
municipalities to file for bankruptcy.  

The Concurrence 

Interestingly, a concurring opinion affirming the Court’s 
analysis under § 903(1), questioned the constitutionality of 
the 1984 Amendments on the grounds that the exclusion of 
Puerto Rico as a “State” for the purposes of what entities 
may file a Chapter 9 petition violates (i) the requirement in 
the Bankruptcy Clause that the law be “uniform”; and 
(ii) the Territories Clause, because it treats Puerto Rico 
different from other states without a “rational basis” for 
doing so.12 While a full analysis of the concurring opinion’s 
arguments is beyond the scope of this client alert, based on 
a roadmap set forth in the concurring opinion, Puerto Rico 
could attempt to challenge the constitutionality of §101(52), 
and if it prevailed, its municipalities may be authorized to 
file under Chapter 9.  However, such an approach likely 
would be met with strong resistance from its creditors.   

Conclusion 

As a result of the First Circuit’s holding, on July 8, 2015, the 
Puerto Rico District Court permanently enjoined the 
Commonwealth from enforcing the Act. Puerto Rico’s 
restructuring options are now greatly limited. Although, 
Puerto Rico may file a petition asking all of the judges of 
the First Circuit to review the three-judge panel’s decision, 
or petition the U.S. Supreme Court directly for reversal, 
both of these option may take a significant amount of time 
that may not be available to Puerto Rico in light of its 
current financial crisis. Therefore, to restructure the debt of 
its public corporations, absent further action from the courts 
or a consensual agreement with unanimous support, 
Puerto Rico must now turn to Congress and seek the ability 
for its municipalities to file for protection under Chapter 9. 
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For more information, please contact Jim Heiser 
(312.845.3877), Frank Top (312.845.3824), Laura Appleby 
(212.655.2512), your primary Chapman attorney or visit us 
online at chapman.com. 

This document has been prepared by Chapman and Cutler LLP attorneys 
for informational purposes only. It is general in nature and based on 
authorities that are subject to change. It is not intended as legal advice. 
Accordingly, readers should consult with, and seek the advice of, their own 
counsel with respect to any individual situation that involves the material 
contained in this document, the application of such material to their specific 
circumstances, or any questions relating to their own affairs that may be 
raised by such material. 

To the extent that any part of this summary is interpreted to provide tax 
advice, (i) no taxpayer may rely upon this summary for the purposes of 
avoiding penalties, (ii) this summary may be interpreted for tax purposes as 
being prepared in connection with the promotion of the transactions 
described, and (iii) taxpayers should consult independent tax advisors.  
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