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•	The past year was mired in uncertainty, 
from a change of government at the 
federal and state level, the approval 
of a fiscal plan that implemented 
strong spending cuts, to a federal tax 
reform that threatens the Island’s 
manufacturing sector and, of course, the 
impact of two destructive hurricanes, 
Maria and Irma. From an economic 
perspective, 2017 was the lost year 
that caps a lost decade. Since 2006, the 
Island has experienced a continuous 
economic contraction that has led to a 
reduction in employment, an increase 
in migration to the U.S., and what some 
analysts categorize as a lack of overall 
direction. These trends were only 
exacerbated by hurricane María.

•	Nearly four months after the hurricane’s 
impact, close to 40% of the Island’s 
residents remain without power. The 
U.S. Army Corps of Engineers (USACE) 
expects to have 95% of the Island 
energized by late February, with the 
remaining 5% by June. Transportation 
continues to be a challenge, as only 
a quarter of the Island’s traffic lights 
are operational. Telecommunications 
remain unstable in many areas. The 
Commonwealth is still far from a 
complete recovery. So far, by the end 
of December, a preliminary tally shows 
that Puerto Rico has received or would 
have received at least about $4.5 billion 
in federal relief, repair and aid funds, 
and loans, and more funds should be 
forthcoming during 2018.

 E M P L O Y M E N T 

Because of these challenges, many 
residents have chosen to move to the 
U.S., whether permanently or temporarily. 
Estudios Técnicos, Inc estimates that 
migration in 2017 will surpass 200,000, with 
net migration over 140,000. This would strike 
a strong blow to an already weak economy, 

which lost over 19,000 salaried jobs in the first 
11 months of 2017. The job loss experienced 
in these months surpasses that experienced 
in the previous two years combined. Overall, 
since 2007 the economy has lost over 171,000 
salaried jobs, 91,200 of these being private. 

M A N U FA C T U R I N G 
The largest threat to the local economy 

continues to be the Federal Tax Reform 
enacted at the end of 2017. This reform 
includes a 12.5% tax on intellectual property 
for CFC’s in Puerto Rico. It also reduces the 
corporate tax rate in the U.S. from 35% to 21%, 
making it more attractive for firms in Puerto 
Rico to look to other U.S. jurisdictions for 
locating their production. The manufacturing 
sector has already lost over 38,400 jobs 
since 2007, and this trend worsened after 
the hurricane. 

The Puerto Rico Purchasing Manager 
Index (PMI), which measures manufacturing 
activity on the Island, declined severely 
in September and October. Although 
production did ramp up in November, it is 
likely that this was mostly to compensate 
for the lost production of the previous two 
months. 

ECONEWS  is a quarterly publication of the Puerto Rico Manufacturers Association. 
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This could lead to a strange event in which 
GNP could actually increase, despite the 
sizable damages of the hurricane. It must be 
accounted for that the main damage caused by 
the hurricane lies in lost capital stock (e.g. lost 
infrastructure, machinery, and equipment), 
whereas economic activity is measured in 
terms of flows, or the yearly production and 
demand for goods and services.  Therefore, 
the main cost pertaining to Maria – the 
infrastructure and housing damage – is not 
reflected in national accounting. However, 
new spending for reconstruction fueled by 
the federal government (FEMA and USACE) 
will be registered as new investment, and will 
have a positive impact on GNP. 

How much of an impact is expected? 
The final value will likely depend on imports, 
which pose a paradox with respect to 
economic growth, as they are (accounting-
wise) a negative impact upon GNP. In other 
words, a large amount of imported goods 
brought in commercial shipping exerts a 
significant downward impact on measured 
economic growth, and vice versa. In Puerto 
Rico, where the majority of consumer and 
capital goods are imported, this results 
in counterintuitive behavior in economic 
accounting. For example, increased consumer 
demand and investment could be associated 
with declines in the economy, due to the 
overarching impact of importing these goods; 
likewise, the increased investment due to 
reconstruction efforts could be nullified by 
the impact upon imports.

The final impact on GNP won’t be known 
with certainty for some time. To appropriately 
measure what is to happen in the coming 
months, one must analyze forecasts of 
investment, personal consumption, and 
public spending – all of which are estimated 
to increase due to the reconstruction. For 
2018 and 2019, we will likely see a further 
decoupling of the national accounts and the 
economic reality we face. For this reason, 
measuring recovery is best done with specific 
indicators such as employment, fiscal income 
and others. 

Manufacturing activity, according to PR’s 
PMI, fell after August, to 33.1 in September, 
but started to recuperate rather rapidly, 
with the index rising to 48.1 in October and 
a further increase to 53.5 in November, a 
level almost similar to that in August (53.8), 
which was the highest since November 2016 
(A value above 50 suggests growth; below 
50 contraction). The fourth quarter, though 
(October and November), was 1.6% y/y below 
the same period in 2016.

The full impact of hurricane Maria and the 
federal tax reform upon the manufacturing 
sector will not be known for several months, 
if not years. Hurricane Maria was essentially 
a short and mid-term impact for the sector, 
whereas the tax reform will generate 
medium to long-term impacts. 

F I S C A L R E V E N U E S

As a result of the hurricanes, net revenues 
also declined in October and September. In 
response to the emergency, the sales and 
use tax was suspended for prepared food 
until early January 2018. As such, revenues 
have been substantially lower for the central 
government, municipalities and public 
corporations such as PRASA and PREPA. All of 
these entities are expected to face significant 
liquidity challenges over the coming months, 
until the $4.7 billion line of credit approved by 
the U.S. Congress becomes available. 

The terms of the emergency loan by 
the federal government are currently being 
negotiated by the Commonwealth and 
the U.S. Treasury Department. The current 
shortfall in revenue is $246.1 million, and the 
Commonwealth has stated that the central 
government and its corporations will begin 
to run out of cash by February.

I N F L AT I O N
Inflation was relatively high in 2017, 

as compared to previous years, and is 

expected to increase further. As spending 
increases with the rebuilding effort in Texas, 
Florida and California, economic activity 
will generate more inflation in 2018. This 
is not overall a good sign, particularly as 
the Federal Reserve has already indicated 
that it expects to increase interest rates 2 
or 3 times in 2018. The increase in rates is a 
negative sign for home and car buyers as this 
increases the cost of lending. The biggest 
factor that will affect inflation is the price 
of oil, though for the moment it is expected 
to remain low. 

Inflation was over 2% in September 
and October and 1.2% in November. Core 
inflation (excludes energy and food prices) 
remained below general inflation since 
early 2017.

S H O R T- T E R M  O U T L O O K
Several key events are expected to 

take place in the coming months, most 
notably the new fiscal plans for the central 
government and public corporations. The 
final plan for the central government is to be 
approved by February, and will likely include 
estimates of damages and reconstruction 
costs ranging from $65 billion to $115 billion. 
It should also outline the strategy going 
forward with regards to debt payments and 
restructuring. 

Economic activity is expected to 
increase in 2018, due to the significant 
flow of federal funding to the island. The 
reconstruction of more than 200,000 homes, 
the Island’s electric grid, and transportation 
infrastructure will likely be registered 
as construction investment, leading to 
significant increases in overall investment. 

Net Revenues to the General Fund
Inflation in Puerto Rico
(December 2006 = 100)
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in spending by states, localities and the 
private sector”3. The largest share of 
funding, according to the proposal, would 
be by states and localities, although 
public private partnerships have also been 
mentioned. 

The obstacles
•	One of the most important is that many 

state governors and mayors are of the 
opinion that states and local governments 
are already doing their fair share to generate 
funding for public infrastructure projects, 
and that much more than $200.0 billion 
from the federal government is needed. 
The second important obstacle is that 
there’s no agreement on raising the federal 
gasoline tax, or other ways to generate 
more money, a proposal not very popular 
in Congress.4 Moreover, the increases in 
tolls and fees that might be needed to make 
highway work profitable are considered 
unpopular or impractical.5  

•	There is also concern that the estimated 
cost of the tax cuts -- $1.5 trillion over 
10 years puts an additional burden on 
spending for any new federal program, 
thus, contributing to an increase in the fiscal 
deficit.

•	There are mixed signals from Republican 
leaders whether increasing infrastructure 
investment will be a priority goal in 2018, 
with some preferring social security and 
health care.6

Economic Growth in the Fourth Quarter

•	Several key indicators, such as business 
investment, which surged in anticipation 
of the corporate tax cuts, construction 
spending rising to a record high in 
November, amid gains in both private 
and public expenditures, plus U.S. factory 
activity, - that increased more than expected 
in December, boosted by a surge in new 
orders growth - reflected an upswing in 
economic activity. Real GDP growth in the 
third quarter was estimated at 3.2%; for the 
fourth quarter the Atlanta Fed forecast 
real GDP growth at 2.7%, down from 3.2% 
at the beginning of January, reflecting 
employment growth less than expected.7  
For all 2017 the U.S. economy is expected 
to grow at an annual rate of 2.3%, according 

Quarterly U.S. GDP 
Real Growth and Expected, 2010-18

U.S. Consumer Sentiment Index

•	Probably the main economic issue and 
event of the year, for the U.S. economy, 
was the approval of the Tax Cuts and 
Jobs Act in December (TCJA). It is 
considered as the most comprehensive 
change to the 1986 U.S. IRS Code and 
was approved by the U.S. Congress. 
On December 15, 2017, after a House of 
Representatives and Senate Conference 
Committee released a unified version 
of the TCJA. This followed passage of 
the Tax Cuts and Jobs Act by the U.S. 
House of Representatives on November 
16, 2017, and by the U.S. Senate on 
December 2nd, 2017. One of the most 
important changes is that it moved U.S. 
corporate taxation from a worldwide 
system of taxation to a territorial system. 

•	Although the changes extend beyond 
2027, its first decade, by that year 
the distribution of the federal tax 
burden would look different, although 
many of the provisions of the bill will 
expire on December 31, 2025. The bill 
includes temporary provisions, such as 
expensing of certain capital investments 
by businesses for five years. The majority 
of tax changes have a sunset clause. The 
TCJA, besides reducing the statutory 
corporate tax rate from 35.0% in 2017 
to 21.0% in 2018, will have the effect of 
reducing the average (all industries) 
effective tax rate (ETR) from the 
statutory rate of 21.0% to 9.0% in 2018, 
which will impact the tax attractiveness 
of Puerto Rico as a manufacturing site.

What will the White House propose next?
•	The next big item is that related to 

investment in infrastructure, about 
which there is a great deal of uncertainty, 
in particular related to its financing, with 
the Administration proposing that the 
federal government share would not be 
proportionally that much.1

•	According to a recent review of the 
proposal, the plan being developed 
has the following elements:2 it “would 
shift responsibility for funding from 
the federal government to states and 
localities by providing incentives for 
them to generate their own sustainable 
funding sources”; in order to cover 
the $1.0 trillion cost “it would allocate 
at least $200.0 billion in federal funds 
over 10 years, from unspecified budget 
cuts, to stimulate at least $800.0 billion 

to the Blue Chip Consensus in December, 
and 2.7% in the last quarter.8

 •	Consumer confidence during the fourth 
quarter moved up on average, with 
the University of Michigan consumer 
sentiment index rising to 98.1 from 95.1 
in the previous quarter. But in December, 
the index fell to 95.9. It was 100.7 in 
October, fell to 84.3 in December from 
November’s final reading of 88.9, as there 
was uncertainty among U.S. consumers on 
how in the end the new federal tax reform 
will benefit them. 

•	Most consumers will know more about the 
revised tax code when their new paycheck 
withholding amounts take effect in early 
2018. According to the Tax Policy Center, 
the proportion of taxpayers getting a tax 
cut this year under the TCJA is 80.0%, with 
23.0% of the $61.0 billion in overall tax 
cuts for individuals going to middle class 
households in 2019.9 The new tax structure 
will benefit corporations and the very high 
income tax payers.

P R O D U C T I O N
During the first two months of the fourth 

quarter, industrial production increased 
3.0% y/y, and capacity utilization 1.8% y/y. 
U.S. factory activity increased more than 
expected in December, boosted by a surge in 
new orders growth.  Manufacturing is likely 
to get a boost in 2018 from the TCJA tax 
cut. Business spending surged in December, 
in anticipation of the corporate tax cuts. 
Recent weakness in the U.S. dollar, and a 
strengthening of the global economy are 
expected to stimulate exports of U.S.-made 
goods, which would support manufacturing.

Economic activity in the manufacturing 
sector expanded during the fourth quarter 
at an annual rate of 10.4%, from 14.8% in the 
previous quarter. The index of factory activity 

U.S. Industrial Production Index 
(2012=100)
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(PMI) jumped to a reading of 59.7 last month, 
the second-highest reading in six years, 
increasing from 58.2 in November.10

E M P L O Y M E N T  
Although job creation in December was 

considered disappointing, with only 148,000 
new jobs added, down from 252,000 in 
October, the fourth quarter registered an 
increase of 34.0% y/y, and 59.1% from the 
previous quarter. A total of 611,000 new jobs 
were created, bringing the overall expansion 
in employment in 2017 to 2.1 million new jobs, 
albeit lower than the 2.2 million created in 
2016. Notwithstanding those numbers for 
the fourth quarter, job expansion has been 
slowing down. A high of 3.0 million new jobs 
was achieved in 2014.

Biggest job gains by sector came from 
health care, construction and manufacturing.  
The retail sector, however, lost 20,000 jobs 
despite the holiday shopping season, and 
amid a surge in store closures. In all, 8,053 
closures were announced in 2017.11

The unemployment rate averaged 4.1% in 
the fourth quarter, slightly down from 4.3% 
in the previous quarter, with the labor force 
participation rate at 62.7% from 62.9% in Q3-
17. The employment-population ratio (the 
proportion of those in the 16-64 age groups 
with jobs) has remained steady at 60.1% (in 
Puerto Rico this percentage is 34%).

I N F L AT I O N 
Headline inflation has been moving up 

since the beginning of 2017. After a high of 
2.6% in Q1-17, it slowed down to 1.9% in Q2-17 
but rose during the first two month of the 
fourth quarter to 2.1% amid a rebound in 
gasoline prices. Over the 12 months ended in 

2017 outlook, “the global economy’s recent 
recovery may not last, despite a pickup in 
activity in all western countries except the 
United Kingdom, as high asset prices, rapid 
credit growth in China, political turmoil in 
Catalonia and a cliff-edge Brexit as risks to 
an improving global outlook.”14

Notes:
1.	 For an in-depth analysis of the situation of public infrastructure 

in the U.S., see the report from the Association of Civil Engineers 
Foundation, Failure to Act: Closing the Infrastructure Investment 
Gap for America’s Economic Future (2016), at: https://www.
infrastructurereportcard.org/wp-content/uploads/2016/10/ASCE-
Failure-to-Act-2016-FINAL.pdf. 

2.	 M. Niquette (2018). “Why Trump’s Infrastructure Push Might 
Stall Again,” Bloomberg Businessweek (January 5). At: https://
www.bloomberg.com/news/articles/2018-01-05/why-trump-s-
infrastructure-push-might-stall-again-quicktake-q-a. 

3.	 M. Niquette (2018);  M. Niquette (2017), Trump to Release 
Infrastructure Plan in January, Official Says, Bloomberg 
News (December 7), at: https://www.bloomberg.com/news/
articles/2017-12-07/trump-is-said-to-ready-infrastructure-plan-for-
january-release. 

4.	 K. Phillips (2017), Trump Considers Raising Gas Tax To Pay For 
Infrastructure, Forbes (May 2017). At: https://www.forbes.
com/sites/kellyphillipserb/2017/05/02/trump-considering-raising-
gas-taxes-to-pay-for-infrastructure/#27cf1037179a. The federal 
gasoline tax has funded U.S. infrastructure since 1931. At that time 
the tax was one cent per gallon; today, it is 18.4 cents for gasoline 
and 24.4 cents for diesel enacted in 1993 by Congress. The states 
also have gasoline taxes which vary.

5.	 M. Goldstein and P. Cohen (2017), “Public-Private Projects Where 
the Public Pays and Pays, The New York Times (June 6). At: 
https://www.nytimes.com/2017/06/06/business/dealbook/trump-
infrastructure-plan-privatized-taxpayers.html. 

6.	 M. Zanona (2018), “Trump to make infrastructure push during 
Camp David retreat,” The Hill (January 5, 2018). At: http://thehill.
com/policy/transportation/367620-trump-to-make-infrastructure-
push-during-camp-david-retreat. 

7.	 Federal Reserve Bank of Atlanta. GDPNow (January 5, 2018). At: 
https://www.frbatlanta.org/cqer/research/gdpnow?d=1&s=email-
w e e k l y - d i g e s t & u t m _ s o u r c e = A t l a n t a + F e d + E -
mail+Subscriptions&utm_campaign=6b7ba99741-weekly-digest-
2018-01-02&utm_medium=email&utm_term=0_b7a27f0b85-
6b7ba99741-258772765. 

8.	 Wolters Kluwer (2017). Blue Chip Economic Indicators, 42:12 
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9.	 Tax Policy Center (2017). Distributional Analysis of the Conference 
Agreement for the Tax Cuts and Jobs Act (December 18). At: http://
www.taxpolicycenter.org/publications/distributional-analysis-
conference-agreement-tax-cuts-and-jobs-act/full. 

10.	Institute for Supply Management (2018). December 2017 
Manufacturing ISM Report on Business (January 3, 2018). At: 
https://www.instituteforsupplymanagement.org/ISMReport/
MfgROB.cfm?navItemNumber=31000&SSO=1. 

11.	 D. Green and M. Nudelman (2017), “More than 8,000 store closures 
were announced in 2017,” Business Insider (December 17, 2017). 
At: http://www.businessinsider.com/list-stores-that-closed-this-
year-2017-12. 

12.	L. Mutikani, “U.S. factory, construction data brighten economic 
outlook,” Reuters (January 3, 2018). At: https://www.reuters.com/
article/us-usa-economy/u-s-factory-construction-data-brighten-
economic-outlook-idUSKBN1ES1A5. 

13.	International Monetary Fund (2017). World Economic Outlook – 
October 2017, Ch. 1. At: http://www.imf.org/en/Publications/WEO/
Issues/2017/09/19/world-economic-outlook-october-2017. 

14.	L. Elliot (2017), “Global economic recovery may not last, warns 
the IMF,” The Guardian (October 10, 2017). At: https://www.
theguardian.com/business/2017/oct/10/global-economic-recovery-
may-not-last-warns-imf-international-monetary-fund.

November 2017, the Consumer Price Index for 
All Urban Consumers rose 2.2%, as the indexes 
for food and energy both increased.

Underlying (Core) inflation (that excludes 
food and energy prices) slowed to 1.7% during 
the first two months of the fourth quarter, 
from 1.8% in the previous one, held down by 
weak healthcare costs and the biggest drop 
in apparel prices in nearly two decades. 

I N T E R E S T R AT E S  
Rates Rates for the 10-year T-Bill and 

30-year fixed mortgages moved up slightly 
during the fourth quarter to 2.37% and 
3.92%. As the U.S. labor market continued to 
strengthen and economic activity has been 
rising at a solid rate, despite hurricane-related 
disruptions, the Fed increased its benchmark 
rate (the interest rates that banks charge to 
borrow from one another) by 0.25% points in 
December, with the average rate of federal 
funds increasing to 1.20% from 1.15% in the 
third quarter. One must remember that when 
the fed funds rate rises, banks also increase 
the rates they charge consumers, so borrow-
ing costs increase across the economy.

Given the bullish growth outlook, econo-
mists expect the Federal Reserve will raise 
interest rates again in March 2018, after in-
creasing the rates three times in 2017.12

U . S . / G L O B A L O U T L O O K
World growth is projected to increase 

from 3.6% in 2017 to 3.7% in 2018 - an upward 
revision of 0.1 percentage point for both 
2017 and 2018.13 The IMF forecasts real GDP 
growth to increase strongly in emerging 
markets and developing economies, from a 
revised 4.3% in 2016 to 4.6% in 2017 and 4.9% 
in 2018. Still, according to the IMF’s October 

Annual Percent Change in CPI
 (Y/y, seasonally adjusted)

World Economic Growth: Historic and Outlook
2014 - 2019

Selected Interest Rates
(Annual and monthly averages)

ISM Index of Manufacturing Activity

Monthly Changes in Employment
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