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PUERTO RICO’S POLITICAL STATUS

THURSDAY, APRIL 26, 1990

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursudht to notice, at 10:08 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(chairman of the committee) presiding.

Also present: Senators Moynihan, Bradley, Riegle, Chafee, Heinz,
and Symms.

[The press releage announcing the hearing follows:]

(Press Release No. H-26, Apr. 6, 1990)

FiNANCE CoMMITTEE PLANS THIRD HEARING ON PUERTO Rico’s STATUS; CHAIRMAN
BENTSEN SAays CoMMITTEE TO Focus oN EcoNoMIC IMPLICATIONS

WasHINGTON, DC—Senator Lloyd Bentsen, Chairman, announced Friday that the
Senate Finance Committee will hold a hearing this month on the economic implica-
tions of changes in Puerto Rico’s political status.

Bentsen (D., Texas) said the hearing will be at 10 a.m. on Thursday, April 26, 1990
in Room SD-215 of the Dirksen Senate Office Building.

Legislation pending in Congress provides for a referendum that would enable resi-
dents of Puerto Rico to choose among becoming a state, becoming an independent
republic or remaining a commonwealth but with enhanced status. The bill, as re-
ferred to the Finance Committee, is self-executing, so that the option chosen by a
majority of the voters would go into effect without further Congressional approval.

he bill, S. 712, also includes provisions that make the major changes in Federal
law applicable to Puerto Rico that would be necessary to implement the voters’
choice. This involves many provisions within the Finance Committee’s legislative ju-
risdiction, including taxation, international trade and the social welfare programs
established by the Social Security Act.

“Whatever course Puerto Rico voters select, there will be significant economic im-
plications both for the island and for the U.S. Government. It is vital that members
of the Finance Committee have a thorough understanding of those implications in
on_ider for us to consider whether changes to the bill may be appropriate,” Bentsen
said. .

“The Congressional Budget Office has just issued a study on how these options
would affect Puerto Rico’s economy. We'll be looking at that report and we'll be lis-
tening to the observations and ?inions of other experts for guidance as we consider
the three status options provided for in the bill,” Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. If you will please cease conversation, we can get
underway. The legislation that we are considering today lays out
three very different possible courses for Puerto Rico’s future. I
think the stakes are tremendously significant to both the island
and to the United States.

(1)
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My own personal relationship with the status of Puerto Rico 40
years ago is one that I remember with a great deal of sentiment. I
was on the Interior Committee in the House at that time, when the
Congress was considering the status of Puerto Rico and its future. I
remember going down and addressing the legislature in Puerto
Rico in about 1951 or 1952, at a time when Puerto Rico had a bat-
talion of soldiers fighting in South Korea. They did a magnificent
job for our country.

We have had referred to us S. 712. The bill was reported by the
Energy Committee, which has primary jurisdiction here. It would
allow Puerto Rican voters to choose between becoming a State, be-
coming an independent republic or remaining a Commonwealth.

S. 712 was referred to the Senate Finance Committee because
many of its provisions fall within our jurisdiction—taxation,.inter-
national trade, and the social welfare programs that were estab-
lished by the Social Security Act. Whatever choice the people of
Puerto Rico make—and I am certainly supportive of their being
able to make that choice—could have far-reaching economic im-
pacts on both Puerto Rico and the United States. There are a wide
divergence of observations and opinions on what would occur under
each of the three options, if enacted.

At my request, the Congressional Budget Office has prepared a
study on how each option would affect Puerto Rico’s economi'. We
will be taking a close look at the report’s findings. We will also be
hearing from other experts, including representatives of the admin-
istration and of Puerto Rico’s political parties.

It is critical for this Committee, in crafting its part of this legis-
lation, to sift through these competing views to develop an under-
standing of the economic issues involved.

I am looking forward to a full and a fair exchange of the issues
by the experts today.

I would like to now defer to my colleague, the senior Senator of
gpw York, who has long been interested in the concerns of Puerto

ico.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN, A
U.S. SENATOR FROM NEW YORK

Senator MoyNIHAN. Thank you, Mr, Chairman. I ask that you
would, I guess, indulge me in a somewhat longer opening state-
ment than is normal.

I wish to state my growing sense that by the close of this session,
and accordingly of the 101st Congress itself, we will not have sent
to the President a bill providing for a referendum on the status of
Puerto Rico. I need not say that this is in no way the result of any
delays on the Senate side, certainly not in this Committee as this
hearing attests, noting this Chairman’s very emphatic statement
that you just heard. It is on the House side where this scenario will
work out if indeed it does, as I fear it will.

This would not be my wish—to the contrary. Now what I am
about to say is sensitive, and I have a limited, but I dare to hope
sufficient sense of just how sensitive. I mean no offense to anyone
?nd devoutly hope that in the end I shall not have given any of-
ense.
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But we recall with what great expectations this matter came
before us at the outset of the first session of this Congress. On Jan-
uary 17 the Senate Majority Leader received a letter from the
heads of the three principal political parties of Puerto Rico record-
ing that they each had included in their platform for the previous
November election, a call for a plebiscite and asking that there be
one. On February 9 in an daddress to a joint session of Congress,
President Bush said: “I have long believed the people of Puerto
Rico should have the right to determine their own political future.
Personally I strongly am for statehood, but I urge the Congress to
Iziake t,he necessary steps to allow the people to decide in a referen-

um.’ -

First this was taken up by the Senate Energy Committee. Last
June, Chairman Johnston and Senator McClure were kind enough
to invite me to sit in on hearings in San Juan as an observer. I
cannot doubt that a third of the population of the island watched
the proceedings on television all day, and two-thirds during the
reruns at night. You could not walk the streets of San Juan in the
evening without people addressing you by name and commenting
onks((:)lme remark you may have made or question you may have
asked.

And get here we are in April and we have not advanced. On
April 10, the Chairman of the House Insular and International Af-
fairs Subcommittee, our friend Ron de Lugo, from the Virgin Is-
lands as it happens, stated the House is still waiting for legislation
from the Senate that was promised last year. At some point soon
we will cross a point when it would become impossible to pass a bill
in the House, he said-

I will make the point later that there is no reason for them to be
waiting on us. We pass our bill, you pass yours, and we’ll go to con-
ference. But the question is: What happened?

I would offer several propositions. First, just a personal remark.
Like the Chairman, I have been involved with Puerto Rico in a
way for—well, if it must be known—from the day I walked into a
pool room on 101st Street in Manhattan called Los Muchachos in
the original area in Park Avenue where the tracks come up from
the ground. In 14 years on the Finance Committee I have been
much involved in Puerto Rican matters. I think my colleagues
have generally assumed that this was the case because of a large
Puerto Rican population in New York, which is true, in part.

But also, if I can say, I was at the United Nations in 1975 and
1976 and fought the fierce attacks from Cuba and the unaligned
nations on the political status of Puerto Rico. As U.N. Ambassador
spoke up for President Ford, emphasizing the absolute quality of
our commitment to free choice for Puerto Rico between the three
status options, a choice which I hope is not going to be lost through
procedural difficulties.

And so I want to make two points. First of all, I should acknowl-
edge that halfwa{l through my experience in this Committee I
came to assume that statehood was an inevitability. I saw things
hapﬁening which would never happen were Puerto Rico a member
of this body, represented in the Senate. We will remember that in
1984, in the first proposal for major reform of the Tax Code made
by President Reagan, it was proposed that the Section 936 benefits
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to corporations be abolished. That was in Treasury 1. We got it out
of the final bill. But Treasury I was a product of the permanent
government and we can assume that the idea is still around.

We continuously found ourselves dealing with these sudden as-
saults on economic interests, social welfare interests in Puerto
Rico, where there were no Puerto Ricans represented. And so let
me just say that part of this whole problem is that the basic dilem-
ma which confronts those who would choose between statehood and
.commonwealth—I leave out independence as a wholly different
consideration and would not involve any of these—and the dilem-
ma is this: statehood automatically brings huge increases in social
welfare benefits.

Supplementary security income payments, Mr. Chairman, in
Puerto Rico today are $32 a month. Under statehood this rises to
$386 a month—on order of magnitude ten fold. This arises from a
change in American social welfare policy since the time when the
Commonwealth arrangement was developed in the early 1950’s.
Then, the levels of benefits were very much pegged to States. More
and rﬁore our policy, as in SSI, is to make them more uniform na-
tionally.

So tlze impact of statehood on a large segment of the population
of the island would be an instantaneous ten-fold increase in social
welfare benefits. At the same time, Section 936 would be lost.
There would be no possibility for that to continue. And by contrast,
Commonwealth status retains the economic stimulus of 936 but
also means a continued lower level of social welfare benefits.

I have a few three suggestions I would like to make to see if we
can get through the procedural block that we face. The first is that
the Executive Branch and Congress have got to undertake as much
analysis as the remaining time allows. Mr. Chairman, the request
for a study from the CBO, which we will hear about this morning,
was a very good start. We have had good cooperation from Treas-
ury. The rest of the Government acts as if this issue is not before
us. The executive branch has got to show some energy here, par-
ticularly from the Department of Health and Human Services.

Second, I would hope that the parties in Puerto Rico could'try to
avoid taking positions that cause anxieties in Congress, and there
are anxieties. The concern is that statehood would put the people
of Puerto Rico, who are fellow citizens, in what is known as the
welfare trap, and not without reason.

The Food Stamp Program began in 1975. By 1982 fulg' 60 per-
cent of the Puerto Rican population was receiving food stamps.
That is an abnormal and unnatural situation. Similarly, those sup-
porting continued Commonwealth status should take care that the
present seeming preference for statehood as reflected in opinion
polls does not persuade them that the best course is to put off the
plebiscite.

I take, for example, the fact that nothing is happening in the
House is altogether unacceptable and needs explaining. The House
writes its own bill in all these matters and meets us in conference.
They have done nothing in a year and a half.

As for enhanced Commonwealth status, we can talk about it. I
will offer some proposals in the bill that we will mark up. But fi-
nally, may I say that the great issues involved here are civic, not
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economic. Do the people of Puerto Rico wish to become Americans?
For that is what statehood ineluctably implies. That is what state-
hood brings. Or, do they wish to retain a separate identity of, but
not in, the American union? This could be a perfectly intelligent
choice. And, of course, the option of eventual statehood or inde-
pendence remains. , :

But so again Congress must act. It is almost a century now since
William Graham Sumner composed his bitter essay in the after-
math of the Spanish-American War, which was entitled ‘“The Con-
quest of the United States by Spain.” His thesis was that the U.S.
lost that war. He said having entered the colonials lists we would
soon be acting like the other imperial nations. We would begin
their decline and assume their attitudes.

One of their attitudes was never to let go of what was known in
those days as a colony. Let us be clear that whereas Puerto Rico
began as a colony, by a colonial war, it is much more than that
today. We have to see that in the end we demonstrate that fact by
providing them this referendum.

Mr. Chairman, that is a long statement. I thank you for your
courtesy.

The CHAIRMAN. Gladly.

['I;il}e ]prepared statement of Senator Moynihan appears in the ap-
pendix.

Senator BRADLEY. Mr. Chairman?

The CHAIRMAN. Senator Bradley?

OPENING STATEMENT OF HON. BILL BRADLEY, A U.S. SENATOR
FROM NEW JERSEY

Senator BRADLEY. Thank you very much, Mr. Chairman.

Let me say that I am on the Energy Committee and 1 sat
through many of the hearings and the markup that produced the
Energy Committee bill. I think that we owe it to the people of
Puerto Rico to fully air all of tHe issues, even those that are poten-
tially difficult. Because what we are dealing with here is a self-exe-
cuting document. Once Congress passes this, with the rights and re-
sponsibilities that attach to each option and the Puerto Rican
people vote, that is it. It does not come back to the Congress and it
does not require further review.

Now having sat through much of the work on the Energy Com-
mittee, I think that there are a couple of questions that everyone
needs to focus on, and particularly the people of Puerto Rico, the
administration and the Congress. One of the those, if statehood is
the chosen route, is going to be a big increase in entitlements pro-
grams. Where is that money going to come from?

Is it going to be taken out of the welfare pots of every other
State in the Union? Or, is there a commitment for additional reve-
nue in an amount equal to the increase in Puerto Rico’s share? We
have not resolved that question. We have not heard from the ad-
ministration on that question. That is an important issue.

The second question velates to Section 936. If Commonwealth is
the chosen route, it seems to me that the assumption is that Sec-
tion 936 is almost viewed as a right, not something to be changed
by Congress whether it is for tax reform, revenue raising or what-
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ever. We have not said that here. The Energy Committee did not
say that. I think it is essential that we be clear for the people of
Puerto Rico who have to make a decision what is our long-term in-
tention with regard to Section 936. Because if they opt for a Com-
monwealth on the assumption Section 936 will be available and we
subsequently change our minds, then they face quite a different
circumstance.

Third, is the whole issue of the constitutionality under the uni-
formity clause of continuing Section 936 should Puerto Rico become
a State. Now there is no way to determine this really short of a
declaratory judgment of the Supreme Court. I, for one, if I were a
citizen in Puerto Rico, would want to know with some certainty
about the constitutionality of continuing Section 936 during the
transition period. A

The fourth point is in some ways the most difficult of all. Lan-
guage. The Energy Committee was the artful dodger when it came
to the language issue—very difficult, very divisive. But if the
people of Puerto Rico opt for statehood and we then get into a
major battle on bilingualism, you had better face this issue up
front so that we and the ]people of Puerto Rico know whether Span-
ish or English or both will be the language of Puerto Rico.

And last, probably insignificant in the larger scheme of things,
but something that Puerto Rican politicians seem to think is im-
portant in this debate, is the issue of the Puerto Rican Olympic
team. Puerto Rico wants an Olympic team even if they opt for
statehood. Well, let’s at least face that issue before we act on legis-
lation that would be basically self-executing, so no one has any illu-
sions of misconceptions,

So, Mr. Chairman, having sat through the Energy Committee
and having seen us not take up these issues, I think that it is in-
cumbent upon the Senate to work them through and reach a clear
decision on them before any legislation leaves the Senate and the
geople of Puerto Rico have to make a decision. Because, if they

ase their choice on certain assumptions and those assumptions do
not turn out to be valid, it might create a more difficult situation
for all of us 10 years down the road.

The CHAIRMAN. Thank you very much, Senator. I think those
cautionary comments are well taken. It shows we are dealing with
a very complex issue, with far-reaching consequences as I had
:tated earlier in my comments, for both Puerto Rico and this coun-
ry.

I am delighted to recognize the Resident Commissioner, Hime
Houstare, who is here today. We are pleased to have him.

Senator MoYNIHAN. Mr. Chairman, I would call to your attention
that Mr. Sorono, the new member of the House from New York
City is with us also, a native of Puerto Rico.

he CHAIRMAN. We are delighted to have them both.

I would like to now call the first panel. Mr. Philip Morrison who
is the International Tax Counsel, Office of Tax Policy, U.S. Depart-
ment of Treasury; and Mr. Martin Gerry, the Assistant Secretary
of Planning and Evaluation for the U.S. Bepartment of Health and
Human Services. Gentlemen, if you will come forward, please.

Mr. Morrison, if you would proceed with your statement.
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STATEMENT OF PHILIP D. MORRISON, INTERNATIONAL TAX

COUNSEL, OFFICE OF TAX POLICY, U.S. DEPARTMENT OF THE
TREASURY

Mr. MorrisoN. Thank you, Mr. Chairman and members of the
Committee. It is a pleasure to be back at the Finance Committee.
As some of you know, I am a former staffer. I hope the experience
of sitting in front of you is as pleasant as the experience of sitting
behind you was.

The CHAIRMAN. Well that remains to be seen. [Laughter.]

Mr. MorrisoN. It is also a pleasure to be here today on behalf of
the administration to reaffirm our support for Senate bill 712. The
administration, as you mentioned, is also represented here today by
Assistant Secretary Martin Gerry of HHS who can address the
HHS expenditure issues raised by this bill.

As you know, Ken Gideon, Assistant Secretary of Treasury for
Tax Policy, has already testified before this Committee last Novem-
ber regarding this bill. Treasury appreciates Senator Moynihan's
observation that we have testified now three times on this bill and
have spent considerable effort, we think, on both the tax legal
analysis as well as the tax economic analysis, of this bill. We hope
our testimony today will aid the latter.

To avoid repetition, as I mentioned, my written statement is de-
signed to give some background to the revenue estimates which
were presented in the prior testimony, particularly in light of the
two new economic studies which have subsequently addressed this
bill, one commissioned by the Governor of Puerto Rico and the
other prepared by CBO. I would like to request that my full writ-
- ten statement be made part of the record. .

The CHAIRMAN. That will be done. .

Mr. MoORRISON. As the Chairman has mentioned, S. 712 would
provide for a popular referendum or a plebiscite on the political
status of Puerto Rico to be held in the summer of 1991. Three op-
tions are provided: statehood, independence or commonwealth. The
administration strongly supports the right of the people of Puerto
Rico to decide for themselves the future status of their island.

As Senator Moynihan has mentioned, the President has noted a
number of times that he personally favors the admission of Puerto
Rico as a State,

We think S. 712 achieves, to the extent possible, the three impor-
tant goals set for it by the Senate Committee on Energy and Natu-
ral Resources. First, an even playing field, politically speaking,
among the three political parties in Puerto Rico. Second, a relative-
ly smooth economic transition to any new status that is chosen.
And third, an adjustment to any new status that is budget neutral
over time. ‘

It is important to know at the outset, however, that there are sig-
nificant limitations on any attempt to quantify precisely the eco-
nomic equivalence of the three status options. Economic projections
out to the year 2000, through the transition period, are just that—
projections, not guarantees.

In addition, the economic result under each of the options is ob-
scured by intangible and unquantifiable factors, including most im-
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portantly the reaction of the Puerto Rico people and their govern-
ment to the option chosen.

One of the chief issues for this Committee is the third policy

int identified by the Energy Committee: the overall impact of the

uerto Rican status referendum on our Federal deficit. With re-
spect to the Commonwealth option, as you know, the baseline
budget, of course, already contains the cost of Section 936. Treas-
ury’s Office of Tax Analysis estimates that $2.1 billion in net tax
benefits will be received by Section 936 corporations in fiscal year
1990 alone. This cost is projected to grow at about 10 percent per
year.

Under statehood the administration estimates that while there is
a net increase in the Federal deficit in earlier years, there is a sub-
stantial net decrease in the Federal deficit beginning in fiscal year
1996. This projection is illustrated in Appendix II at the back of my
written statement. Even using the higher expenditure outlay esti-
mates prepared by CBO in their report will not affect this eventual
shift to deficit reduction. It merely shifts the crossover point when
(ligsf)‘i';:it decreases are achieved from fiscal year 1996 to fiscal year

Another question, quite apart from the deficit impact, is whether
one of the options under S. 712 would create serious economic dislo-
cation on the island itself. To the extent that quantifiable aspects
of any dislocation might have an impact on our revenue estimates,
they are addressed in my written statement.

There are two related points to summarize here. First, our major
disagreement is with the Governor’s report, not with CBO’s; and
that involves the revenue pickup from the phaseout of 936, not the
impact on Puerto Rico’s GNP growth.

econd, even if the economic impact to Puerto Rico were as seri-
ous as projected by CBO, the Federal revenue impact of such a
slow-down would be very small. This is because the pickup from
phasing out 936 is relatively insensitive to Puerto Rico’s GNP. It is
also shown by the fact that the Treasury projections of Federal rev-
enue pickup from those items that are sensitive to Puerto Rican
ecogomic health are similar, if not smaller than, both the other
studies.

Specific tax policy aspects of the bill that we support or suggest
need changing are outlined in my written statement and have been
outlined before in Mr. Gideon’s testimony last November. A de-
tailed discussion of our revenue estimates and projections is also
provided in the written statement.

Allow me, please, however, to highlight for you a few of the
points we make regarding the revenue pickup from phasing out 936
under the statehood option. ]

There are two points to make regarding the development of a
revenue baseline for 936. First, the baseline used in the Governor’s
study seems to miss more than 25 percent of the Section 936
income that is actually reported to the IRS. Second, in developing a
baseline it is important to divide Section 936 active business
income from passive income. Even if a 936 company shifts its
Puerto Rican operations to an overseas location after statehood,
passive income will generally become taxable.
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There are also a couple of points to make regarding the possible
offshore shift of active 936 income if statehood is chosen. First, only
where 936 company activities are shifted outside the United States
will some portion of the active income not yield increased Federal
revenue. In analyzing the possible offshore shift of 936 operations,
it is important to consider both the amount of 936 income derived
from intangible assets and the division of such intangible income
between marketing intangibles, such as trademarks, and manufac-
turing intangibles, such as patents.

Most marketing intangibles used in 936 companies are for the
U.S. market. Because of this, only manufacturing intangible
income can even in part successfully be shifted offshore. This ap-
pears also to have been overlooked by the Governor’s study.

Third, the transfer of intangibles to an overseas affiliate would
require substantial royalties to be paid back to the U.S. transferor
of those intangibles. If 936 companies do choose to move offshore,
such royalties would reduce the benefits of the foreign location and
offset much of the revenue loss. This, of course, would affect the
initial decision of whether to move Puerto Rican operations off-
shore or not.

Admittedly, royalty payments could be somewhat offset by the
U.S. owners’ foreign tax credits. Thus, the frequency of excess for-
eign tax credit positions, by industry, was analyzed in our revenue
estimate.

Finally, because of the liberal product definition rules under Sec-
tion 936, if 936 operations were moved overseas some income cur-
rently allocated to Puerto Rico would not be able to follow and
would shift to the United States automatically, quite apart from
the effect of increased royalty payments.

As a result of examining all of these factors for each industry,
Treasury has concluded that, in the long run, about 25 percent of
the active 936 net income in Puerto Rico under the current law
baseline—and remember, that is growing baseline—would move
and remain offshore. Combined with the passive portion, which
would become automatically taxable, this means that nearly 80
percent of the tax benefit cost of 936 would be picked up under
statehood. This result is shown oun the first line of Appendix I to
my written statement.

This concludes my statement and I will be happy to take any
questions after Mr. Gerry's statement. -
d_[’Iihe prepared statement of Mr. Morrison appears in the appen-

ix,

The CHAIRMAN. We will proceed with Mr. Gerry. Would you go

ahead with your statement, please.

STATEMENT OF MARTIN H. GERRY, ASSISTANT SECRETARY,
PLANNING AND EVALUATION, U.S. DEPARTMENT OF HEALTH
AND HUMAN SERVICES

Mr. Gerry. Thank you, Mr. Chairman.

Mr. Chairman and Members of the Committee, it is a pleasure to
be here today with Mr. Morrison on behalf of the Administration
to reaffirm our support for Senate bill S. 712. Secretary Sullivan
strongly supports the President’s view that it is important to pro-
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vide the people of Puerto Rico with an opportunity to choose their
future relationship with the United States.

Our review of that legislation strongly indicates that it will pro-
vide the kind of equitable and workable approach to self-determi-
nation that we are seeking.

The Department of Health and Human Services provides ap-
proximately $2.7 billion per year to or on behalf of the residents of
Puerto Rico. I would like to briefly summarize the principal effects
of S. 712 on our programs.

Under the statehood option expenditure ceilings or caps on
AFDC and Medicaid would be removed and a Federally adminis-
tered Supplemental Security Income program would be extended to
eligible persons in Puerto Rico. We estimate additional Federal ex-
penditures under HHS programs will exceed $1.6 billion by fiscal
year 1995 and $3 billion by fiscal year 2000. Most of this increase
will be attributable to changes in Medicaid and SSI. HHS expendi-
ture increases represent about 80 percent of the total Federal ex-
penditure increases. The balance being with the Department of Ag-
riculture’s Food Stamp program.

In addition to direct program expenditure increases, the state-
hood provisions are likely to affect general economic conditions in
Puerto Rico. On the one hand, there will be economic effects of the
increases in Federal transfers to Puerto Rico for SSI, Medicaid and
AFDC programs—and for the Agriculture Department’s Food
Stamp program. On the other hand, statehood would change how
Puerto Rican corporations and individuals are taxed and the De-
partment of the Treasury has addressed those changes in taxation.
I would certainly defer to Mr. Morrison on them.

But I would only like to add that funding for a number of our
programs will be influenced by macro-economic conditions. Because
changes in personal income, employment, and unemployment do
affect the amount of money that is received by any State. There-
fore, actual Federal costs of statehood could be higher than the es-
timates I have cited. The interplay of taxes and program benefits
are complex and we do not have an adequate model to estimate
these effects at the present time.

I would like to mention one concern, however, with the statehood
provisions and that relates to the Medicare program. S. 712 would
change the way in which hospitals in Puerto Rico would be reim-
bursed under Medicare. Currently those hospitals are reimbursed
at a blended rate—that is, based 25 percent on the U.S. national
rate and 75 percent on the local rate in Puerto Rico. If Puerto
Rican hospitals were paid on the same basis as hospitals in other
States, those payments would be about 30-percent higher than cur-
rent payments.

Because hospital costs in Puerto Rico are substantially lower
than in the States, reliance on the national rate could result in
overpayment of Puerto Rican hospitals. S. 712 would limit reim-
bursements in Puerto Rico to the actual costs of providing equiva-
lSent health care to the levels of care provided in several contiguous

tates.

However, this appears inconsistent with respect to the prospec-
tive payment approach which provides hospitals with incentives to
control costs. We believe as a result of these questions that the
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Medicare payment provision of S. 712 should be reexamined by the
Committee to ensure that it achieves its intended purposes which
are basically to provide fair and reasonable payments without re-
sulting in unintended windfalls.

Commonwealth status as provided for in S. 712 would have little
direct effect on HHS programs. The most significant change would
be related to the bill’s provision allowing Federal agencies to con-
solidate certain financial assistance programs. We have now had 10
years of experience applying the consolidation mechanism to other
insular areas and we do not foresee any problems in this regard.

Finally, our primary concern with the independence option is to
ensure an equitable and manageable transition to a Puerto Rican
Social Security and Medicare systems. Currently, Puerto Rico em-
ployers and employees are covered by the Social Security and Med-
icare trust funds in the same manner as employers and employees
in the 50 States. S. 712 recognizes the complexity of transition to
Puerto Rican systems for both Social Security and Medicare and es-
tablishes a Commission to address this. We support this approach.
In particular, we believe that a Social Security totalization agree-
ment, similar to the ones we have with 11 other countries would be
an effective approach.

Thank you very much for this opportunity, Mr. Chairman. I
Kould be happy to answer any questions that the Committee might

ave.

[The prepared statement of Mr. Gerry appears in the appendix.]

The CaHalRMAN. Thank you.

The original commonwealth legislation used the term ‘“‘compact”
to refer to the relationship. I believe that has been a source of
some misunderstanding. Thinking about Senator Bradley’s com-
ment, I would like to know what the administration thinks, assum-
ing that the plebiscite chooses commonwealth status.

Does the administration view that as, in any way, legally binding
future Congresses or future administrations to maintain any of the
tax, welfare or trade provisions that we may incorporate in this
legislation? That is a critical point for the people of Puerto Rico to
understand. They are entitled to hear, as we are, the opinion of the
administration.

Mr. MorrisoN. Mr. Chairman, with respect to the tax benefits
currently enjoyed by the Commonwealth of Puerto Rico, we have
made clear in our previous testimony and we repeat today that it is
important, we think, for Congress to make very clear that this bill
enabling Puerto Rico to have a referendum provide no guarantee
with respect to the tax benefits currently enjoyed by the island.
And that they should, as Congress has in the past, be subject to
continuing analysis to determine efficiency and to determine
whether they should indeed be continued.

Therefore, we would strongly urge you to make it clear that you
are in no way binding future Congresses at all with respect to tax
initiatives.

Mr. GERRY. Let me just add, if I can, Mr. Chairman, I agree with
everything Mr. Morrison just said. If I understand your question
correctly, there was a constitutional law question involved in it,
which is whether in effect this Congress can bind future Congresses
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with respect to the assumptions—I guess it would be assumptions—
underlying this.

I cannot, obviously, from the Department of Health and Human
Services respond to that question, although I think it is an impor-
tant question to be resolved. But I can say that I think it is clear
that we support the position of the Treasury Department as just
articulated, that we do not think such a course would be advisa-
ble—that is for the Congress to try to make such an offer. _

As you know, and this Committee knows better certainly than I
do, these programs have evolved and changed in many ways and
hopefully will continue to do so. The implication I got from yocur
question would be that somehow the present status quo would be
frozen. That is the only way that I could see——

The CHAIRMAN. That was not an implication. That is what I said.

Mr. GErrY. Okay. Well then I think that would have undesirable
effects in terms of the changes that the Committee or future Com-
mittee would want to make.

The CHAIRMAN. I think Puerto Rico is entitled to know the view-
point of the administration on that. I think Mr. Morrison has
stated quite clearly what he thinks is the administration’s view-
point. That is what I wanted to determine.

Mr. Morrison, the Congressional Budget Office has released a
report that indicates that, if the statehood option were chosen, re-
duced investment by Section 936 companies would lower Puerto
Rico’s GNP by 10 to 15 percent by the year 2000. Is that consistent
with the administration’s analysis? Would you tell the Committee
what the administration believes the macro-economic impacts on
Puerto Rico would be under the alternative status options provided
for in the bill?

Mr. MorrisoN. It is important to note, Mr. Chairman, that CBO’s
estimate of a 10 to 15 percent reduction in GNP by the year 2000 is
a 10 to 15 percent reduction in the otherwise “grown’” or increased
GNP that Puerto Rico would have by the year 2000. Thus, they are
not predicting recession for Puerto Rico from statehood, but pre-
dicting reduced growth. Their low-growth baseline is, as I under-
stand it, about 2.5 percent growth; their high-growth baseline some-
where about 4 percent. They are only talking about a 1 or 2 per-
centage point per annum reduction in that rate of growth.

Second, it is important, and I am trying not to wiggle out of an-
swering your question too much, it is important to note that the
Treasury Department Office of Tax Policy is not in the business of
predicting GNP affects for the island, either for the short term or,
more importantly, for the long term.

The CHAIRMAN. Well, Mr. Morrison, we are entitled to your best
judgment on that.”"We are talking about a very complex piece of
legislation.

Mr. MorrisoN. That is understood.

The CHAIrRMAN. This Committee is entitled to have all the infor-
mation it needs. We are trying to decide whether to make some ad-
justments in this particular bill.

Mr. MorrisoN. Besides pointing out the fact that the GNP pre-
dictions of CBO are just a reduction in growth and not a reduction
overall, I think it is important to note what CBO itself said it is not
doing in its report, and defensibly not doing, because taking these
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factors into account is not a quantifiable task. Those are what we
refer to as the intangible benefits from statehood.

These include such things as the perception of Puerto Rico as an
integrated part of the United States both by foreign companies and
foreign governments as well as our own people. The intangible ben-
efit of the people of Puerto Rico themselves considering themselves
more integrated with United States.

But most importantly what cannot be quantified, but has to be
taken into account in reaching a judgment is, what will be the re-
action of the Puerto Rican Government and the Puerto Rican
people to the policy choice they make in the referendum. CBO
cannot analyze that because it is nonquantifiable.

But we certainly could foresee that the government of a new
State of Puerto Rico could decide radically to change its marginal
tax rates, reducing some of the higher marginal rates, and there-
fore using its own State tax system to provide for economic incen-
tives.

We could also foresee the State government of the new State of
Puerto Rico radically changing its public expenditures policy.
Today there are a number of public companies owned by the Gov-
ernment of the Commonwealth of Puerto Rico, including the tele-
phone company and a sugar company. There may be economic effi-
ciency gains that can be achieved through privatizing that sort of
government-owned business.

So the bottom line, I think, is that it is most important to take
into account the reaction that a new State government in Puerto
Rico and its people may have to the choice of becoming a State.

The CHAIRMAN. Thank you, Mr. Morrison. I think that is helpful.
My time has expired.

Senator MOYNIHAN? '

Senator Moynihan. Mr. Chairman, I think we would all agree
that Mr. Morrison and Mr. Gerry have given us good testimony,
marked by openness and responsiveness.

Let me just pursue a few of these questions. On the statehood
matter that Mr. Morrison was mentioning, Senator Inouye and our
beloved deceased colleague, Senator Matsunaga, would speak with
great emphasis of the difference in the economic conditions in
Hawaii once statehood came about. It was a different place in
terms of investment and so on.

But, Mr. Morrison, in my prepared statement I noted the fact
that abolition of Section 936 appeared in Treasury I, which was
very much a document of the permanent government. And that we
could assume that sentiments to abolish Section 936 still exist at
Treasury. Secretaries come and go. I see in your statement—and I
think it is very important—that 936 benefits should continue to be
reviewed.

Section 936 was originally put in place to encourage American
investment in the Philippines, as I recall, in the 1920’s. Is it the
administration’s view that under commonwealth status that the
administration would not propose that the Congress change 936?

I:ldr. lI:'IORRISON. That is correct. We are not making any proposal
to do that. '
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Senator MoYNIHAN. But to enjoy what is more a constitutional
fact that Congress is bound by previous Congresses and this can
change at any time?

Mr. MorrisoN. That is correct.

Senator MoYNIHAN. Mr. Gerry, you suggest that we are going to
have from just the Department of Health and Human Services that
the outlays in Puerto Rico will have doubled by the year 2000 from
$2.7 billion, an additional $3 billion by the year 2000.

Mr. GErRY. That is correct, Mr. Moynihan.

Senator MoyNIHAN. That comes from expenditures of your De-
partment of $2,000 per capita if I can roughly divide. About 8 mil-
lion people, about $6 billion. That is $2,000.

Could you give this Committee some notion about what by say
the year 2000 what you expect the per capita outlay of social wel-
fare benefits in Puerto Rico would be as against other States or do
you have some notion now?

Mr. GErRY. I have a general notion.

Senator MoyNIiHAN. Could you offer us that subject to revision?

Mr. Gerry. It would be substantially higher than in any of the
other States, Senator Moynihan.

Senator MoyN1HAN. Twice as high?

Mr. GeRry. I think—let me see if I can find it. I had the material
or at least some of the material that you want. I would be happy to
provide it State by State.

Senator MoYNIHAN. I think we would be interested in that, yes.
But give us an estimate now while we have you here, before some-
thing else interferes.

Mr. GErry. Let me see if I can find that for a minute, Senator. I
think what we did was we grouped the States that had the highest,
somewhere between 7 and 10, and my understanding is that the ex-
penditures would be about—there are a lot of variables, as I have
indicated—but roughly twice as high.

Senator MoyNIHAN. Roughly twice as high.

Mr. GERRY. As in the 7 to 10 States, Senator.

Senator MoyNiHAN. We will ask you to go back and think about
this. What would you say is the portion of the population that
would be receiving various program benefits? Would we go back to
60 percent of the population receiving food stamps?

Mr. GErrY. My understanding——

Senator MoyNiHAN. That is not your——

Mr. Gerry. Well it is not, but I think we could say comfortably
we would not, Senator. In fact, probably because of the current
rates there would be the likelihood of something, even a decrease
in the number of people receiving food stamps although there
would be an increase in the value.

Senator MoyNIHAN. Fine. Could we get that?

Mr. GErry. Certainly.

Senator MoyNIHAN. We would have to ask the Treasury, I guess,
about earned income tax credits. Most of the population would be
eligible, would they not? Offhand, wouldn’t you think?

Mr. Morrison. I think we have that figure. It is about half—a
substantial percentage, yes.

Senator MoYNIHAN. About 40 percent or so?
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Mr. MorrisoN. More than half of all returns, but the per-taxpay-
er credit would average well below that on the mainland.

Senator MoyNiHAN. I guess if the administration could give us
. an estimate of the incidents of social welfare benefits, per capita, I
mean in the island as against the other norms around the country.

Mr. GErrY. We would be happy to do that, Senator Moynihan.

[The information appears in the appendix.]

Senator MoyNiHAN. Could I just ask one other question. On the
language issue, has the administration made a position?

Mr. MorrisoN. Not from the tax perspective; no, sir. [Laughter.]

Senator MOYNIHAN. Mr. Morrison, you will go far. [Laughter.]

Mr. Gerry, let’s see what your future holds. [Laughter.]

Mr. Gerry. I would repeat not from the tax perspective. But as
far as I know, Senator Moynihan, the administration has not taken
a position on that issue. I would be happy to try to find out.

The CHAIRMAN. It seems to me, Senator, it is a taxing issue.
[Laughter.]

Senator MoyNIHAN. Thank you, Mr. Chairman.

Thank you, gentlemen.

The CHAIRMAN. Senator Bradley?

Senator BRADLEY. Thank you, Mr. Chairman. Some people would
say tax talk is a separate language anyway.

If statehood is the option and you estimate that that will cost ad-
ditional $2 to $3 billion a year, where will that money come from?

Mr. Morrison. If I can first quibble with your predicate, Senator,
the net deficit impact will not be $2 to $3 billion under our esti-
mates.

Senator BRADLEY. Over the first 5 years.

Mr. MorrisoN. Over the first 5 years the cumulative total would
hq}’lg been $2 to $3 billion, but the annual amount is a few hundred
million.

Senator BRADLEY. So is it an increase in the deficit in the first 5
years by $2 to $3 billion?

Mr. MorrisoN. The increase in the deficit from fiscal year 1992
gl}lrigugh fiscal year 1995, cumulative, would be on the order of $3

illion.

Senator BRADLEY. So where does the money come from?

Mr. MorrisoN. That is an expenditure—and Mr. Gerry can ad-
dress this as well—that the administration is willing to accept. But
in terms of “accepting” that means we are willing to work with the
Congress in balancing expenditures in designing the fiscal year
1992 budget and the follow-on budgets to accommodate that.

We acknowledge that the expenditure is not negligible, but it is
less than $1 billion a year; and that that is an item that can be
addressed in the general balance of budget items. We do not shirk
from the task.

Senator BRADLEY. So basically you are saying you take it from
some place else?

Mr. MorrisoN. I think it has to be——

Senator BRapLEY. Would you take it from another State?

Mr. MorrisoN. It has to be part of the mix of designing the
budget for each of those years.

Senator Brabrey. Well I think it is important to be candid. I
mean I sure do not want imy people in New Jersey loosing out be-
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cause there’s a need for an extra $2 to $3 billion and the adminis-
tration basically says we are going to take it from one State and
give it to another State.

Mr. MorrisoN. Would realize I am not saying it would come
from the same line item. It can be part of a mix of the entire ex-
penditure package.

Ser;ator BRADLEY. So you won’t give us anymore specific sugges-
tions?

Mr. MORRISON. At the moment I understand the administration’s
position to be that when the plebiscite occurs and statehood is
chosen we would immediately come and begin to discuss the issue.

Senator BRADLEY. Well let me say to you, as well as to the people
of Puerto Rico, I would sure want to know where it would come
from prior to my vote. If I vote for statehood and I have an admin-
istration that says, well, I might come up with the money but I am
not sure where or how, I would want to know that. I would want to
have the administration on the record as to where the money is
going to come from so I could be sure I was going to get the money.

Mr. MogrrisoN. We are committed to finding the money. Deciding
where it comes from needs to be a collegial process, I think.

Mr. Gerry. If I might add, Senator Bradley, it not only needs to
be but it always is one. The administration’s position is that the
President will come forward with a budget that includes these costs
and that it will be obviously up to the Congress and the adminis-
tration collaboratively to decide on all the other items in the
budget. I do not think we can necessarily trace arrows to other po-
sitions for precisely where each dollar will come from.

Senator BRADLEY. Okay.

Under the bill, if the people choose statehood they get the imme-
diate benefits of statehood and the benefits of Section 936 are
phased out. Is that correct?

Mr. MorrisoN. That is correct.

Senator BRADLEY. Is that constitutional?

Mr. MorrisoN. The Justice Department has testified at great
length in November on the constitutionality of the phase out of 936
and the answer was yes.

Senator BRADLEY. So it is the Justice Department’s opinion that
gou ca?n provide a tax benefit to one State that does not go to other

tates?

Mr. MogrrisoN. Provided it is phased out over a short period of
time.

Senator BRADLEY. You feel quite comfortable with that? You do
not think you need declaratory judgment from the Supreme Court
and you do not think you need anything else? You feel quite com-
fortable with the Assistant Solicitor’s view?

Mr. MorrisoN. I have to defer to the Justice Department. But
l\flttrs. Peterson’s testimony did make it clear that that was their po-
sition.

Senator BrapLeEy. Now if I were the people in Puerto Rico I
would sure want to know that with a little more authority than the
view of a Justice Department lawyer. They have been wrong. There
are a lot of dollars involved here. But I realize that is not a tax
matter. *
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On the issue of the Puerto Rican Olympic team, can Puerto Rico
have an Olympic team from the administration’s standpoint if they
opt for statehood? That is more in your area, Mr. Gerry? [Laugh-

ter.

N}r. GEerRY. That is the problem with the Department of Health
and Human Services. If we cannot figure it fits anywhere else, it
always ends up being one of our questions. [Laughter.]

I do not know that we have anything to do with Olympic team
formation or the rules governing Olympic teams. So I cannot hon-
estly answer your question, Senator Bradley.

Senator BrADLEY. Do you think New Jersey should have an
Olympic team?

r. GERRY, I would not want to preempt the citizens of New
Jersey from at least arriving at that conclusion probably first. But
I honestly do not know the extent to which the Federal Govern-
ment plays a role in deciding who has Olympic teams and under
what rules they select them.

Senator BrapLEY. Well if the people of Puerto Rico are under the
impression that they can have statehood and an Olympic team,
which is a certain element of pride and a certain element of identi-
ty, it ought to be clear where Congress and the administration
stand on that before they choose.

Mr. GeRrry. I agree with you it ought to be clear, Senator. I do
not know what the impression is. I know that our Department
right now is not operating under any impression with respect to
whether there will or there will not be an Olympic team in Puerto
Rico after statehood.

The CHAIRMAN. Thank you, Senator.

Senator Symms?

Senator Symwms. Thank you, Mr. Chairman; and, gentlemen,
thank you very much for your testimony.

All three of my colleagues have asked you questions that require
a high degree of candidness to ensure there is no misunderstanding
on the part of the people of Puerto Rico as to the possibilities re-
garding this issue. The prospect of a recession in Puerto Rico con-
cerns me. I think, Mr. Gerry, you said in your testimony there may
be a recession in Puerto Rico. Did you say that or who said that?

Mr. GERrRry. No, not a recession.

Mr. MorrisoN. I said that even under CBO’s analysis they are
not predicting a recession in Puerto Rico.

Senator Symms. Well if, in fact, some of the tax returns in the
936 companies, did you analyze those tax returns that would show
an approximate 15-percent drop in profits in the 936 companies if
statehood is enacted?

Mr. MorrisoN. In developing our revenue estimates we would
not_normally take into account the GNP drop in Puerto Rico. But
let me explain why that is not important here. First—— -

Senator Symms. Try to make the answer brief because I am
trying to get to my question.

Mr. MorrisoN. Okay. First, there is no impact on the revenue
pickup from 936; and second, even assuming CBO’s negative num-
bers, there is only a 5 percent total imgact on the small portion of
the pickup that is not relative to 936. That has an almost negligible
effect on the total revenue impact.



18

Senator Symms. My question concerns Pete Marwick’s indication
of a possible 15-percent drop in profit. Thus, if they are making on
the average 18 percent in that study, they could be down to 3 per-
cent, while if you can borrow money at 10 percent and pick up and
leave and go to Mexico or somewhere else, what happens to Puerto
Rico if they lose employment and jobs?

Mr. MorrisoN. The point is that we do not believe they can pick
Ep and leave and go to Mexico. If they went to Mexico they would

ave to——

Senator Symms. Or Jamaica, say. Maybe they will make an ar-
rangement for them.

Mr. MorrisoN. If they went to any foreign jurisdiction a substan-
tial portion of the income earned by 936 companies would have to
be paid back to the mainland in the form of royalties. So from a
revenue perspective we estimate, even if there is a significant hit
to Puerto Rico’s GNP, very little impact on the revenue pickup
from 936 companies.

Senator Symms. So what is your basic reason from Treasury’s
point of view, what is the comparative business advantage for
someone to be in Puerto Rico as a State as to say going to North
Carolina or New Jersey or to go to some low tax jurisdiction like
Jamaica or somewhere in the Far East? What is the advantage?
What is the comparative advantage? How do you analyze it?

Mr. MorrisoN. There is very little difference in your example be-
tween going to North Carolina or New . Jersey versus staying on
shore in Puerto Rico. Our revenue estimates with respect to the
pickup from 936 are not sensitive to whether a 936 company moves
from Puerto Rico back to the United States. If that happens we
will still pick up the same amount of revenue.

The question as to whether or not 936 companies will move off-
shore is addressed in our testimony; and that is the only thing that
has an impact on our revenue pickup. .

Senator Symms. Well I guess what I am driving at here is if, in
fact, statehood—let’s hypothetically say that statehood is granted,
which you are recommending, and then in fact after three or 4
years, if GNP is down and things have not turned out as well and
people aren’t quite as wealthy as they thought they would be and
they feel disillusioned, and then they get a new election over there
and elect a party slate of officers in the legislature and the Gover-
nor that are demanding independence, what is the Treasury’s posi-
tion going to be then?

Mr. MorrisoN. Well the administration’s position is that they
have the right of self-determination at this time. It is the Presi-
dent’s personal opinion that they ought to be a State.

Senator Symms. I hear you. I understand that. I am just looking
down the road. Before I get too committed on this, I would like to
be somewhat comfortable, and hope the people in Puerto Rico will
realize that every possible decrease in income for those people
needs to be addressed in advance.

Mr. MorrisoN. We agree with that, Senator, absolutely, and
think our estimates with respect to that——

Senator Symms. How high of a margin of the election of the pleb-
iscite in Puerto Rico is required before statehood is granted by the
Congress or by the U.S. Government—50.1 percent?
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Mr. Morrison. It is a simple majority.

Senator Symms. Is there any way that it could be increased to a
higher majority, just so that we were confident that that’s what
they really want to do?

Mr. MorrisoN. That would be up to the judgment of the Senate
and the House. »
hSenator Symms. I do not know what the Constitution says about
that. ‘

Senator MoyN1HAN. Would my friend yield for comments?
Senator Symms. Certainly. .
Senator MoynNIiHAN. The Constitution does not say, but from the

very beginning when the Northwest Territories were divided into

States one by one the rule was a simple majority of the population

which needed to be 60,000 or more.

Senator Symms. Well all I am asking is—and I guess what I am
driving at is—I think the Chairman said at the beginning we had
better be very candid about this and make sure that everyone un-
derstands it. If in fact there is a negative impact with respect to
these 936 companies, employment, GNP, and income, and the
people believe that they are going to be much wealthier if they
become a state and then if they are not wealthier and if they have
only voted for it by a very small majority in the first place, well in
three or 4 years what happens when they reconsider the statehood
status of Puerto Rico? That is the question I am asking.

Mr. MorrisoN. Well, I think we have to look to the history of the
1860’s to determine whether or not secession is appropriate.

Senator Symms. Well I hope you are not going to—I mean, I hope
we can think that through. I think that is what we all have to
think about.

Mr. Chairman, I know my time is up, but since Mr. Gerry is here
could I ask one other question about the hospital costs? I think
Treasury has said, if I understood their testimony right, that Treas-
ury revenues would increase if statehood is granted; and you have
said hospital costs will also increase. Is the hospital cost increase
greater than its revenue increase?

Mr. GERRY. No, Senator Symms.

Senator Symms. I am asking the same question in a different way
that Senator Bradley asked.

Mr. Gerry. Well let me see if I can separate the issues. If the bill
as currently drafted is passed, we are not certain of which of two
calculations we would use under the current wording. That is one
of our problems with the wording of the bill. We would have to cal-
culate the rate, the approved rate, for reimbursement of Medicare
hospitals in one of 2 ways. Either of those two ways as we current-
ly anticipate it would not be consistent with the prospective pay-
ment system now in effect in other jurisdictions.

And, based on our current understanding of actual costs in
Puerto Rico the two approaches which would be the national hospi-
tal average or the actual costs, we have a blended formula right
now for calculating the Medicare reimbursement rate. The ques-
tion would be under the current language which one we would use.

Either of those two would produce a higher reimbursement rate
than it would appear to be warranted by the actual costs of hospi-
tal care. However, if you take either of those approaches, the
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amount of money that it would cost from the Medicare trust fund
would certainly not be as much as the revenue gained by the
Treasury from statehood—for that is the total revenue gain by the
Treasury Department from statehood would be larger than either
of those calculations just on the Medicare trust fund amounts.

Senator Symms. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Gentlemen, one of the traditional views for determining when a
jurisdiction qualifies for statehood is that it should reach a stage of
economic development where it can hold its own in the national
economy.

The CBO questioned whether Puerto Rico has reached that stage
of development. Do you think that is a valid requirement for state-
hood? If you do, do you think Puerto Rico has reached that stage of
development?

Mr. MorrisoN. I think, of course, it is an important criteria for
this Committee and the Congress to consider in considering the ad-
mission of Puerto Rico as a State should the people choose that
olgtion. I also think that from my reading the CBO’s study, given
the fact that even under the statehood option there would be eco-
nomic growth rather-than depression, I think it is fair to assume
that Puerto Rico has reached such a stage of economic develop-
ment.

The CHAIRMAN. Let me ask that again, because you put it back
on us. I am trying to find out what the administration thinks. Do
you think that is a valid qualification requirement for statehood, to
reach a stage of economic development where it can hold its own in
the national economy?

That is one of the traditional viewpoints. I want to know the ad-
ministration’s view.

Mr. MorrisoN. From the Treasury’'s perspective, I think we
would agree that it is a valid concern.

Mr. Gerry. I would have to say I think the President has en-
dorsed the concept of self-determination as the first valid concern.

Mr. Chairman, being from the western part of the United States
myself, and although understanding the point of your criterion, I
do not know what the application of such a criterion would have
meant to the Montana territories or to probably 10 or 15 of the
Western States that were admitted if Congress had attempted at
that point in time to calculate the precise ability of those territo-
ries as States to compete in the national economy.

I think it is relevant but I do not think it ought to take prece-
dence over the principal of self-determination, which is the one.
that the President has very strongly supported. I think the admin-
istration continues to support it as the major concept governing the
ability of people within this country to make decisions about their
own future.

The CHAIRMAN. Senator Moynihan?

Senator MoYNIHAN. Mr. Chairman, the morning is going by and
I am going to again thank these two distinguished members. They
have helped us a lot and we are going to get more information
from you.

The CHAIRMAN. Senator Bradley?

Senator BrabpLEY. Thank you, Mr. Chairman.
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Just one quick question. On the calculation of the net costs, over
;:‘he ?period 1992 to 2000 what is your calculation of the net trans-

ers?

Mr. MorrisoN. Of the net transfers, Senator Bradley?

Senator BRADLEY. Yes. Spending less taxes.

Mr. MorrisoN. I would have to do some quick addition, but .
through 1995 we show a net loss of over $3 billion; and from 1996
through 2000 we show a net gain on the order of $6 billion. So net
ll:gﬁyveen 1992 and 2000, we show a pickup on the order of $2 to $3

illion.
. S%nator BrADLEY. So the Treasury shows a pickup of $2 to $3 bil-
ion?

Mr. MorrisoN. Between fiscal year 1992 and fiscal year 2000.

Senator BraprLey. CBO has quite a different view? The CBO
report states that net transfers, spending less taxes to Puerto Rico
would be nearly $18 billion higher over the period 1992 to 2000.

What is the difference between a gain of $3 billion and a net
transfer of $18 billion?

Mr. MorrisoN. It is important not to take CBO’s statement out
of context. CBO, and they can address them themselves, is talking
about net transfers to the island. They are not talking about the
revenue pickup from phasing out Section 936, which is revenue
picked up from the U.S. owners of the 936 companies.

We think if you take CBO’s outlay estimates and add our pickup
from Section 936, which we do not believe CBO is quibbling with,
you still end up in a net positive figure.

Senator BRADLEY. So basically it is the Section 936 pickup?

Mr. Morrison. That is right.

Mr. GERRry. Yes. I would just add that we agree. We think the
CBO’s outlay estimates are generally accurate. We have minor dif-
ferences. So that would confirm the proposition that the difference
is in the 936 treatment. . ’

Senator BRADLEY. Thank you.

The CHAIRMAN. Thank you.

Senator Dole, the Minority Leader, also has some concerns and
has s(;)me written questions that he will be submitting for the
record.

[The questions appear in the appendix.]

The CHAIRMAN. I would like to now call Dr. Robert Reischauer,
the (li)irector of the Congressional Budget Office, to the witness
stand.

I note that Fred Ribe will also be with Dr. Reischauer. Fred Ribe
has done some of the work on the CBO report on Puerto Rico.

Gentlemen, we are pleased to have you. Dr. Reischauer, if you
would proceed, please.

STATEMENT OF DR. ROBERT D. REISCHAUER, DIRECTOR, CON-
GRESSIONAL BUDGET OFFICE, ACCOMPANIED BY FREDERICK
C. RIBE, ASSISTANT DIRECTOR FOR FISCAL ANALYSIS, CON-
GRESSIONAL BUDGET OFFICE
Dr. ReiscHAUER. Mr. Chairman and Senator Moynihan, it is a

pleasure to be here before the committee this morning. I am ac-
companied by Fred Ribe, CBO’s Assistant Director for Fiscal At_lal-
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_ysis, who returned yesterday from Puerto Rico where he discussed
the contents of CBO’s study with the island’s economist...

I will submit my prepared statement for the record and briefly
summarize CBO’s analysis of the economic and budgetary impacts
’?g éshe statehood and independence options as they are defined by S.

At the outset, 1 want to emphasize that the analysis that the
CBO- undertook for this Committee was not able to incorporate all
of the possible effects that a change in the island’s political status
could have. We concentrated on the quantifiable impacts that
would result from changes in net government transfers and from
the gradual elimination of Section 936 benefits.

A change in Puerto Rico’s political status could affect many
other things—tourism, the local sector’s capacity to spend, how
Puerto Ricans and outsiders perceive the island as a place to do
business, work effort and saving patterns of the Puerto Rican popu-
lation, and the island’s trade, shipping, and international tax posi-
tions.

These dimensions could have important impacts on Puerto Rico’s
economy, but CBO had little basis for estimating their relative
magnitudes.

Under statehood, Puerto Rico would become eligible for full Fed-
eral entitlements, and individuals and corporations on the island
would become liable for Federal taxes. Because the former would
outweigh the latter, net Federal transfers to Puerto Rico would in-
crease by about $18 billion over the 1992 to 2000 period. By itself
this net increase in Federal flows would increase the island’s aggre-
gate demand and stimulate the Puerto Rican economy. It also
might affect the island’s labor supply and the migration flows be-
tween the island and the mainland.

Statehood would also involve the gradual phaseout of Section 936
benefits. Affected firms would respond to this by reducing their in-
vestments in Puerto Rico. The reduced investment would decrease
aggregate demand and over time would reduce the island’s produc-
tive capacity.

At first the Puerto Rican economy would probably enjoy a tem-
porary surge in response to the increase in net transfers, but this
effect would be eventually offset by the loss of Section 936 activity.
On balance these two repercussions of statehood would result in a
reduction of 1 to 2 percentage points in Puerto Rico’s economic
growth rate over the balance of this century.

By the year 2000, the island’s real gross national product (GNP)-
would be 10 percent to 15 percent lower than it would be under a
continuation of commonwealth status. Employment growth would
fall by about one-half to 1 percentage point, which translates into a
reduction of 50,000 to 100,000 jobs by the year 2000. The lower eco-
nomic growth and higher unemployment projected under statehood--
would act to increase Federal spending for such programs as unem-
ployment insurance, food stamps, Aid to Families with Dependent
Children, and Medicaid by somewhere between $300 million and
$600 million by the year 2000.

Estimating the impact of independence on the Puerto Rican
economy involves even more conjecture than does estimating the
effects of statehood. On the one hand, independence could have
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{aositive economic effects if it led to expanded investment, increased
abor supply, and reduced dependency. On the other hand, inde-
pendence could be harmful if the progressive loss in Federal trans-
fers that would occur under S. 712 proved to be too burdensome,
agd if(‘i Puerto Rico encountered difficulties obtaining capital from
abroad.

Under independence, Federal transfers to Puerto Rico would fall
progressively below the baseline levels and eventually would termi-
nate. The excise tax on rum would no-longer be remitted to Puerto
Rico. The overall result would be a decline in net fiscal flows from
the United States to Puerto Rico that would amount to about $7
billion over the balance of this century.

The decline in net fiscal flows from the United States would
reduce aggregate demand and reduce the average growth of real
GNP in Puerto Rico by somewhere between two-tenths and three-
tenths of a percent per year over the balance of the century.

Independence could also affect Puerto Rico’s ability to attract
direct investment. Under S. 712, U.S. corporations in Puerto Rico
would lose all of the benefits of Section 936. However, the inde-
pendent nation could respond by offering other tax-related advan-
tages that could transform it into a low-tax jurisdiction for U.S.
firms and into a more attractive location for investment by third
countries than is now the case. The net effect of this was impossi-
ble for CBO to estimate.

An independent Puerto Rico might encounter severe difficulties
financing its balance-of-payment outflows. In the past this outflow
has been financed by net transfers from the Federal Government;
by Puerto Rican Government borrowing in the U.S. municipal bond
market; and by direct investment by Section 936 firms. Under inde-
pendence, U.S. Government transfers, as I have mentioned, would
decline, and Puerto Rico would lose its access to the U.S. municipal
bond market.

If these effects were not offset by an increase in direct invest-
ment from abroad, Puerto Rico would face a decline in funds from
outside sources which would cause its economy to contract. Either
the Government would have to reduce its borrowing to balance the
shortfall, or real interest rates would have to rise. Either case
would lead io reduced output, employment, and income at least in
the short run.

Let me conclude by reiterating the caveats that must be kept in
mind when discussing CBQ’s analysis. First, the effects of a change
in Puerto Rico’s status are extremely complex and very uncertain.
Second, CBO could not quantify many of these effects. Third, those
that we could quantify could not be stated with a great deal of pre-
cision.

What this suggests is that CBO’s study, while useful in laying
out the general pattern of likely effects, should not be regarded as
the last word on this subject.

Finally, I think that it is important to reflect on Senator Brad-
ley’s opening comments and to note the limited scope of CBO’s
study. We examined the economic and budgetary impacts of a shift
in Puerto Rico’s political status. Such a shift would represent a
major political change, and certainly there are numerous other fac-
tors that should be considered -as you resolve this issue.
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Thank you.
ai [’Iihe prepared statement of Dr. Reischauer appears in the appen-

ix.

The CuairMAN. Dr. Reischauer, you talked about an economy in
Puerto Rico that has been built on Federal tax preferences and
local tax preferences, and that their elimination would have a neg-
ative impact on Puerto Rico’s investments.

As an economist, do you believe the Puerto Rican economy is
built on tax incentives? Do you think it could sustain economic
growth without those incentives?

Dr. REISCHAUER. I think it certainly can in the long run. There
will be a difficult adjustment period.

The CHAIRMAN. In the long run, that is what the Congress is
saying. In the long run we are all dead. But tell me again, what do
you mean by long run? Measure it out for me.

Dr. REiscHAUER. Well, there will be an adjustment period. As the
Puerto Rican economy adjusts to the withdrawal of the incentives
provided by Section 936, that will act as a drag on economic growth
and, by our calculations, a fairly serious drag. But by the year
2000, Section 936 credits will have been totally phased out for 2

ears. The increased tax payments to the Federal Government will
e phased in and readjustments will Gccur.

he CHAIRMAN. So you are saying by the year 2000 you think it

could sustain economic growth without the Federal tax incentives?

Dr. ReiscHAUER. Yes. We are not saying that there will not be
economic growth between now and the year 2000.

I would like to correct a misimpression that might have been left
by Mr. Morrison. We have made no forecast of what the Puerto
Rican economy will do over the next decade. We have no ability
really to forecast the ups and downs in the Puerto Rican economy
the way we do the American economy for our work on the budget.

We have looked back at the track record of the Puerto Rican
economy and have developed high-growth and low-growth scenarios
that are consistent with past experience in Puerto Rico and then
asked, what would happen, given statehood, assuming these two
growth paths. So the answer to the question of whether we predict-
ed a recession or not in Puerto Rico is that we did not predict one
nor did we not predict one.

The CHAIRMAN. Gentlemen, I have another engagement I have to
fulfill and so I am going to ask Senator Moynihan to continue to
Chair the hearing.

Thank you.

Senator MoyNIHAN. Dr. Reischauer, in my opening remarks I of-
fered the thought that the real issues we are dealing with here are
civic and not economic. We have every reason properly to ask, you
know, what will be the economic consequences and this is the Fi-
nance Committee and we deal with such matters. But as you look
at this situation, and try to get beyond your modeling mode,
wouldn’t you be disposed to say that with all that we know that
there are not going to be any economic consequences of any magni-
tude compared with the magnitude of the civic ones? Do the eco-
nomic issues override the importance of the civic ones?

Do you want to be a citizen of the United States and a member
of the union with representation in Congress? Do you want to be a
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citizen of the United States but not have representation in Con-
gress through a Commissioner? Do you want to be independent?

Compared to the magnitude of those civic issues—maybe you do
not want to answer this. You do not have to, obviously. What is the
growth rate in the 1980’s in Puerto Rico, about 2.5 percent, some-
thing like that?

Dr. REISCHAUER. It is between 2 percent and 3 percent.

Senator MoyNIHAN. Two to three. I said 2.5. In between 2 and 3
percent. Mr. Ribe—is it Mr. Ribe?

Dr. REiscHAUER. Yes, Mr. Ribe.

Senator MoyNIHAN. What does that do in a decade? That com-
pounds to about 30 percent or so?

Dr. REISCHAUER. Probably a little over 30 percent.

Senator MoYNIHAN. Thirty-five?

Dr. ReisCHAUER. Roughly.

Senator MOYNIHAN. Yes. So your GNP has gotten better than it
was. We are accustomed to economic growth in a way that the spe-
cies did not ever begin to experience until about 150 years ago. So
the economic growth in the eyes of the island will be about 35 per-
cent in this decade if it continued about what it was in that decade.
That is a big increase, about a third or more. It would be about
three-fold. No?

Dr. Re1scHAUER. Roughly 28 percent.

Senator MoyYNIHAN. Roughly 28.3 did you say?

Dr. ReiscHAUER. No, 28 percent growth, roughly.

Senator MoyNIHAN. I would say a third. There are more people
too, but you know physically better off.

So then between 28 and 24?

Dr. Reischauer. No. What you would be doing is reducing that
growth rate of——

Senator MovyNIHAN. No, no.

Dr. ReiscHAUER. If it were 2.5 percent per year and we said the
impact of statehood would be to reduce that by 1 to 2 percentage
points a year, we would then be talking about a growth rate that
was between 0.5 percent and 1.5 percent per year; and that is a
very substantial change in the circumstances.

Senator MoYNIHAN. At 1.5 percent, what is the increase?

Dr. REiscHAUER. It ends up reducing the level of GNP, as I said
in my statement, by between 10 percent and 15 percent. The in-
crease from what it would have it otherwise.

Senator MoyNIHAN. I understand these things. I have been 14
years here; I am beginning to get the hang of it.

So would I be within a range of saying that in your estimate
things as they are, assuming there is no change in 936, the GNP of
Puerto Rico will increase by about 30 percent in this decade; and
that if we go to statehood instantly it will increase by about 15 per-
cent? In those round figures.

That seems to me, if I may say—and this is a judgment other
people will make, obviously—these seem to be derisory sums com-
pared to the magnitude of the issue, what kind of a citizenship do
you desire.

Dr. ReiscHAUER. Well, let me agree with your final statement—I
think that the citizenship or civic issue is the paramount issue. But
I would mention that, as you noted, the population of Puerto Rico



- 26

is growing, and, under a pessimistic scenario, the lower GNP
growth rate might result in basically static per capita GNP over a
decade. That is not a happy set of circumstances.

Senator MoyNIHAN. The median income in the United States in
1987, the median family income, finally got back to the level of
1973, right? )

Dr. ReiscHAUER. The answer is yes, in real terms.

Senator MoyYNIHAN. Yes, in real terms.

Dr. REISCHAUER. And we are above that, yes. -

Senator MoYNIHAN. So we went 15 years with no increase in the
median family income and life went on. You know, World Series
were held, and football games, hearings.

Dr. REiscHAUER. Real per capita GNP rose fairly substantially
during that period, and some of the reasons why real family in-
comes did not regain their 1973 level had to do with demographic
shifts that were going on and the restructuring of the American
family. But this is a more complicated issue, which you and I have
talked about before.

Senator MoyYNIHAN. Yes, a more complicated issue than state-
hood or commonwealth.

Listen, could you tell the Committee—this is the Chairman. The
Chairman asked me to ask you this question. Dr. Reischauer, you
have testified that there are a number of potential effects of the
various status options which CBO is unable to estimate in its anal-
ysis. I understand that putting a precise number on many of these
effects is often difficult. Nevertheless, this Committee has to make
tough and important decisions and we need to have the best possi-
ble advice and analysis.

Could you tell the Committee whether in your best professional
judgment the unestimated effects are likely to override the nega-
tive consequences which CBO has predicted under the statehood
and independence options?

Dr. REisCHAUER. The answer to that, simply put, is no. We omit-
ted a number of important factors, because we did not have the ca-
pacity, the data, or the modeling ability. Some of those factors
would act to slow down the Puerto Rican economy beyond the fac-
tors that we examined; others would act in the other way. We omit-
ted the impact that would result from the elimination of the uncer-
tainty over Puerto Rico’s political status and political future that
presumably would have a positive effect.

Senator MoyNiHAN. How are you going to, you know, put a
number on that.

Dr. REiscHAUER. We also omitted the increased recognition—
knowledge that Puerto Rico exists and that it is a place to do busi-
ness—and the tourism impact. Those factors presumably would be
positive.

On the negative side, we left out such things as the impact that
would occur from increased marginal tax rates on individuals that
could lead to a reduction in the labor supply; the increased tax
burden on capital in Puerto Rico—local capital; the effects that a
reduction in the Section 936 sector would have on local supplying
firms; the possibility that the Puerto Rican state government might
be strapped for funds and have to cut back its activity if the econo-
my of Puerto Rico suffered poor growth.
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So there were things on both sides. Whether on balance they
would add up to a plus or minus, I am unsure—but I think the net
effect of all these omitted factors would be relatively small com-
pared with the large negative impact that the two dimensions we
did examine would produce. So I am fairly confident about the di-
rection of the effect, if not in the size.

Senator MoyNIHAN. We want to be as neutral here as we can
and just present the alternatives—I think that is the view of the
committee. I think it was the view of the Energy and,Natural Re-
sources Committee. Just present information and let people make
their own choices.

It would be helpful, I think, and could I ask, would you try to
work out a per capita GNP path over the next 10 years in terms of
the two scenarios. Leave independence out. Independence is a judg-
ment people can make that will have nothing to do with economics.
If they want to do it, it will be for reasons that have nothing what-
ever to do with economics. But these other things you might, eco-
nomics will tend to make a difference.

Could you do that for us?

Dr. REiscHAUER. We will be glad to do it. I want to add that this
analysis will be as uncertain and difficult as the other analyses we
have done because we have no way of estimating the effects on mi-
gration of changed economic situations. So we will assume, you
know, a steady situation in that regard.

[The information appears in the appendix.]

Senator MOYNIHAN. Yes.

One of the economic issues that I would like to see you factor in
is transfer payments. If statehood brings $2,000 per capita in trans-
fer payments out of HHS that seems to me that—you know, a
family of five has a $10,000—well, that median family of five, they
are in the range where that would be the largest transfer payment
in per capita terms than any place in the world; wouldn’t it be?

I mean you hear a lot about Sweden but I doubt it. You know,
can you factor that in?

Dr. ReiscHAUER. We have calculated in our report and in my tes-
timony what we think those transfer payments will be, and we will
E}? glad to work them but on a per capita basis for you and provide

em.

[The information appears in the appendix.]

Senator MoYNIHAN. You have Mr. Gerry, so you have their judg-
ment. You can use that.

Dr. REISCHAUER. Yes. \

Senator MoyNIHAN. Would you tell us about it, too, you know, a
little footnote.

Finally, can I ask you, sir, has the House of Representatives
asked anything of you in this matter?

Dr. REISCHAUER. Apparently they have put in an analogous re-
quest to the General Accounting Office.

Senator MoyNIHAN. Recently, as far as you know?

Dr. REISCHAUER. A month ago.

Senator MOYNIHAN. A month ago. All right.

Because may I for the record say that we asked the Congression-
al Research Service a year ago, last summer, to give us an assess-
ment of what the effects on social programs would be and transfer
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payments and so forth. We have been at this, I do not want to be
difficult, but I have to say that if the House of Representatives
does not get onto this job we are going to have a situation I de-
scribed earlier. We will end this Congress without legislation to
send to the President in accordance with hig clear expectation and
wish at the beginning of this Congress.

That would be a dereliction of a responsibility of a very high
order, or so I think, and about which I do not ask you to comment
on,

Gentlemen, thank you very much, Dr. Reischauer, Mr. Ribe. We
appreciate it very much. We will hear from you. I guess you have
nothing else to do right now, but could you get us these things as
soon as you can because we have to proceed on this.

q Dr. ReiscHAUER. We should be able to get it to you in a couple
ays.

Senator MoyNIHAN. Good.

Well now, we now hear from a panel of distinguished citizens
who are involved with these matters. We will stand in recess for 1
minute while we sort of reshuffle.

[Whereupon, the hearing was recessed for 1 minute.]

Senator MoyYNIHAN. I will appreciate it if our guests will reshuf-
fle. Our witnesses listened with great patience to the earlier wit-
nesses now let’s give them the same courtesy. There is no discour-
tesy. There is just a certain amount of shuffling going on in the
back there. I am going to ask our guests who are standing if they
wouldn’t be kind enough to sit down. I really must ask that be-
cause we owe the courtesy. Very well.

We now have a panel which I am informed—I did not know, but
that is just fine.

Wait a minute now. We are going to have order in this hearing
roo}rln. There is a matter of courtesy and civility involved here. All
right.

I am told that our panel is divided into three. It represents the
three options that we are going to provide for--which is to say
commonwealth, statehood and independence, or independence, com-
monwealth and statehood. You have to list them, but we treat
them equal. We are going to have to be attentive to time under
Senate rules. Therefore, each position will have 10 minutes to set
forth and then we will have questions. Let’s get on with it.

There is a pair of persons representing the different positions.
The pair will divide its 10 minutes as it chooses. And with that not
very complicated instruction, let me first ask Mr. Benny Frankie
Cerezo, who is Presidential Delegate from the New Progressive
Party and Mr. Michael J. McKee, a principal of Quick, Finan & As-
sociates, in Washington.

Good morning, Mr. Cerezo.

Mr. Cerezo. Good morning, sir.

Senator MoyNIHAN. And Mr. McKee.

Proceed, please, sir.
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STATEMENT OF BENNY FRANKIE CEREZO, ESQUIRE, PRESIDEN-
TIAL DELEGATE, NEW PROGRESSIVE PARTY, SAN JUAN, PR

Mr. Cerezo. I am pleased to testify this morning on S. 712 on
behalf of the Puerto Rico statehood movement and its political in-
strument, the New Progressive Party. I am accompanied by Mr.
Michael McKee, an economist. With us is a group of well-respected
Puerto Rican economists and tax experts—Gerardo Carlo, Nelson
Soto and Carlos Diza-Olivo. They will be available to answer ques-
tions now and until markup.

To save time, I respectfully request that the full testimony be in-
cluded in the record.

Senator MoyNi1HAN. That will be done, sir; and it will be done for
each of the witnesses.

Mr. CeErezo. I was unpleasantly surprised Tuesday morning
when I read a Washington Post editorial declaring S. 712 dead for
this Congress. Not since Dewey beats Truman has a newspaper
been so premature in writing a political epitaph.

The Senate Energy Committee reported this complex bill in
record time. The Agriculture Committee has conducted hearings
and reportedly can report the bill quickly. With today’s hearing,
the Finance Committee completes a lengthy process and should be
equipped to report S. 712 expeditiously. The House leadership has
promised an expedited process this year on our self-determination
issue.

The Post’s opinion notwithstanding, there is time to enact S. 712
this year if the Finance Committee moves promptly. I suggest that
the New York Times editorial of April 1, of which I have made a
copy available, is better reasoned. Therefore, we urge you to mark
up S. 712 quickly.

Today we examine the economics of S. 712. We were gratified
when you appointed the Congressional Budget Office to work with
other expert analyrts within the Federal Government to produce
an assessment of the economic impact of each status. For years,
parties with a vested interest in retaining Section 936 have hired
economists and accounting firms to turn out supposedly authorita-
tive reports that predicted the downfall of Puerto Rico's economy,
even under statehood, absent Section 936. These paid reports are
inherently suspect, particularly when authored by former policy-
making Treasury officials who opposed Section 936 while in office.

Before we discuss the CBO report, let me emphasize this: Eco-
nomics matter but, fundamentally, this issue transcends economics.
It is civics as Senator Moynihan has rightly stated today. Puerto
Ricans—3.3 million American citizens—hunger for self-determina-
tion. All three political parties which rarely agree on anything
stand united on this point. Never in our nation’s history has self-
determination been denied, when requested. Nor can the United
States deny self-determination for its citizens when demanding it
for citizens of other nations. Nor has the question of whether or
not to admit a State been ever decided solely on the basis of eco-
nomics.

Mr. Chairman, two points. First, we welcome the opportunity to
work with the Committee to adjust the transition periods of S. 712
to prevent the brief economic downtown projected by CBO.

33-337 - 90 - 2
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Second, let me say that every objection to Puerto Rican state-
hood that will be raised this morning (1) that it is.too expensive for
the Federal Government; (2) that it will crush economic develop-
ment; (3) that taxes would be too much of a burden on companies
and citizens; (4) that our island can never be self-supporting—were
raised identically during the debate over the admission of no fewer
than 10 States. To wit, Alaska, Hawaii, California, New Mexico,
Nevada, Oregon, Illinois, Oklahoma, Arizona, and Mississippi.
Those objections were false in every one of those cases and they are
equally wrong when raised about Puerto Rico.

H]istory has proved once and again that the American Dream
works.

Now I defer to Mr. McKee.

[The prepared statement of Mr. Cerezo appears in the appendix.]

Senator MoyNIHAN. We thank you, sir.

Mr. McKee?

STATEMENT OF MICHAEL J. McKEE, PRINCIPAL, QUICK, FINAN &
ASSOCIATES, WASHINGTON, DC

Mr. McKEeE. Thank you and good morning, Mr. Chairman.

I am Michael McKee, Managing Director of Quick, Finan & Asso-
ciates, appearing again on behalf of the statehood party of Puerto
Rico. I thank the committee for consenting to hear our views on
the CBO report. :

I am going to be brief in summarizing the report. You have the
testimony, Mr. Chairman.

Senator MoyNIHAN. I do.

Mr. McKeE. So I will be brief in my summary because I have
some extemporaneous remarks that I would like to make that seem
to me to address some more serious and deeper issues here.

But first to summarize the testimony, I draw five conclusions
from the study. They all stem from one threshold observation. CBO
has expressly limited itself to what it regards as the three quantifi-
able aspects of S. T12—elimination of 936; imposition of Federal
taxes; and introduction of full Federal benefits.

CBO has not analyzed what it calls unquantifiable benefits that
statehood undoubtedly will bring. Thus, what CBO calls stat¢hood
is nothing more than commonwealth, minus 936, plus Federal
taxes and benefits. Nothing more than commonwealth with full
fiscal parity to the states. Using this as its foundation, CBO com-
pares commonwealth with parity against commonwealth as it
exists today, which it projected for purposes of the study to last for-
ever.

Does the omission of statehood’s tangible benefits matter? Con-
sider one inescapable conclusion I know you will find unsustaina-
ble. It means Senators and Congressmen do not count and have no
impact on their State’s economies. I do not believe this. This and
other quantifiable impacts of statehood matter greatly and are not
in the study. Statehood is fundamentally different from a common-
wealth with parity—politically, emotionally and economically. In
the end I will return to this and let you be the judge.

Does it matter that Section 936 is assumed to last forever? In
1980 Section 936 caused a Federal revenue loss of $1 billion per
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year. In 1989 the revenue loss is more like $2 billion a year. During
that time Puerto Rico’s manufacturing sector, all of it, including
non-936 companies, added just 1,000 jobs_according to the island’s
employment- survey of establishments. So each of those net new
jobs is now costing the U.S. Treasury something like $1 million
every year. Being generous in adjusting for inflation, each new job
costs well over half a million dollars a year, every year.

Does it matter that CBO projects 936 to last forever? CBO as-
sumes that in the 11 years after 1989 Section 936 will be responsi-
ble for adding between 90,000 and 160,000 936 jobs, well more than
the 1,000 or so added during the last decade.

Now let me turn to the five conclusions I draw from CBO’s study.
Conclusion one, commonwealth is a subordinate status to state-
hood; yet, commonwealth has a free ride even the poorest States do
‘not now exgoy. The commonwealth Governor has attempted to
argue that S. 712 provides a tilt towards statehood. The Governor,
when he asks for fiscal parity, does not really mean full fiscal
parity. He wants the benefits and the benefits only. A truly bal-
anced bill would, under commonwealth, phase out S’(lection 936 and
impose Federal income tax liability on Puerto Rico’s citizens as it
confers entitlement benefits. If anything, the bill currently tilts
against statehood.

The second conclusion, the current statehood transition provi-
s%lons in 8. 712 need adjustment. Mr. Cerezo has already addressed
that.

Conclusion three, the study puts a floor under the risks from
statehood and the possible fall is a short one. I think that came
‘clearly from the previous testimony. There may be some loss of
GNP. It is a loss of growth, and the economy will grow more
slowly. That will pass and the economy will resume growing as fast
under statehood as it would have under commonwealth.

I compare that, however, to studies like Peat Marwick’s and
studies that have gone before, that have shown statehood to be an
utter disaster, that show the economy sinking under the ocean.
That is not what CBO says.

Why does CBO’s statehood economy perform better than Peat
Marwick or other studies that have gone before have shown? Basi-
cally it is because Puerto Rico is a different place than we have
been led to believe. There are really three islands in Puerto Rico,
fhree different Puerto Ricos. Puerto Rico has developed very rapid-
y.

Still on the island today there is the Puerto Rico of the old

people, people who grew up in an underdeveloped, less developed
country, a less developed economy. There is the Puerto Rico of the
middle-aged, people who grew up during the development stage.
And now there are the youth of today. They are growing up in a
developed economy. That is the key difference.

Finally, turning to the question of whether this is a floor under
statehood. I think the answer is inescapable that it is a bottom but
not a top. Just ask yourself, Senator, would you rather be the Gov-
ernor of the State of Puerto Rico, trying to develop that state, or
would you rather be the Governor of a commonwealth with parity
trying to develop that commonwealth. I think you will—when you
think about it, think about the presentations you would have to
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make to investors—find clearly that statehood would make it
easier for you.

It looks like my time is running out so I will have to examine the
deeper question at a later time.

Senator MoyNIHAN. Wait until it rings. \

Mr. McKEeE. Well let me address what I think is a deeper ques-
tion, which is: Is Puerto Rico ready for statehood.

Senator MoyNIHAN. Finish your statement.

Mr. McKEE. The real question, it seems to me, is whether Puerto
Rico is part of the first world or whether Puerto Rico is part of the
third world. If Puerto Rico is part of the first world, if it is a devel-
oped country, and it takes a shock—whether it is CBO’s shock or
Peat Marwick’s shock—it will recover. We have a fundamental
faith that economies in the first world have a resilience and that
they may slow down, they may slow their growth, they may have a
recession, but they will come out of it.

Senator Bentsen’s Texas is a perfect example. We do not doubt
that Texas will come back.

On the other hand, if Puerto Rico is fundamentally part of the
third world, we think that it does not have the resilience and,
therefore, any shock is going to be harmful and the economy
cannot recover from it. The effects will multiply and make the situ-
ation worse. There is no recovery.

What is the difference? What is the fundamental, economic dif-
ference then between the first world and the third world? How do
we judge? The commonwealth party will throw statistics. We can
throw statistics. We will all make up numbers about the future of
the economy but we cannot predict it. So the question is: How can
we tell basically whether the resilience is there or whether it is
not? What is the difference between the first world and the third
world? The difference is education.

In the first world, universally in the first world, you have univer-
sal education for all children up through high school. In the third
world that is not the case. In the third world you have to keep the
children at the plow. There is not enough productivity to provide
freedom for education for the children. In the first world you have
education. And because you have education, people are masters of
their own economic destiny, to the extent we can master the future
and to the extent we can master destiny.

Senator MoyNIHAN. Fine. 1 think that is a very forcefully made
point, Mr. McKee. We thank you very much.

Mr. McKEk. If I may then just conclude by pointing to a chart in
my testimony.

Senator MoyYNIHAN. Yes.

Mr. McKee. Which shows that now, at least 10 years ago, in
1980, Puerto Rico had made that jump.

Senator MoyNIHAN. This is Chart number 1?

Mr. McKEk. Chart number 1.

Puerto Rico now has universal education.

Senator MoYNIHAN. Yes.

Mr. McKEEe. And now it has that resilience.

Senator MoyNIHAN. Thank you.

[The prepared statement of Mr. McKee appears in the appendix.]
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Senator MoYNIHAN. Very well, we are going to hear first of all—
our next group is obviously the commonwealth group. Mr. Jose
Berrocal, who is Counsellor to the Governor, the distinguished Gov-
ernor, and we have his predecessor here today as well. Then Mr.
Harvey Galper, who is formerly Director of the Office of Tax Anal-
ysis and who now works with Peat Marwick and I would assume
was involved in the preparation of that report. It is nice to see you
again, Mr. Galper. And Mr. Berrocal, good morning, sir. Would you
proceed?

STATEMENT OF JOSE M. BERROCAL, ESQUIRE, COUNSELOR TO
THE GOVERNOR OF THE COMMONWEALTH OF PUERTO RICO,
SAN JUAN, PR

Mr. BerrocAL. Good morning, Mr. Chairman. I am pleased to
appear before you to discuss the potential economic impact of S.
712 on Puerto Rico.

I am by training a lawyer and currently serve as Counselor to
the Governor. I come to represent the views of those of us in
Puerto Rico who believe that our commonwealth relationship is
and should continue to be an instrument for assuring the contin-
ued dignity and progress of the Puerto Rican people. We seek to
improve what has proved to be a practical and unequal creative so-
lution to the problems of a developing society in its aspirations for
progress.

During the first half of this century Puerto Rico was a stricken
land, suffering from desperate poverty and destitution. Through
commonwealth status in the 1950’s Puerto Rico experienced a dra-
matic turnaround. A new political relationship gave Puerto Rico
the opportunity to pull up its economy by its bootstraps and dra-
matically improve the socioeconomic condition on the island. It did
so by maximizing the use of its fiscal autonomy, possible only
under commonwealth in the span of just two generations. The poor-
house of the Caribbean emerged as a bustling and industrious soci-
ety, and today Puerto Rico enjoys one of the highest standards of
living in Latin America.

Commonwealth has proven to be a productive partnership
through which the United States has helped Puerto Rico help
itself. What we seek today is to enhance that partnership with
policy tools that will bolster our self-sufficiency, contributing in our
own way to the greatness of the United States as a small but hard-
working society. What we seek is opportunity. What we aspire to
are more jobs.

The CBO report confirms that under commonwealth Puerto Rico
can continue to prosper on a road to greater growth. It also con-
cludes that with the loss of Puerto Rico’s fiscal autonomy—which
necessarily is lost under statehood pursuant to the uniformity
clause—statehood would severely and permanently affect the ca-
pacity for growth of the Puerto Rican economy. In essence, the
report confirms that a change in status to statehood would entail
substituting jobs for welfare.

My written testimony discusses in detail Puerto Rico’s challenges
as a developing society in an insular setting and I would ask that it
be entered into the record.
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Senator MoyNIHAN. Yes, of course. We would be happy to.

Mr. BerrocaL. I would like to focus my oral comments on the
CBO’s report. The current CBO report is the latest in a long series
of serious studies with analogous results. It is not an aberration.
The United States-Puerto Rico Status Commission reached similar
conclusions. The Kreps (U.S. Department of Commerce) report, as
well as private studies by the nation’s leading independent firms—
Booz Allen; ICF, Inc.; Robert Nathan & Associates; and now Peat
Marwick Policy-economics—they all reach similar conclusions.

Without Puerto Rico’s fiscal autonomy the prospects for econom-
ic growth and prosperity in Puerto Rico are compromised. The CBO
report clearly and unequivocally demonstrates that statehood
would entail a permanent loss for the Puerto Rican economy.

CBO shoes a loss of 10 to 15 percent GNP by the year 2000. I
think it is important, Senator, to put that in perspective. That
would be the equivalent of a permanent loss of between $550 to
$825 billion for the U.S. economy. Or as if the combined economies
of Texas, New Jersey, West Virginia, Minnesota and Arkansas per-
manently disappeared. Even larger effects are found in other indi-
cators. Wages and salaries of Puerto Rican workers would decline
by between 17 and 26 percent under the CBO study. That is equiva-
lent to a loss of between $480 to $730 billion in current wages in
the United States.

The CBO study also demonstrates that the statehood economy
would lose the capacity for self-sustaining growth. By the year
2000, as you have indicated, Federal transfers would grow dramati-
cally. According to the CBO study, by $11.8 billion. This is informa-
tion contained in the Appendix to their study and it shows an in-
crease of over 65 percent over commonwealth. And Federal trans-
fers would fully constitute 37 percent of disposable income.

Senator, that is really not the kind of future I would like to
aspire to for my children or their children.

Senator MoyNIHAN. Could I interrupt you, sir, to ask: Is that
figure in your prepared statement?

Mr. BERROCAL. It is in my written statement.

Senator MoyNIHAN. Could you give me a page number? I just
wanted to note it.

Mr. BerrocaL. Well I have my——

Senator MOYNIHAN. Don’t worry. It is in your statement?

Mr. BERROCAL. Yes.

Senator MoyNiHAN. Would you say it again?

Mr. BeErrocAL. Yes.

Federal transfers to individual would constitute fully 37 percent
of disposable income in the Puerto Rican economy.

Senator MoyYNIHAN. In the year 2000.

Mr. BErrocaL. And Federal transfers would inccease to $11.8 bil-
lion in the year 2000. This is information contained in the Appen-
dix to the CBO report.

Senator MoyNIHAN. For the persons at the press table, this is on
page 15.

Mr. BErRrOCAL. Thank you, Senator.

There are a number of adverse economic impacts on Puerto Rico
that are not explicitly addressed in the CBO report. As the CBO
Director indicated they are smaller than the effects that were mod-
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eled and they are likely to be adverse to Puerto Rico, not positive.
In particular, with respect to statehood, there are four effects that
are adverse. The effect on the rest of our economy that are not Sec-
tion 936-related. That was not fully captured and they face the
added weight of Federal taxes. The effect on economic growth to
our financial sector by the loss of the so-called 936 funds which ac-
count for more than a third of all bank deposits. The effect on the
market for Puerto Rican securities and the effect on government
finances.

Now the effect on government finances, Senator, is an important
one because the Treasury spokesman suggested that this could ac-
tually be a positive effect. If Puerto Rico were to lower its taxes to
the level of the higher tax states it would lose $1 billion in tax rev-
enues. That would require cutting back our government sector by
nearly 90,000 government workers.

Other alternatives that are suggested are equally available under
commonwealth. Much has been said by statehood critics of the so-
called unquantifiable benefits of statehood that are not modeled.
On the political certainty angle I would simply submit to you a
study prepared by those groups that evaluate political risk around
the world. They analyze Puerto Rico from that certainty perspec-
tive and conclude that it is one of the safest locations to invest in
the world.

Senator MoyNIHAN. Do you have a document, sir?

Mr. BERROCAL. Yes, sir.

Senator MoyNIHAN. That you want to submit for the record?

Mr. BErrocaL. Yes, I will submit it for the record.

Senator MoyNIHAN. Please. That is just fine.

Mr. BERROCAL. In summary, sir, neither statehood nor independ-
ence offer any coherent economic model so that the people of
Puerto Rico can continue to prosper through their effort and inge-
nuity. Only through commonwealth can Puerto Rico continue to
prosper. Its enhancement will make it better.

I would like to turn now to Mr. Galper who will address the
issues in our Peat Marwick study.
d.[’Iihe prepared statement of Mr. Berrocal appears in the appen-

ix.

Senator MoyNIHAN. Mr. Galper, we welcome you to the Commit-

tee, sir.

STATEMENT OF HARVEY GALPER, PRINCIPAL, KPMG PEAT MAR-
WICK, AND FORMER DIRECTOR, OFFICE OF TAX ANALYSIS, U.S.
DEPARTMENT OF THE TREASURY

Mr. GaLper. Thank you, Mr. Chairman. I am Harvey Galper, a
principal in the Policy Economics Group of KPMG Peat Marwick.
PEG has been retained by the Governor of Puerto Rico to under-
take a study of the economic effects of statehood for Puerto Rico.
The effects we could quantify are almost exclusively the result of
the loss of the tax benefits under Section 936 of the Internal Reve-
nue Code which has been discussed at length here.

I should emphasize at the outset that neither I, nor Peat Mar-
wick, take any position for or against statehood for Puerto Rico.
My testimony today highlights the major points in our study which
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has been made available in its entirety to this Committee and we
submit it for the record.

Senator MoyNIHAN. We will look at it for the record, but it may
be a lot more to print than we want.

‘bllwr' GALPER. That is fine. The executive summary is also avail-
able.

Senator MoYNIHAN. And that will be in the record.

Mr. GALPER. The study leads to three main conclusions: First,
statehood would have several direct negative effects on the Puerto
Rican economy, primarily because its corporations established
under Section 936 of the Internal Revenue Code would be able to
significantly increase their after-tax return by abandoning their ex-
isting operations and relocating in tax-favored locations elsewhere
in the Caribbean, in Europe or in the Pacific Rim. In addition, ex-
pansion by current 936 companies and the formation of new 936
companies would be sharply curtailed, if not eliminated. We esti-
mate that 72 percent or more of the operating income of 936 com-
panies would be subject to relocation.

Second, as companies chose to move off the island, the Puerto
Rican economy would be seriously affected because of the impact
on non-936 firms that serve 936 corporations. We estimate that be-
tween 80,000 and 145,000 private sector jobs would be lost under
statehood, increasing the unemployment rate to somewhere be-
tween 25 and 30 percent.

Senator MOYNIHAN. At what point in time do you estimate that?

Mr. GaLper. We estimate these at 1992 levels, but it is fully
phased in at 1992 levels.

Third, under statehood Puerto Rico residents would be eligible to
participate in all Federal outlay programs. But the extension of
Federal transfer programs, although mitigating some of the nega-
tive impacts, would still lead to some small decline in aggregate
demand in Puerto Rico when the other effects are taken into ac-
count. -

The second major point is: The statehood option has major budg-
etary implications for the U.S. Government, affecting both reve-
nues and expenditures. We estimate that over the period from 1992
through 2000 statehood would have a net cumulative cost to the
U.S. Government of between $22 to $25 billion, a net cost of rough-
ly $2 billion per year.

Senator MoyNIHAN. Is that at variance with the CBO estimate
that we have?

Mr. GALPeR. Well the $18 billion is not the equivalent figure for
CBO. I think that was explained in the Treasury’s statement.

Senator MoyNIHAN. Perhaps you could give us a note on that.

Mr. GALPER. All right.

[The information appears in the appendix.]

Third, statehood would cause a major budget dilemma for Puerto
Rico. As was noted, if Puerto Rico were to lower their tax rates to
be consistent with the highest taxed States in the mainland, that
would result in a revenue loss of about $8 billion from 1992 to 2000,
roughly $1 billion a year. Balancing the budget under those——

Senator Moy~NiHAN. What proportion of the commonwealth tax—
what is $1 billion?

Mr. GALPER. About 25 percent.
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Senator MoyNIHAN. Twenty-five percent. A quarter?

Mr. GaLPER. Right.

And balancing the budget under those circumstances could lead
to severe retrenchment on the part of the government and other
employment effects that we do not estimate directly in our meas-
ures of unemployment, but could also be potentially serious.

These results demonstrate that under statehood the Puerto
Rican economy would experience a major economic transformation.

I would like to just make one comment comparing our results
with the CBO study, if I may.

Senator MoyNIHAN. One more comment.

Mr. GaLpeR. Thank you,

Generally, we agree with the results of the CBO study. They esti-
mate, for example, that by the year 2000 there will be a decline in
the capital stock employed by 936 companies of between 37 and 47
percent—a decline in the capital stock employed by 936 companies.

We estimate under a least amount of relocation assumption a de-
cline in the capital stock of 31 percent. So there are similarities in
what we are saying and what they are saying.

The effects on employment, however, we think would be some-
what more substantial than those that they estimate. But I would
also note that CBO does not make the statement that there would
not be a recession in Puerto Rico. They say they are just projecting
alternative growth scenarios. But if there is a shock of that order
of magnitude that is imposed on the Puerto Rican economy, it is
hard to see why there would just be a smooth rate of growth, or a
smooth lower rate of growth in the face of that shock. So I think it
is important to think of that.

Thank you very much.

[The prepared statement of Mr. Galper appears in the appendix.]

Senator MoyNIHAN. Thank you very much, sir.

And now the third triad here. We are going to hear from Hon.
Fernando Martin-Garcia, who is Senator of the Legislative Assem-
bly and Vice Chairman of the Puerto Rican Independence Party;
arﬁi ?Professor Pedro Parrilla. Do I have that right, Professor Par-
rilia‘

Dr. ParriLLA. Yes.

Senator MoyNiHAN. Oh, there you are down there. There is a
fourth collection over in that section.

Dr. Parrilla who is an Economist at the University of Puerto
Rico in San Juan. We welcome you both.

Senator, why don’t you begin.
STATEMENT OF HON. FERNANDO MARTIN-GARCIA, SENATOR,

LEGISLATIVE ASSEMBLY OF THE COMMONWEALTH OF

PUERTO RICO, AND VICE CHAIRMAN, PUERTO RICAN INDE-

PENDENCE PARTY, SAN JUAN. PR

Senator MARTIN. Thank you, Mr. Chairman. Also with me today,
although not sitting right here in front, is Mr. Eric Negron who
would be available for questions that might require his special tax
expertise. He is sitting right behind me.

Senator MoyNIHAN. Mr. Negron, we welcome you to the Commit-
tee.
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Senator MARTIN. May I say, sir, that I hope this statement will
help to correct the dangerous, and I believe erroneous, impression
that you may have created a moment ago when you expressed that
economic considerations were not important in people making up
their minds as to independence.

Senator MoyYNIHAN. That statement is hereby withdrawn.

Senator MARTIN. Very well.

Senator MoyNiHAN. Cancelled, and it will be struck from the
record. No, it cannot be struck from the record.

Senator MARTIN. From the point of view in economics in trade,
Senate bill S. 712 represents a welcome departure from the tradi-
tional attitudes concerning independence which have prevailed in
official U.S. circles. The provisions of S. 712 are a giant step for-
ward in the arduous process of rehabilitating the feasibility of the
Independence alternative before the eyes of the Puerto Ricans.
After almost a century in which U.S. policy was tantamount, the
de facto and at times de jure to closing off the option of independ-
ence to the Puerto Rican people. Senate bill 712 represents a rever-
sal of that policy and recognizes the need for a new policy of af-
firmative action that will counterbalance the fears and prejudices
which have developed and have been promoted during these dec-
ades of dependence and political subordination. -

This policy is made explicit in the legislative language of S. 712
when in Section 313, in reference to transition grants and Federal
programs, the bill states, and I quote, ‘‘that these provisions are en-
acted in recognition of the unique relationship between the United
States and Puerto Rico to affect a smooth and fair transition for
the new Republic of Puerto Rico with a minimum of economic dis-
ruption, and to promote the development of a viable economy in
the new Republic of Puerto Rico”.

It is therefore with these enlightened criteria in mind that we
must examine the CBO report on the potential impact of status
changes contemplated in S. 712,

Inasmuch as the CBO identifies areas of concern that could ad-
versely affect the stated objectives of a ‘“fair and smooth transi-
tion” and the promotion of ‘‘the development of a viable economy
in the new Republic of Puerto Rico,” it is incumbent upon this
Committee to introduce the necessary amendments that will better
assure an adequate correspondence between the means provided by
t}ﬁe bill and the aforementioned goals which I am sure you all
share. -

In contemplating amendments to the economic provisions of Title
III, I wish to remind the Committee of three crucial considerations
which must be kept in mind.

The first is that in designing the Independence alternative the
Congress does not encounter constitutional limitations such as may
be present in the other status options. Only issues of congressional
policy are present here. What is put to a test is the extent of con-
gressional good faith in fashioning a truly viable Independence
option that will forever dispel from the minds of the Puerto Ricans
and the international community the impression that Congress
would react punitively to the possibility of Independence.

The second consideration is that no matter how fair and gener-
ous the provisions concerning Independence might turn out to be,
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they will always be less costly to the U.S. taxpayer than the state-
hood or commonwealth alternatives.

The third consideration is that the United States, after 92 years
of exercising its sovereignty over its Puerto Rican possession has
an obligation—-moral and political—to make Independence a real
choice and not merely an illusory one.

Having said this, I will now propose to you three modifications to
S. 712 which we believe will better insure that the policy objectives
of Title III are not inadvertently undermined by the existing provi-
sions of the bill.

With regards to Section 936 of the Internal Revenue Code S. 712
provides that the benefits under this section would cease to apply
to an independent Puerto Rico. The report from the Committee on
Energy and Natural Resources made clear that it thought this
matter should be ultimately left to the Finance Committee, al-
though it expressed that the foreign tax credit in an Independent
Puerto Rico would be available to what are now 936 corporations.
The CBO report goes further to say that arrangements might be
reached between the United States and Puerto Rico which could
provide comparable benefits to those enjoyed today by these compa-
nies.

It should be obvious, however, that if stability and continuity are
to be promoted during a transition period Section 936 benefits
should continue to apply to an Independent Puerto Rico for at least

.a 10 year period. Treasury will not be worse off because of such an
extension in.view of what the consequences would be of using the
foreign tax credit, while at the same time it would offer existing
and potential investors the added incentive of continuity and cer-
tainty for a specified period of time.

The second modification concerns Puerto Rico’s public debt. As S.
712 stands now interest payments on any new debt or on any refi-
nancing of existing debt after Independence would no longer erjoy
tax exemption in the United States when earned by U.S. residents.
As the CBO report points out this would raise the cost of borrowing
at the time when the emergent republic’s credit rating in the inter-
national markets have not yet been established.

If the principle of a smooth and fair transition has been applied
as much as possible across the board, there seems to be no valid
reason why it should not be applied to the area of public debt fi-
nancing. Here again, our proposal is that the existing structure of
tax exemption for interest earned from bonds issued by the Gov-
ernment of Puerto Rico and its instrumentalities be kept in place
for a period of no less than ten years after the proclamation of the
Republic.

The cost in foreign income to the Treasury would be no larger
than the one incurred in by a continuation of the present status,
and then only for a 10-year period.

Our third proposal for modification concerns the transition
grants provided for in Section 313, Subsection 3. The CBO report
has expressed concern over the balance of payments outlook gener-
ated in part by the reduction in real terms of the transition grants
since the formula is not based on the present value of Federal pay-
ments to Puerto Rico in the fiscal year prior to the proclamation of
Independence but simply on its nominal value. The language of the
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bill should be clarified so that the yearly transition grants reflect
the p(zi'esent value of the initial outlay during the 9 year transition
period.

The incorporation of these three modifications still keeps Inde-
pendence as by far the least costly alternative for the United
States, while at the same time strengthening the viability of the
Independence option and serving to ensure the success of the stated
policy of the bill. The adoption of these amendments would be a
resounding reaffirmation, by this Committee, of the Senate’s com-
mitment to the principle of affirmative action in the case of Inde-
pendence.

A strong and viable Republic of Puerto Rico is not only in our
best interest but I think also in yours. I am sure that this Commit-
tee will know how to combine justice with enlightened self-interest.

Thank you, sir.

Senator MoynIiHAN. I wished I was as sure as you are, Senator.

[The prepared statement of Senator Martin appears in the ap-
pendix.]

Dr. Parrilla?

Dr. PARrmLA. Dr. Parrilla will be available for questions if
needed.

Senator MoyNiHAN. Well do not stop there. You have time.
When I said I hoped I was as sure of that as it was very generous
of you to say. It is just such an elusive result always.

Those are three very specific proposals and amendments. They
are properly addressed to the Finance Committee. I want to thank
you for them.

Dr. Parrilia, would you have any idea offhand what the pubhc
debt of the Commonwealth is now?

Dr. PARRILLA. Yes, it is maybe $12.5 to $13 billion.

Senator MoyNIHAN. Oh. So we are talking interest payments of
about $100 million a year, in that range?

Dr. PARRILLA. Yes.

Senator MoyNIHAN. $100 to $125 million.

Dr. PArrILLA. Seven percent of that amount.

Senator MoyNIHAN. So we will call it $100 million and round it
to that. Your proposal is that this debt—the interest on this debt—
continue to be tax exempt for a 10-year period?

Dr. PArrIiLLA. Our proposal is that the new debt that is initiated
in the first 10 years of the Republic will be tax exempt in the inter-
est.

Senator MoyNIHAN. Right. And I should correct myself, it is $1
billion a year in round numbers.

And you are proposing what with respect to new debt, could I
askxyou that?

Dr. PARrILLA. Yes. I have to clarify that at present S. 712 speci-
fies that the understanding that that interest is tax exempt.

Senator MovyNI1HAN. Right.

Dr. PArRriLLA. What we are saying is that there is a possibility
that we would set down capital loss in the first debts, in the first
let’s say 5 or 10 years, after Republic. Those can amount to $200 to
$300 million a year of new debt.

Senator MoyNiHAN. Right.
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Dr. PARrILLA. Some of it, through financing go in debt and some
of it to attract new capital."And in that we are asking that the
present percentage of interest is maintained.

Senator MoyNIHAN. Gotcha. N

Well now I would like to ask three questions each and have the
%roup involved comment on them. First of all, let me say that we

ave had—I am going to address this question to you, Senator, and
to Mr.—no, sir. We are going to address this to you, Mr. Berrocal
and Mr. Galper.

Your colleagues who are in favor of statehood have testified
before us that the 936 companies have added in the last decade—is
that the point Mr. McKee?

Mr. McKEE. 1980 to 1989.

Senator MoyNIHAN. A thousand jobs were added from 1980 to
1989. That is a decade. That is not many jobs. That would be what
General Electric did in the United States, manufacturing employ-
ment did not grow. If there were only 1,000 jobs added in the last
decade by vigorous industry—936 companies have been very
active—why would we expect more than that in say the next
decade? What would be the loss in employment?

Mr. BERROCAL. Senator, the number of 1,000 is not a number that
I accept.

Senator MoyNIHAN. All right.

Mr. BErrocAL. The rate of growth in the manufacturing sector
has increased dramatically over the past five years, particularly
with the restoration of a policy of promoting manufacturing. You
see in the period when a pro-statehood administration was in
power, they in effect started phasing out 936. By raising the rate of
taxation from Puerto Rico on these companies the effect of that
'}vg(s)oto reduce the annual promotion of jobs in half—from 15,000 to

We have had a rate of growth in employment, over the past five
years, in excess of the rate of growth of the United States, and par-
ticularly in manufacturing. It has reached the highest level manu-
facturing has ever achieved. In 1983 under Treasury’s own num-
bers employment in 936 was 88,000; by 1989 it was 112,000. That is
an increase of 24,000 or approximately 25 percent. So there has
been significant growth in this sector.

Senator MoyNIHAN. All right. We will leave the record open for
any response Mr. McKee might want to make.

Dr. Parrilla, Senator, would you like to comment on that?

Dr. ParriLLA. Yes, of course.

You want the question on Independence or on——

Senator MoyNIHAN. Is 936 producing a serious increase in em-
ployment or is it not?

Dr. ParriLLA. No. The 936 are creating, as they say, some em-
ployment. But for 10 years they have been fortunate in 936. They
have brought very little employment. For 2 years in Puerto Rico,
936 clause, and we have more than 14 percent in unemployment in
that same period. That 14 percent unemployment level is a pain be-
cause we have almost 1 percent integration per year of the total
population. From 1980 to 1989, from that period, we have a net in-
tegration from the United States of about 40,000 Puerto Rican per
year.
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Senator MoyNIiHAN. Forty thousand per year?

Dr. PARrriLLA. Forty thousand per year.

Senator MoyNIiHAN. All right. There is no need to argue. That is
your point.

Let me ask then a question about the statehood proposition
option. Let’s see, who said this? I guess it was Mr. Berrocal said
that Federal transfers to individuals under statehood would consti-
tute fully 37 percent of disposable income. That is a large sum and
suggests that there are behavioral consequences.

Mr. Cerezo, what would you say to that? -

Mr. Cerezo. I defer to Mr. McKee.

Senator MoyNIHAN. Mr. McKee, what do you say to that?

Mr. McKEE. I am not sure about the calculation of disposable
income and the 37 percent. But if you look at the programs that
are being implemented, the big hits are Medicaid.

Senator MoyNIHAN. All right.

Mr. McKEeE. Right now Puerto Rico supplies medical services to
all the poor with State services. There is a State Public Health
Service. It must rely, because of budget difficulties, in many cases
on non-certified physicians, for example. So the Medicaid program
is really going to replace the Public Health Service with private
services or allow the Public Health Services to pay more and pro-
vide better services.

Senator MoYNIHAN. Yes.

Mr. McKEeEk. Next, SSI. SSI is not really for those poor who have
the potential to work.

Senator MoyNIHAN. No, that is out of the labor market. Yes.

Mr. McKee. But more importantly, the absence of SSI may even
now keep people from the labor force. Remember, given the way
this economy has developed, those who are aged are those less
likely to have a support network. They are the people who grew up
in an undeveloped economy, who had relatively little education,
whose job history may have been spotty at best and probably not
covered by Social Security. So it is now the old who suffer the most
from poverty. They have to be supported by their families, which
means that somebody has to stay home and take care of them, take
care of the family, so then they cannot work.

Senator MoyNIHAN. So SSI would certainly change that.

Mr. McKEk. It would certainly change that. .

Senator MoyNIHAN. I would like to hear, if we can, if we can get
any comments on the 37 percent number we would appreciate it. It
is a very important number and we would like to see how you got
it.

Mr. BERROCAL. Senator, it appears in the simulations that the
CBO conducted.

Senator MoyNIHAN. Oh.

Mr. BErRrocAL. The number is 37 percent for statehood and 19
gercent for commonwealth. These simulations were made available

y CBO to the three parties and they include the dynamic affects
of the loss of jobs in the Puerto Rican economy.

Senator MoyNIHAN. Thank you very much. I will take that back
to Dr. Reischauer.

Let me ask you a question about independence. Do you believe
that the economy of the island would continue in anything like its
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present level should the relations of the United States be cut off
completely? I will ask Mr. Berrocal first then Mr. Cerezo.

Mr. BerrocaL. Our view, senator, is that the CBO study was
slightly optimistic with respect to the economic feasibility of an in-
dependent Puerto Rico, particularly in the area of the capital
flows. The assumption that Puerto Rico could continue to access
capital markets for needed private and public investment is very
much in doubt and Puerto Rico would face a significant increase in
the cost of capital.

Senator MoyNiHAN. But isn’t there a—I will ask Mr. Cerezo.
Isn’t there a prospect of more general development in the Caribbe-
an, the Caribbean Initiative, that some levels of economic union
are out there on the horizon a bit that independence would just
put—you know, Puerto Rico would be one of about 20 Caribbean
countries?

Mr. McKEk. It could happen. But right now the development of
the Caribbean basin is dependent on Section 936. And as I under-
stand it from Mr. Pickle’s Oversight Committee hearing last week
that is not working very well. What the prospects would be in the
absence of that, I do not know.

Senator MoyNIHAN. Well let me hear from Senator Martin. You
wrap up and rebut.

Senator MARTIN. Well, let me tell you, Senator, that I think that
if we can contemplate the sort of independence that Senate bill 712
contemplates, I think that we are looking towards the option that I
think has greatest potential for growth.

Senator MoyNIHAN. Fine.

Senator MARTIN. I think that the bill makes clear the willingness
to negotiate a free trade agreement with the United States. I think
independence makes possible the cheapening of imports of raw ma-
terials and intermediate goods. I think it opens Puerto Rico to the
possibility of tax bearing agreements with third nations. And I
think it provides the most flexibility for trying to deal with the
problems of development in Puerto Rico in a sort of a nonuniform
way as is happening today. I see it as the most flexible of the op-
tions and potentially the one with the greatest growth.

Senator MoyNIHAN. Fine. Whatever else we may say, there has
been no question that these three panels know what they think.
And even in summary, know where the numbers come from.

We thank you very much, gentlemen. We will have written ques-
tions. The Chairman will send them to you.

Did you want to comment?

Mr. Cerezo. Yes, sir. If I may, I would like to see if the record
could be kept open because I notice that Senator Bradley had some
questions with regard to an issue on Olympics which we do not
think is an issue to be addressed by Congress. That is a private citi-
zen affair, such as those beauty contests. And we would like to
submit something in writing.

Senator MoyYNIHAN. The record will remain open, remain open
for any comments with respect to any kind.

Mr. BERROCAL. Senator, if I just could, this last comment requires
a brief response. There is a Federal law called The Amateur Sports
Act of 1978. It provides that the international representation of the
50 States and the District of Columbia, by Federal law, can only be
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pursued through the U.S. Olympic team. This was done in the
times of the Moscow Olympics of 1980. That law would be binding
on a State of Puerto Rico. That is, I think, the issue that the Sena-
tor raised, because there is a legal barrier to that representation
under current law.

Mr. Cerezo. Senator, we must take exception to that because no
one in Puerto Rico has the pretension of assuming the representa-
tion of the U.S. Olympic Committee. We will submit in writing.

Senator MoyNIHAN. We will welcome any comments on that and
baseball and other matters.

Mr. Cerezo. Exactly.

Senator MoyNIHAN. Thank you, gentlemen, all. Thank you, gen-
tlemen, for being there.

I am going to recess for 1 minute for a seventh inning stretch
and then our final panel—two very distinguished persons.

[Whereupon, the hearing was recessed for 1 minute.]

Senator MoyNIHAN. The Chair is going to ask our guests that
those who have to leave do; and those who are going to stay if they
might resume their seats.

And now our final panel of the morning, two most distinguished
public officials. There is a great, great history behind them. The
Chair takes a special pleasure in welcoming the Honorable Teodoro
Moscoso, a friend of 30 years from the Kennedy administration
times. I will not even presume to read his resume. But to know
that he ran the Alliance for Progress under President Kennedy
and was later Ambassador under President Kennedy. And Profes-
sor Ramon Oyola, who is with the Department of Economics, also
at the University of Puerto Rico and the head of the Puerto Rico—
President, rather, of the Puerto Rico Government Development
Bank.

Géood morning, gentlemen. Ambassador, would you please pro-
ceed.

STATEMENT OF HON. TEODORO MOSCOSO, FORMER ADMINIS-
TRATOR, PUERTO RICO ECONOMIC DEVELOPMENT ADMINIS-
TRATION, FORMER U.S. AMBASSADOR TO VENEZUELA, AND
FORMER U.S. COORDINATOR, ALLIANCE FOR PROGRESS, U.S.
DEPARTMENT OF STATE, SAN JUAN, PR

Mr. Moscoso. Mr. Chairman, in the interest of saving time I
would like to skip the reading of my statement.

Senator MoyNIHAN. It will go in the record as if read.

Mr. Moscoso. Pardon me?

Senator MoyNIHAN. It will be put in the record as if read. You
are a privileged person.

Mr. Moscoso. Then I will proceed to make my brief comments.

Senator MoyNIHAN. Please do, sir.

Mr. Moscoso. The only reason I am here probably is because I
had something to do with the creation of the program in the first
instance and have continued to have an interest in its development
over a period of many years—the Fomento Program as it is called.

Senator MoyNIHAN. Fomento.
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Mr. Moscoso. It is sometimes attributed to be my child. That is
wholly unjust because there was quite a number of people involved
in that Program at various times. -

But I do want to stress a few points that have not been men-
tioned sufficiently this morning here. For instance, when comment-
ing on the effects of statehood both the Treasury testimony and
CBO stress the fact that there will be a loss of investment and
there will be a loss of jobs now present in Puerto Rico, or at least a
substantial reduction of that investment.

My greatest fear is in the real commitments. I do really feel that
without the tax attractions that we have today there will be great
difficulty in being able to match conditions in other areas. Our
weight structure is an extremely high one within the area where
we live, in the Caribbean, and Latin America generally. It is much
higher than most of the Pacific areas where some of these compa-
nies could move to. - )

But the process of bringing in additional increments of capital is
going to be extremely difficult without offering tax benefits. I do
not think that enough has been done to try to gauge the impact of
that situation. New investments, to effect new investments, new
promotions, how is that going to be affected by the elimination of
936 under statehood?

Now I think that my friend Professor Oyola is going to mention
the fact that tourism is going to pick up the slack when statehood
is the relationship between Puerto Rico and the United States and
936 is no longer available. Well in the first place I do not think
that Mr. Oyola has had enough experience trying to get investment
into Puerto Rico with or without 936.

Senator MoyNIHAN. You have been there, I take it.

Mr. Moscoso. I have. It is very different.

In the second place, tourism has a limited possibility in Puerto
Rico. You are dealing with an entirely different situation than in
the case of Hawaii or even in the case of the surrounding islands.
We are a highly overpopulated area. We have close to 1,000 people
per square mile; and it is even difficult to find appropriate sites for
the construction of these facilities, let alone to build many Caribe
Hiltons to take the slack created by the loss of industrial manufac-
turing jobs which might be lost without the 936 attraction.

I do not believe that the Congress is aware of the tremendous job
that was done by Puerto Rico during the past two or three decades
in economic development as compared to other areas. We have a
notion here in the United States of instant everything—instant
coffee—therefore, almost anything can be done instantly. That just
simply does not happen, Mr. Chairman.

I remember sitting in front of a distinguished group in the Com-
mittee Room in this Congress back in 1961 and being belabored be-
cause we had not built under the Alliance for Progress an airport
for Bolivia in about 9 months time. ) .

Senator MoyniHAN. Right. You were already 9 months in place.

Mr. Moscoso. Yes. I remember that the Chairman at that time
was the distinguished gentleman from Missouri—no, from Louisi-
ana—Mr. Pasman.

Senator MoyNIHAN. Yes, sir. :

Mr. Moscoso. I have fond memories of Mr. Pasman.



46

I remember telling Mr. Pasman that the Dulles Airport had
taken about 25 years and $40 billion. By that time it was not fin-
ished yet. Now what I do not think we are aware of is what it takes
to develop a country economically. Perhaps it is because the United
States has never deliberately tried to develop a country. In the case
of Puerto Rico, it is a whole different plan of development. That is,
what we obtained is acquiescence; we obtained assistance. But
there was really no planned effort.

The best we ever did was to send a very intelligent wise person
to be Governor of Puerto Rico at the time when the President of
the United States selected our Governors—Mr. Rexford Guy Tug-
well, who believed in planning. A word which is forbidden around
these parts. And Mr. Tugwell tried to plan economic development
for Puerto Rico. And some of the results we see today, are due to
the plan done by Mr. Tugwell.

Of course, he was assisted by that political genius, Mr. Muiioz
Marin, who eventually became Governor of the island. But the
basic plan, the fundamental work, was done during the term of Mr.
Tugwell as Governor, with Governor Mufioz Marin holding the fort
at the legislature and backing him with all of the proposals that
came forth to try to develop the infrastructure and then the &cons-
my of Puerto Rico.

Senator MoyNI1HAN. That being the 1930’s.

Mr. Moscoso. That is right.

Since the island of Puerto Rico has no resources to develop
except its people, we have very little. We spend millions preparing
geological maps, geophysical maps, and mineralogical maps, land
use maps, et cetera, et cetera, and we have not been able to find
any natural resources which will support this level of population.

It has been necessary to do something with what was available to
us, and that was this relationship between Puerto Rico and the
United States. We have made full use of it and I think good, con-
structive use of it. I do not think we have to be ashamed of it.

As a matter of fact, I have a piece of paper here that is my par-
ticular pride and joy. This is a paper written in 1961 by a person I
think you know—Ken Boulding. Professor Boulding wrote this
paper for a publication of the Center of Democratic Institutions.

Senator MoyNIHAN. Oh, indeed.

Mr. Moscoso. Bill Bancus is one of those who wrote in that par-
ticular issue of this publication. This issue is devoted to the United
States and revolution. And Professor Boulding mentions the three
most recognized revolutions, of course—the American, the French
and the Russian.

Then he says, “But there is a fourth revolution. There is a fourth
type of revolution which does not fit into any of the above catego-
ries and which may be the most important for all in the long run.”
It is called the Fomentarian Revolution in honor of a remarkable
institution in Puerto Rico which is known as Fomento.

He analyzes the case for the Fomentarian development for cir-
cumstances such that it can be successful. It can also be fairly
cheap. Socialist development is obtained at a terrible cost. Capital-
ist development, likewise, has a high cost in benefits foregone. We
should -look carefully at those social purposes aside from Puerto
Rico, that seem to make the best of both worlds, both government
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and private enterprise, both domestic organizations and foreign in-
vestment. These are the kinds of revolution that one would like to
see encouraged.

Senator MoyNiuaN. If I may, I would like to include that in the
record. Could you provide us with a copy of that?

Mr. Moscoso. Yes, I think that would make good reading.

Senator MoyNIHAN. It was very eloquent.

Could we hear from Professor Oyola and see where you are going
to put those 300 Caribe Hiltons. Is that what you said, Ambassa-
dor? One hundred Caribe Hiltons. I see.

I am sorry, Mr. Walter Davila is accompanying Mr. Oyola. We
welcome you, sir, to this Committee. You are a good friend of our
deliberations in so many ways over so many years.

d ['Iihe prepared statement of Mr. Moscoso appears in the appen-
ix.

STATEMENT OF PROFESSOR JOSE RAMON OYOLA, PH.D., SCHOOL
OF MANAGEMENT, UNIVERSITY OF PUERTO RICO AT MAYA-
GUEZ CAMPUS AND FORMER PRESIDENT, PUERTO RICO GOV-
ERNMENT DEVELOPMENT BANK, TESTIFYING ON BEHALF OF
PUERTO RICANS FOR CIVIC ACTION, MAYAGUEZ, PR, ACCOM-
PANIED BY WALTER J. DAVILA-BENAVENT, REPRESENTATIVE
FOR PRCA

Mr. OvorA. Thank you for the opportunity to express our views
on the economic implications of statehood for Puerto Rico. I repre-
sent Puerto Ricans in Civic Action, (PRCA) a grassroots movement
that has obtained 350,000 signed petitions of residents of Puerto
Rico requesting statehood for the island.

I served in the Cabinet of the present Governor of Puerto Rico in
1985 and 1986 when I was President of the Government Develop-
ment Bank. I have a Doctoral Degree in Economics from the Uni-
versity of Califernia.

S. 712 provides for the referendum in 1991 to allow U.S. citizens
in Puerto Rico to choose between three status formulas. We urge
you to approve S. 712 with its present transition rules which we
believe allow a smooth conversion of the commonwealth economy
into the economy of a state.

The experience of previous U.S. territories has been that state-
hood creates a new economic environment in which the gains to
the majority of the people are greater than the losses of a few in
the territory. This Committee already asked the Congressional
Budget Office to examine the economic implications of a change in
the political status of Puerto Rico. The results have been widely
discussed in previous testimony this morning.

I would like to make a point regarding the limitations of the
model that was utilized to arrive at CBO’s conclusions. CBO’s
model is what is called a “demand side” model. It does not have
any supply side factors in it. Which means, for example, that if you
ask the CBO to utilize that same model to determine whether the
State of New York should be declared an independent republic, the
n}llod%l will conclude that the State of New York should secede from
the Union. -
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The reason for this is that the U.S. Treasury collections in the
State of New York are greater than the Federal expenditures in
the same State. In other words, that model is not able to factor in
the most important elements of statehood for Puerto Rico.

The CBO’s first assumption is that only two events will happen
under statehood—namely, the phase out of Section 936 benefits and
the introduction of Federal tax entitlements. The CBO says noth-
ing about the opportunities that will arise under statehood in the
sectors of tourism, health, transportation, communications, educa-
tion, and provision of retirement services, to name just only a few.

‘With our limited resources we were only able to quantify the ef-
fects of the tourism sector when statehood arises. Tourism will
become a leading industry in Puerto Rico, like in the State of
Hawaii. Tourism does not need Federal tax subsidies to attract in-
vestors to Puerto Rico; and it depends on the resources that Puerto
Rico has in abundance—namely, its natural resources, tropical cli-
mate, outstanding scenery, a distinctive culture with hospitable
people, and the fact that we are service oriented.

The main drawback of the current status to achieve a major in-
crease in our tourism sector is that most U.S. tourists consider
Puerto Rico as a foreign location, not as part of the United States.
Under statehood there will be several factors on the supply side
which will work together to increase the number of tourists in
Puerto Rico.

The first one is the massive publicity surrounding Puerto Rico’s
entrance into the Union. The second is the infrastructure. The in-
frastructure that is necessary to achieve a tripling of the size of the
tourism industry in Puerto Rico is already in place.

For example, our international airport is the Caribbean hub of
American Airlines and is served by more than 20 airlines. Another
element in the supply side that is already in place is current hotel
investments. The States of Hawaii and Puerto Rico will share in
common the Japanese investors who have specialized in financing,
constructing and managing tourist resorts. ’

In the appendix to my testimony I provide evidence of the com-
mitment of Japanese investors to develop hotels in Puerto Rico.
For example, right now there is a $1 billion Costa Isabela project,
which would be the largest hotel resort in the Caribbean. It is a
2500 acre complex with five golf courses, 36 tennis courts, 2,000
hotel rooms and 8,000 employees.

The first table in my testimony presents a conservative forecast
for the tourism industry under statehood until the year 2000. This
forecast was not obtained by applying mechanically the experience
of Hawaii to Puerto Rico, but rather by adjusting the trends that
already exist under commonwealth for the change in Puerto Rico
status. Total jobs generated in the tourism industry will triple from
57,000 jobs in 1988 to 150,000 jobs in the year 2000. That is more
than enough to compensate for any manufacturing job loss due to
the phase out of Section 936. This new supply side development is
not anywhere in the CBO report.

[The prepared statement of Mr. Oyola appears in the appendix.]

Senator MoyNiHAN. Dr. Oyola, I am afraid that the hour of 1:00
having been reached, under our rules we are going to have to close.
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I will break the rules, if nobody tells the Sergeant at Arms, to say
that you might want to finish up.

Mr. Davila, would you like to say something? Your point is about
a supply side model. That was your specialty at the University of
California. You took your dissertation in modeling, didn’t you? It is
beyond me, I assure you.

STATEMENT OF WALTER J. DAVILA-BENAVENT,
REPRESENTATIVE FOR PRCA

Mr. Davica. Thank you for the opportunity, Senator. What I
would like to do is just applaud your leadership, the leadership of
Chairman Bentsen, Chairman Johnston, and Senator McClure on
the Senate side, who have not been lost in the details but have
kept a vision of what this means for the nation, for Puerto Rico,
and for the international community.

The CBO report is full of caveats, possibly more caveats than any
of the previous reports. And you were correct in pointing out that
these are major issues of self-determination that are at stake. My
major concern at this time is that the House is pointing its collec-
tive finger at the Senate to excuse its action awaiting the Senate’s
final action.

Senator MoyNIHAN. Inaction.

Mr. Davira. Inaction, yes.

I am also saddened to see the passing of the most vocal voice of
the Senate that knew how it feels to be like on this side of the
fence in trying to achieve statehood. I am talking about Senator
Matsunaga, who in the meetings that we had was most emphatic
saying that the biggest economic change of Hawaii came after
sﬁatehood and he could not see why Puerto Rico did not recognize
that.

So this is the only point that I wanted to bring to you today. And
like I said, to applaud the leadership that the Senate has had. I am
sorry to see that the House at this point still has time to act and
Puerto Rico needs its action.

Senator MoyNIHAN. We thank you, sir.

Ambassador, would you like to close the morning?

Mr. Moscoso. Yes. I would like to find out from Dr. Qyola, who is
right next to me here, whether he changed his views put down in a
report prepared in 1984 in which he stated that statehood would
result in the loss of at least 170,000 jobs in the private sector, given
that more than half of the 936 corporations established in the
island would leave with the imposition of Federal taxes, and also
that the Puerto Rican Government had to dismiss more than
116,000 employees under statehood.

Now he wrote that in 1984. And today he is saying things which
are slight contrary. Which statement is correct?

Senator MoyNIHAN. The Chair rules that economists have the
right to change their minds. [Laughter.]
hD1:7. Oyola, would you like to, in a good natured way, respond to
that?

Dr. OvoLa. Certainly, I believe in progress.

I would like to comment on that because it is important for the
people of Puerto Rico to decide and to know what is the process,
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the decisionmaking process, that will lead us to make a final deci-
sion with respect to political status.

I made a change, as he mentioned, I was a commonwealth advo-
cate in 1985 and I believe now that statehood is better for Puerto
Rico economically. Why is that? Because I read carefully the S. 712
and all the studies that have been done regarding the economic
impact of statehood for Puerto Rico. Many things have changed
since 1985. Federal taxes have gone down. Federal transfer pay-
ments have gone up. The government sector in Puerto Rico is a
drag on the economy that will never be resolved and unless there
is a change in political status.

So there are many, many factors that once you think about it
carefully will lead you to the conclusion that statehood is better for
Puerto Rico and for the United States also.

Senator MoyNiHAN. Well, that is a perfectly coherent response.

May I just say that the Committee is much in the debt to our
witnesses, especially those from the Commonwealth, the island,
who have come here prepared, thoughtful, collegial, and deeply
concerned about something which commands—you know, here is
an issue worth being involved with. We would hope to do our work.
We will be after you for more information. The record will remain
open. -

The Chair would like particularly to recognize Dr. Ferre’s pres-
ence here. There has been no more law and affective exponent of
that particular view in the history of the island.

With that, we thank our staff and all concerned; and this hear-
ing comes to a close.

[Whereupon, the hearing was adjourned at 1:10 p.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF JOSE BERROCAL

Mr. Chairman and Members of the Finance Committee, I am pleased to have the
opportunity to speak with you today on the potential economic impact of S. 712 in
Puerto Rico.

I am Jose Berrocal. I am by training a lawyer and currently serve as Counsellor
to the Governor of the Commonwealth of Puerto Rico.

I come to represent the views of those of us in Puerto Rico who believe that our
Commonwealth status is and should continue to be an instrument for assuring the
continued dignity and progress of our people. -

Throughout this debate, it is crucial to keep in perspective the fact that the issue
of our political status essentially responds to the desires and aspirations of our
people for stability, dignity and prosperity. For us Puerto Rico’s political status is a
means to an end.

As proponents for the enhancement of the present Commonwealth relationship,
we seek to improve what has proved to be a practical and unequaled creative solu-
tion for the problems of a developing society in its aspirations for dignity and
progress.

For almost a century, Puerto Rico has been a part of the United States. During
the first half of the century, Puerto Rico was “a stricken land,” suffering from des-
perate poverty and destitution, and frustrated by the unresponsiveness and insensi-
tivity of a colonial system of government. Then, with the establishment of Common-
wealth status in the early 1950’s Puerto Rico experienced a dramatic turnaround. A
new political relationship gave Puerto Rico the opportunity to pull its economy up
by its bootstraps and dramatically improve socioeconomic conditions on the island.
Spearheaded by an aggressive investment promotion campaign, and maximizing the
use of its fiscal autonomy, in the span of just two generations, “the poorhouse of the
Caribbean” emerged as a bustling and industrious society, and today Puerto Rico
enjoys one of the highest standards of living in Latin America.

his dramatic improvement in living conditions was forged on the basis of a pro-
ductive and difgniﬁed partnership, through which the United States helped Puerto
Rico help itself. -

What we seek today is to enhance that partnership with policy tools that will bol-
ster our self-sufficiency, contributing in our own way to the greatness of the United
States as a small but hardworking society. What we seek is opportunity. What we
aspire to is more jobs.

The CBO report on the “Potential Economic Impact of Changes in Puerto Rico’s
Status under S. 712" confirms that under Commonwealth, Puerto Rico will continue
on the road of greater economic progress and growth. It also concludes that with the
loss of Puerto Rico’s fiscal auconomy, statehood would severely affect the capacit
for growth of the Puerto Rican economy, and would in fact lead to significant jo
loss. In essence, the report confirms that a change in status toward statehood would
entail substituting jobs for welfare.

This testimony will comment further on the analysis and conclusions of the CBO
r%port, while attempting to place some of the critical economic and fiscal issues in
adequate perspective. More specifically, I will address the following points:

¢ Puerto Rico’s challenget as a developing society in an insular setting with limit-
ed natural resources, and the role of fiscal autonomy in economic development.

» The general conclusions and specific estimates of the income and employment
effects of a change in Puerto Rico's political status contained in the report.

(51)
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¢ Certain areas not fully covered by the report, including: -

—the impact on the non-manufacturing sectors of the economy .

—the effects on the financial sector

—the effect on Puerto Rico’s access to capital markets, and;

—the effect on the Puerto Rican government sector and its fiscal soundness.

POLITICAL STATUS, FISCAL AUTONOMY AND ECONOMIC DEVELOPMENT

Before reviewing the specifics of the CBO Report, one should examine basic back-
ground information that is only briefly alluded to in the Report: the history of
modern economic development in Puerto Rico, its relationship to the island’s politi-
cal status and the role of its fiscal autonomy in attracting investments.

The dilemma of achieving sustained economic growth and development for an
island society besieged by competitive disadvantages flowing from its exceedingly
scarce natural resources, chronic labor surplus and relatively remote location vis-a-
vis its natural export markets, has been at or near the center of political life in
Puerto Rico for over a century. As the CBO Report makes clear, tax incentives for
productive investment have been a successfully implemented policy option for
Puerto Rico under the Commonwealth relationship and the fiscal autonomy which
is an integral part of that relationship.

The Puerto Rican economy has undergone a remarkable transformation over the
past forty years. The Commonwealth has developed from a poverty-stricken, primar-
ily agricultural economy in the 1940’s to one driven by export-led manufacturing.
The manufacturing sector’s share of total output increased from 17% in 1950 to
40% at present. This transformation was the result of an economic development
strategy based on positioning Puerto Rico as a competitive, low-cost manufacturing
site for labor-intensive commodity consumer goods, such as apparel and footwear,
within the U.S. common market.

The key competitive factors that supported this strategy and made it consistently
successful for over three decades included:

¢ The relatively low level of wages prevailing on the island in relation to the rela-
tive{y hi%(h productivity of the Puerto Rican worker once he was trained for indus-
trial work;

* The relatively low cost of energy in Puerto Rico visa-vis the U.S., since the
island was outside the protectionist oil import arrangements of the U.S., and was
thus able to source cheaper foreign oil; and

* The relatively weak international competition of the postwar years, combined
with relatively high tariff protection in the U.S. for the consumer goods which
Puerto Rico began manufacturing.

The most significant competitive disadvantage that Puerto Rico had to overcome
was the inordinately high transportation costs associated with its particular location
as an island 1600 miles away from its main supplier and export market, while at
the same time being forced to ship on high-cost U.S. flag vessels under the provi-
sions of the Jones Act. Puerto Rico began to overcome this disadvantage in 1948
through the passage of a comprehensive program of tax incentives for productive
investment in manufacturing which, when combined with the predecessors of Sec-
tion 936 of the U.S. Internal Revenue Code, provided a strong offset to the transpor-
tation cost disadvantage and allowed Puerto Rico to begin its transformation to an
industrial society.

This powerful combination of Federal and Commonwealth tax incentives was, of
course, rooted in Puerto Rico’s traditional fiscal autonomy which dated back to the
establishment of the island’s first civilian government after the Spanish-American
War. Fiscal autonomy and the policy alternatives it offered Puerto Rico, which only
began to be exploited in the 1940’s, would continue to be the cornerstone of success-
ﬁ;\l economic development policies in Puerto Rico throughout its modern growth

phase.
" The foregoing strategy and combination of competitive factors served Puerto Rico
well into the 1960’s and early 1970’s, although weaknesses started to appear over
time by the mid-1970’s.

The key factors which led to declining competitiveness were:

¢ Beginning in the late 1950’s, but accelerating throughout the 1960’s and 1970’s,
industries in Puerto Rico, mostly as a result of economic development it self, were
experiencing rising wage rates in excess of productivity gains. Thus, Puerto Rico’s
labor cost advantage over other U.S. locations, and certainly over newly-industrializ-
ing foreign locations, was ending. This trend reached its climax in the late 1970’s
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tla:‘l_xd early 1980's with the full applicability of U.S. minimum wage rates in Puerto
ico.

* The lowering of U.S. trade barriers beginning with the Kennedy Round of tariff
reductions in the early 1960’s, coupled with more intense foreign competition in the
markets for Puerto Rico’s traditional labor-intensive manufactured goods, dramati-
cally heightened competition for Puerto Rico’s industries. In later years, particular-
l{‘ the early and mid-1980’s, this was further exacerbated by significant increases in
the value of the dollar, which made the U.S. economy in general—and Puerto Rico’s
in particular, because of the relatively heavier weighting of manufacturing in its
economy—less competitive with foreign countries.

¢ The reduction in the incentives provided under Puerto Rico’s industrial incen-
tives law enacted in 1978 by an ideologically motivated pro-statehood administra-
tion, the net effect of which was to cut in half the number of jobs promoted annual-
ly by our Economic Development Administration.

* The enormous increases in oil prices in 1973 and 1979 made energy costs in
Puerto Rico, which is almost 100% dependent on foreign oil for its energy needs,
much higher than in alternative U.S. or foreign locations.

¢ The high inflation/high interest rate scenario that characterized much of this
period, particularly the mid-1970’s and early 1980’s, was an additional negative
event for a developing economy like Puerto Rico’s that is highly dependent on exter-
nal financing sources for both private and public investment flows.

The combined result of these negative developments was that Puerto Rico, which
had consistently outperformed the. U.S. economy as a whole for approximately two
decades, began to suffer much lower rates of growth and higher unemployment, in
general underperforming the U.S. economy from 1975 to 1985. In 1983 unemploy-
ment peaked at 25%, the highest level in recent decades.

From 1986 to the present, Puerto Rico has been able to mount a significant come-
back for the following key reasons:

¢ Restoration of tax incentives for manufacturing and tourism, which contributed
to a substantial recovery in these sectors.

* Beginning in 1986, oil prices began to collapse, leading to a dramatic impreve-
ment in the current account and energy cost competitiveness of the Puerto Rico
economy. Although this trend has moderated in the last 12 to 18 months and in fact
may have reversed, energy prices are still significantly below the peaks reached in
the early 1980’s.

¢ Beginning in late 1985, the dollar has generally weakened in relation to other
currencies, with significant competitive benefits for U.S. industry in general, and
Puerto Rico’s in particular.

¢ Increases in labor costs moderated in relation to productivity increases, particu-
larly after Puerto Rico absorbed the full implementation of U.S. minimum wages on
the island' by the early 1980's and this process was followed by a relatively long
perioddof stable minimum wage levels in the U.S., which have only recently been
revised.

¢ Interest rate levels and inflation nave generally subsided since 1983, which has
led to a stronger public and private sector financial posture in Puerto Rico and
lower cost of capital for investment projects on the island.

¢ The one moderately negative factor during this period of time has been the rel-
atively diminished value of, and uncertainty over, the tax incentives that Puerto
Rico can offer, as a result of the lower corporate tax rates generally introduced in
the Internal Revenue Code of 1988. Nevertheless, tax incentives continue to play a
key role in Puerto Rico’s development strategy and in preserving the island’s com-
petitiveness.

The foregoing factors have led Puerto Rico to a relatively strong economic per-
formance over the last four years. In fact, as the U.S. itself knows all too well, we
now live in an economically interdependent world characterized by dramatically
heightened international competition in most industries, continuous change and
volatile markets.

It is clearly not easy even for a large developed country like the U.S. to compete
in this sort of market; it is much more difficult to cope with the stringencies of such
zﬁ 'mgrket for a much smaller, less well-endowed, developing society such as Puerto

ico’s.

Nevertheless, Puerto Rico, with all its limitations, has excelled in the past in
being able to design and implement an effective economic development strategy and
has over the long-term succeeded where others in our region have failed. I have no
doubt that we can again meet the challenge and continue our progress toward a
better standard of living through our own effort and ingenuity. But I also have no



b4

doubt that an essential ingredient to continue Puerto Rico’s development at this
stage is a continuation of the fiscal autonomy we have enjoyed for the last 90 years
and the valuable tax incentives that we can offer under such autonomy.

These tax incentives still provide Puerto Rico with a unique “equalizing” advan-
tage to help it overcome the island’s great locational disadvantages relative to alter-
native investment sites. Consequently, Puerto Rico still needs—to continue on its
path to economic development—a political relationship with the U.S. like the cur-
rent one, which affords it the flexibility and breadth of action required to craft a
distinct economic development strategy, suited to its own needs and priorities, and
rooted in its own resources and limitations. An essential component of such a rela-
tionship has historically been, and should continue to be, fiscal autonomy.

CBO REPORT

Every major study ever conducted of Puerto Rico’s economic condition recognizes
the paramount importance of our tax autonomy to our continued prosperity. The
current CBO Report is the latest in a long line of serious studies with analogous
results—the United States—Puerto Rico Status Commission, the Kreps Report, as
well as private studies by the nation’s leading independent firms—Booz Allen, ICF,
Inc., Robert Nathan & Associates, Peat Marwick Policyeconomics, among others.

The CBO Report is, within the constraints imposed bf' time and data readily avail-
able for the analysis, and the limitations inherent in all econometric models, a care-
ful, well-researched attempt at assessing the impact of a change in Puerto Rico’s
political status under S. 712. Of all the studies undertaken so far by Federal execu-
tive or legislative agencies, the CBO Report best conveys the severe economic dislo-
cation that statehood would impose on the Puerto Rican people. Nevertheless, I be-
lieve there are several limitations in the analysis that make even these severe re-
sults a best case scenario for statehood or independence, significantly underestimat-
ing the magnitude of the effects.

Despite its limitations, the CBO Report clearly and unequivocally demonstrates,
beyond any doubt, that statehood would entail a permanent and significant loss to
the Puerto Rican economy at the same time that the U.S. Treasury is permanently
and adversely affected. The CBO Report shows a loss of 10 to 15% of real GNP by
the year 2000. To put in perspective, this would be equivalent to a permanent loss of
between $550 and $825 billion for the U.S. economy, or if the combined economies of
Texas, New Jersey, West Virginia, Minnesota, and Arkansas suddenly disappeared.

This loss in GNP is but the beginning of the story. The results of the CBO eco-
nomic model, not published in the report, but submitted to all three parties demon-
strate even larger effects in other indicators. For example, construction would de-
cline from 279 to 33%. Instead of a source of jobs as statehood proponents are pre-
dicting, the construction industry would collapse. National income, which is the
measure of the flow of earned income sources (wages and salaries, rents, interest)
would decline from 18% to 26%. In particular, wages and salaries of the Puerto
Rican workers would decline by 17% to 26%. If the same thing were to happen to
th;e U.S. this would be equivalent to the loss of $480 to $730 billion in wages and
salaries.

The CBO study also demonstrates that the statehood economy would lose its ca-
pacity for self-sustaining growth. By the year 2000 Federal transfers to persons
would increase to $11.8 billion, an in¢rease of 65% over Commonwealth status. Fed-
eral transfers to individuals would constitute fully 37% of disposable income. Under
the state of Puerto Rico, Federal transfer would no longer be a safety net, but the
primary economic base preventing a total economic collapse.

We believe the CBO report severely underestimates the impact of statehood on
unemployment. €BO-estimates the loss between 50,000 to 100,000 jobs. In the U.S.
this would be equivalent to the loss of 6 to 12 million jobs. This result, while quite
dramatic (a loss of 5 to 10% of the labor force), is not consistent with the CBO result
that 25% of wages and salaries would be lost. The problem is a methodological one.
While CBO’s economic model carefully links investment, income, and output flows,
employment is treated as an add-on to the model. Even if we account for the fact
that under statehood a relatively high proportion of the higher paying jobs would be
!ogt, a 256% decline in wages implies at least IS to 20% decline on the number of
jobs.

Another significant result of the CBO study not included in the report, but sub-
mitted in the simulations given to all three parties, are the impacts on the U.S.
Treasury. The CBO study estimates that the net additional Federal transfers under
statehood would increase by $4.0 to $5.0 billion dollars annually by the year 2000,

Numerous studies have concluded that the investment process of 936 companies is
highly tax sensitive, both for new and existing firms. Based on these studies, CBO’s
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estimates of the reduction in productive investment and employment by 936 firms
over time as a result of changes in the tax relationship between Puerto Rico and the
United States are a best case scenario. That is, I would expect a larger effect to
occur faster during the years subsequent to such changes.

The reason for the CBO’s very significant, but less dramatic estimates of impact
on private investment and employment stem, I believe, from a relatively benign as-
sumption of the tax sensitivity of the investment process of industrial corporations
in Puerto Rico.

There are a number of adverse economic impacts on Puerto Rico of a change in
political status under S. 712 that are not explicitly addressed in the CBO Report.
The CBO projections are in effect a best-case scenario for either alternate status.
with respect to Statehood, CBO does not measure (1) the effect on the non-936 sector
of the imposition of Federal taxes; (2) the effect on economic growth of the loss of
tthe so-called 936 funds, which account for 40% of our bank deposits; (3) the effect on
the market for Puerto Rico securities, and (4) the effect on governmental finances.

First, CBO did not fully capture the supplyside impact on the non-industrial, non-
936 sectors of the economy, which account for approximately 40% of our economy.
To understand this point, one must first understand the general composition of
Puerto Rico’s economy. There are only three fundamental, primary sectors in
Puerto Rico’s economy; manufacturing, tourism and agriculture. A “primary sector”
for this purpose is one which generates incremental income, production and employ-
ment for Puerto Rico because it produces either: (a) an exportable good or service, or
(b) a substitute for the import of a necessary good or service. All other sectors of the
economy, such as construction, services, utilities, transportation and even govern-
ment, in fact rely upon demand for their services from the primary sectors to gener-
ate their own income and employment.

In Puerto Rico’s case, manufacturing is, and has been since the 1950’s, the pri-
mary sector on which the rest of the economy has relied for overall economic
growth. It currently accounts for approximately 40% of the island’s gross domestic
product, while the other two primary sectors, tourism and agriculture, together ac-
count for less than 10% of gross domestic product. Hence, non-primary sectors of
the economy, which account for approximately 50% of gross domestic product in
Puerto Rico, and which rely fundamentally on the secondary income and employ-
ment effects of manufacturing activity, would suffer dramatically from any reduc-
tion in the levels of investment and production in the industrial sector.

It is our policy for Puerto Rico to strive, as a long-term goal, to increase the con-
tribution of both tourism and agriculture to gross domestic product. However, be-
cause of our limited land resources and relatively high labor costs, neither tourism
nor agriculture can in the short-run nor even in the longer-term, make up the
income and employment losses of the manufacturing sector to the overall economy
under a change in political status.

Another important adverse impact of statehood would be a significant reduction
in the employment and income of the financial sector, stemming from the fact that
936 deposits account for 40% of all deposits in Puerto Rico’s financial system. A cap-
ital flight of such magnitude would dramatically increase interest rates, thus
shrinking reducing consumption and investment in the economy.

The availability of low cost 936 funds has given Puerto Rico a significant impetus
in the area of capital improvements for both public and private projects. Currently,
936 funds are generally available at 1.75 percentage points lower than LIBOR funds.
It has become a crucial issue in the Caribbean Basin Initiative, as 936 funds have
emehrgled as an important source of developmental funds for the Caribbean region as
a whole.

With respect to the market for Puerto Rico securities, I would like to submit for
the record the Statement of the Securities Industry Association of Puerto Rico (the
“SIA”) delivered to the U.S. Senate Committee on Energy and Natural Resources
during public hearings on S. 712 in San Juan, Puerto Rico in June 1989, which es-
tablishes (1) that the loss of the so-called “triple tax exemption” of Puerto Rico mu-
nicipal bonds, (2) the Federal taxation of non—exempt Puerto Rican debt, and (3)
the virtual elimination of the market for certain types of mortgages and mortgage-
backed securities related to housing in Puerto Rico, would result in a significant in-
crease in the cost of capital for public and private sector economic development
projects and infrastructure in Puerto Rico. It would therefore materially adversely
affect the future growth of the Puerto Rican economy. This effect, however, is not
directly taken into account in the CBO Report.

A final key area of analysis of the economic impact of a change in the political
status of Puerto Rico that is not adequately covered by the CBO Report is the effect



56

oRf: a status change toward statehood on the finances of the public sector of Puerto
ico.

The critical effect that must be carefully evaluated is the revenue impact on the
Commonwealth government of the imposition of Federal income taxes on corporate
and individual residents of Puerto Rico. Specifically, such an imposition of Federal
taxes would immediately tend to displace the Commonwealth’s existing tax base
and impair its ability to continue funding budgetary expenditures from traditional
revenue sources.

This displacement of current tax base would force the Commonwealth to choose
between retaining its present tax rates resulting in uncompetitively high levels of
combined Federal and state taxes in an attempt to preserve current levels of ex-
penditures or the implementation of severe cutbacks in such expenditures in public
services in order to be able to live within more limited revenue sources. Qur studies
indicate that if Puerto Rico were to lower its taxes to the level of the higher-taxed
states, the revenue loss would exceed $1 billion annually, and would require reduc-
ing government services, and laying off 90,000 government workers.

The fundamental reasons for this fiscal dilemma for the Commonwealth should
not be lost sight of, for therein lies the basic reason for not incorporating Puerto
Rico into the Federal tax system: with a per capita income that is only a third of
the U.S. national average, Puerto Rico cannot be expected to carry a full Federal
tax burden and still be realistically expected to sustain state government tax reve-
nue levels necessary to pay the cost of basic public services expected in a developing
industrial society. Hence, under statehood, the government of Puerto Rico could re-
alistically only {e expected to provide a standard of public services significantly
lower than the current one, in line with its income per capita relationship to the
rest of the nation, with likely adverse effects on the quality of life on the island and
long-term increased labor migration prospects.

The second direct adverse effect on the public sector of Puerto Rico arises from
the negative consequences of a status change on the cost of capital for essential
public sector investment projects, notably infrastructure. These negative conse-
quences arise from two main sources: the loss of Puerto Rico’s current tax advan-
tages with respect to its public sector borrowings, and the general deterioration of
the credit quality of the Commonwealth under a status change.

The first of these relates to the fact that the borrowings of the Puerto Rican
public sector currently rely heavily on various key tax advantages that we described
earlier; specifically, the “triple tax exemption” of Puerto Rico bonds in the US. tax
exempt market, and the existence of a local tax exempt market to tap available
local savings at a relatively low rate when the U.S. market is unavailable. The loss
of these two advantages under a status change would lead to a narrower and costli-
er market for Puerto Rico bonds.

The second source of negative consequences of a status change on the Puerto
Rican public sector’s cost of capital relates to the general deterioration of creditwor-
thiness of the Commonwealth as a result of the shrinkage of its tax base and the
impairment of its revenues which was described above.

The combination of these two factors leads to sharply reduced availability of
credit to Puerto Rico’s public sector and a higher cost of capital and, consequently,
lower public investment in growth-sustaining projects, particularly infrastructure
necessary to support private sector investment, which itself would likely be con-
strained by inadequate infrastructure. This constraint, in turn, would negatively
impact aggregate demand in the economy as a whole, with a resulting reduction in
overall growth and employment in the economy vis-a-vis the CBO’s baseline projec-
tions under Puerto Rico’s current political status.

Much has been said by statehood critics of the CBO report that it unfairly omits
the unquantifiable benefits of statehood. These so called benefits are quite trivial if
at all existent. They argue that Statehood would change perceptions of the Island
that would supposedly increase incentives to invest. I can assure you gentlemen
that the vast majority of investors are sophisticated and would not be swayed by
whether Puerto Rico appears or fails to appear in a AAA map of the U.S,, as was
previously testified. The American business system is motivateé) by profits. The com-

tition for business investment is intense. Puerto Rico is an established, well
nown player in this business with nine promotional officers all over the U.S. and
seven internationally. The KPMG Peat Marwick report clearly demonstrates that
statehood would result in substantial loss of profitability compared not just to Com-
monwealth, but with respect to alternative foreign locations in Singapore, Ireland,
Taiwan, Mexico and others.

I would not expect these negative effect on private investment and employment to
be mitigated significantly by any sort of “political certainty” benefit accruing under
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statehood. Corporate investors in Puerto Rico are among the United States’ most
sophisticated transnational industrial corporations which are well accustomed to in-
vesting in foreign locations and assessing-‘‘political risk,” and already operate nu-
merous alter native cost-effective foreign locations for the investments they make in
Puerto Rico.

Furthermore, such investors generally do not, in fact, view the Commonwealth as
possessing any significant element of ‘“‘political risk” at present and are, therefore,
driven predominantly by financial and tax criteria in their locational evaluations of
Puerto Rico vis-a-vis alternative U.S. or foreign locations.

In fact, political risk surveys consistently rank Puerto Rico under Commonwealth
as one of the safest locations in the world, surpassing, in fact, many OECD coun-
tries.

Tourism has also been presented as the savior of the economy under statehood.

The so-called unquantified benefits under statehood for tourism are based on an
extremely naive assessment of marketing and financial realities. Tourists do not
flock to Hawaii because of statehood. Hawaiian tourism must be evaluated in terms
of its limited competitors in the Pacific. Statehood did not prevent Miami Beach
from-losing its competitive position vis-a-vis the Caribbean and Mexico for visitors
from the Eastern Seaboard.

Puerto Rico must compete with all other Caribbean islands, Central America,
Southern Florida and Mexico for the U.S. tourist. These locations combined surpass
the number of visitors to Hawaii. Puerto Rico is faced, because of its relatively high
wages, with being a high cost location.

The statehood strategy for tourism was already tried and it was an utmost failure.
When statehooders came into power—they eliminated tax incentives for tourist
hotels. The loss of tax incentives for tourist hotels resulted in a collapse of tourist
investment with a loss of almost half of the hotel rooms. The same loss would result
under statehood. In 1985 tax incentives for tourist hotels were restored. This result-
ed in a boom of hotel investment, and a doubling of capacity and double-digit
growth expenditures.

In summary, neither Statehood nor independence offers any coherent economic
model so that the people of Puerto Rico can continue to prosper through their effort
and ingenuity. Only through Commonwealth can the Puerto Rican people continue
to prosper; through its enhancement it can work even better.

PREPARED STATEMENT OF BENNY FRANKIE CEREZO

Good morning Mr. Chairman. My name is Benny Frankie Cerezo, and I am here
today in my capacity as Presidential Delegate of the Puerto Rican Statehood Move-
ment. I am pleased to testify this morning before you and your colleagues on S. 712
on behalf of the Puerto Rico Statehood Movement and its political instrument, the
New Progressive Party. I am accompanied by Mr. Michael McKee, an economist.
With us is a group of well-respected Puerto Rican economists and tax experts, Ger-
ardo Carlo, Nelson Soto, and Carles Diaz-Olivo. They will be available to answer
questions now and until mark-up.

I was unpleasantly surprised Tuesday morning when I read a Washiraton Post
editorial declaring S. 712 dead for this Congress. Not since “Dewey Beats Truman’
has a newspaper been so premature in writing a political epitaph.

The Senate Energy Committee reported this complex bill in record time. The Ag-
riculture Committee has conducted hearings and reportedly can report a bill quick-
ly. With today’s hearing, the Finance Committee completes a lengthi); process and
should be equipped to report S. 712 expeditiously. The House leadership has prom-
ised an expedited process this year on our self-determination issue.

The Post’s opinion notwithstanding, there is time to enact S. 712 this year if the
Finance Committee moves promptly to markup. I suggest The New York Times edi-
Eﬁtéial gfk}l\pril 1 (enclosed) is better reasoned. Therefore, we urge you to mark up S.

quickly.

Today we examine the economics of S. 712. We were gratified when you appointed
the Congressional Budget Office to work with other expert analysts within the Fed-
eral Government to produce an assessment of the economic impact of each status
option included within S. 712. For years, parties with a vested interest in retaining
Section 936 have hired economists and accounting firms to turn out supposedly au-
thoritative reports that predicted the downfall of Puerto Rico’s economy, even under
statehood, absent Section 936. These paid reports are inherently suspect, particular-
%;’:3, when authored by former policy making Treasury officials who epposed Section

6.
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Before I discuss the CBO report, let me emphasize this: Economics matter but,
fundamentally, this issue transcends economics. Puerto Ricans—3.3 million Ameri-
can citizens—hunger for self-determination. All three Puerto Rican parties—which
rarely agree on anything—stand united on this point. Never in our nation’s history
has self-determination been denied, when requested. Nor can the U.S. deny self-de-
termination for its citizens when demanding it for citizens of other nations. Nor has
the question of whether or not to admit a state been decided solely on the basis of
economics.

We have serious misgivings about the CBO study, but it does settle some impor-
tant issues for this Committee. One of our most serious concerns has to do with
CBO's activity since the study was issued. As reported in the Puerto Rican press
(enclosed), the study’s author has travelled to Puerto Rico as the guest of Common-
wealth economists and has issued statements unsupported by any substantive analy-
sis. He professes now that CBO omitted information for the sake of preserving what
he deems to be “a balance.”

Why would CBO omit known beneficial facts or even negative information? Why
would this CBO official place himself in such a compromising and presumptuous po-
sition? And finally, how in good conscience can CBO arbitrarily decide which infor-
mation to include or exclude in its report and then claim its study is unbiased, sci-
entific? The appearance created is objectionable. Presumptuous, selective omission
of facgs taints this report’s validity. How can Congress comfortably rely on its objec-
tivity?

Furthermore, the political impotence of Puerto Rico’s territorial status was again
demonstrated this week when said staffer, who served as project manager of the
report, made several appearances in the island during which he, wearing the cloak
of CBO, engaged in a sort of “search and destroy” operation, making statements
that play up our opponents’ antistatehood propaganda in aspects that were not even
part of the CBO study and for which there was no objective data offered. I very
much doubt that a functionary of a congressional office would be allowed or would
dare to go to Senator Dole’s Kansas or the Chairman’s Texas and meddle in a sensi-
tive local political issue.

Mr. Chairman. Two final points: First, as Mr. McKee will iilustrate, the press oc-
casionally has misreported CBO’s findings. We have read the Commonwealth advo-
cates’ press packages—which I understand also have been circulated in this Com-
mittee. We lack the resources to conduct the type of preemptive public relations
campaign—funded by Puerto Rican tax dollars—being waged by the other side. I
urge the press and this Committee to seek our reactions to materials they receive so
there will be a balanced record.

Second, we will welcome the opportunity to work with the Committee to adjust
{)he Ct]rsa(t)nsition provisions of S. 712 to prevent the brief economic downturn projected
y .

In closing, let me say that every objection to Puerto Rican statehood that will be
raised this morning—that it is too expensive for the Federal government; that it
will crush economic development; that taxes would be too much of a burden on com-
panies and citizens; and that our island can never be selfsupporting—were raised
during the debate over the admission of no fewer than ten states: Alaska, Hawalii,
California, New Mexico, Nevada, Oregon, Illinois, Oklahoma, Arizona, and Missis-
sippi. Those objections were false in every one of those cases and they are equally
wrong when raised about Puerto Rico.

History has proven once and again that the American Dream works.

Thank you, Mr. Chairman.

Enclosures.
El Mundo, April 24, 1990.

“IMPARTIAL"” THE REPORT

[By Agnes J. Montano]

The Deputy Director of the Congressional Budget Office (CBO), Frederick Ribe . . .

While defending the report’s impartiality . . . Ribe said that CBO omitted infor-
mation that could be adverse to statehood for the sake of preserving “a balance.”

Ribe admitted that there were certain factors about statehood that were inten-
tionally omitted from the report, but indicated that, in totality, there were as many
factors affecting as factors benefiting statehood that were excluded.

“Overall, the group of factors do not affect the results” said Ribe. “Moreover, on
certain areas we omitted on purpose prejudicial factors (on statehood) in order to
preserve the balance of the report.” As an example, he said that one of the aspects



not mentioned in the report was the diminution on the investment of local corpora-
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tions that would have to pay Federal taxes.

Ribe .
ular Party, as rumors have it.

. also challenged that his visit to Puerto Rlco is being paid for by the Pop-

&he New PYork Eimes

Sunday, April 1, 1990

The 51st and 52d States

Let Puerto Ricans Decide Their Fate, but Fairly

Puerto Rico is not America’s Lithuania, but it is
unhappy with its status as a highly dependent com-
monwealth. An overwhelming majority of 3.3 mil-
lion islanders are agreed that they want change.
But as Congress is learning, agreement stops there.
What adds to the perplexity is a parallel but unre-
lated campaign to grant statehood to the District of
Columbia.

A Senate bill supported by the Bush Adminis-
tration would offer Puertc Ricans a chance to
choose, by a binding vote next year, statehood, im-
proved commonwealth status or independence. The
problem is to assure a {air choice. If on¢ or another
side has plausible reasons for charging bad faith,
the referendum could prolong the argument it is
meant toend.

Polls for the first time show a narrow majority
of Puerto Ricans now favors statehood. As senti-
ment has shifted, so has the tone of a longstanding
debate. Statehood supporters now join with advo-
cates of independence in decrying colonialism.
Those clamoring for enhanced commonwealth
status contend that the Senate bill is frontloaded un-
fairly in favor of statehood.

The argument springs from a complicated his-
tory. The U.S. acquired Puerto Ricp from Spain al-
most incidentally in 1900. In 1917, Puerto Ricans be-
came U.S. citizens, but not until 1947 did they elect a
Governor. Five years later, Congress approved an
ingenious commonwealth arrangement, giving a
Spanish-speaking island home rule and exemption
from Federal taxes but no vote in Federal elections.

Economically, the plan made sense. Using an
additional tax break known as Section 838 of the
revenue code, Puerto Rico has provided. generous
incentives for mainland investors. But politically,
the island has been virtually a ward of Congress,

without the clout it would wield with two senators
ﬁ six or seven representatives, plus a Presiden-
vote.

This sense of being second-class citizens has
given potent impetus to the statehood campaign. As
statehood scntiment has waxed, so has uncertainty
about Puerto Rico’s tax exemptions, causing invest-
ors to hold back. To end the debate once and for all,
Gov. Rafael Hernandez Colon, a commonwealth ad-
vocate, proposed a binding referendum.

But he now faults the Senate bill as “‘terribly,
dangerously unbalanced.” It would phase in Fed-
eral taxes and phase out Section 936 over four years.
Meanwhile, says the Congressional Budget Office,

statehood could cost other U.S. taxpayers as much
as $9.4 billion in additional Faderal social spending;
more than half the island's population remains
below the national poverty line.

[

A very different view is taken by former Gov.
Carlos Romero Barceld, a statehood proponent. He
persuasively cites similar preferential treatment
granted other incoming states. Congress can re-
dress the balance by rewording the commonwealth
choice to give its proponents more of what they
seek: an increased international role, an open port
for air carriers, a voice in Federal appointments
and jurisdiction over natural resources.

What is unarguable and fundamental is Puerto
Rico's right to self-determination. The choice is pri-
marily between two forms of association with the
United States. Even the minority favoring inde-
pendence relies on reason rather than passion. Con-
?utanmipmtebywecuymclemym

1y what Puerto Ricans can whicheve!
way they vote.
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PREPARED STATEMENT OF HARVEY GALPER
THE ECONOMIC EFFECTS OF STATEHOOD FOK PUERTO RICO

Mr. Chairman and members of the Senate Finance Committee: I am Harvey
Galper, a principal in the Policy Economics Group of KPMG Peat Marwick. The
Policy Economics Group has been retained by the Governor of Puerto Rice to under-
take a study of the economic effects of statehood for Puerto Rico. The effects we
could quantify are almost exclusively the result of the loss of the tax benefits under
Section 936 of the Internal Revenue Code. I should emphasize at the outset that nei-
ther I nor Peat Marwick takes any position for or against statehood for Puerto Rico.
My testimony today highlights the major points in our study which has been made
available in its entirety to this Committee. The Peat Marwick study leads to three
main conclusions:

* Statehood would have several direct negative effects on the Puerto Rican econo-
my. .

First, corporations established under Section 936 of the Internal Revenue Code
would be able to significantly increase their after-tax return by abandoning their
existing operations and relocating in tax-favored locations in the Caribbean, Europe,
or the Pacific rim. In addition, expansion by current 936 companies and the forma-
tion of new 936 companies would be sharply curtailed, if not eliminated. Seventy-
two percent or more of the operating income of 936 companies would be subject to
relocation.

Second, as companies choose to move off the Island, the Puerto Rican economy
would be seriously affected. This would increase unemployment in Puerto Rico and
reduce wages throughout the economy. Between 80,000 and 145,000 private sector
jobs could be lost under statehood Increasing the unemployment rate to nearly 30
percent.

Third, under statehood Puerto Rico residents would be eligible to fully participate
in all Federal outlay programs. The extension of Federal transfer programs would
mitigate some of the negative economic impact of relocation and the imposition of
Federal taxes, but aggregate demand in Puerto Rico in 2000 would decrease between
$0.2 billion and $2.3 billion.

* The Statehood option has major budgetary implications for the U.S. government,
affecting both revenues and expenditures.

The extension of Federal transfer programs would increase Federal outlays by
about $36 billion from 1992 through 2000. This is accompanied by an increase in
Federal revenues that would partially offset these costs. Depending on the extent of
the relocation of companies, Puerto Rican Statehood would have a net cumulative
cost otg the U.S. Government of between $22 billion and $25 billion during the same
period.

* Statehood would cause a major budget dilemma for Puerto Rico.

To balance expenditures for present services, Puerto Rico would not be able to
lower its taxes despite the burden of full U.S. taxes. If Puerto Rico chose to reduce
its individual income tax rates to align them with tax rates facing residents in the
U.S,, the cost to the Puerto Rican Government would be about $8 billion from 1992
through 2000. To place the deficit problem in perspective, balancing the budget after
the transition period solely through a cut-back in public sector services would re-
quire a lay-off of about 90 thousand employees or about 40 percent of total govern-
ment employment.

The results demonstrate that under statehood, the Puerto Rican economy would
experience a major economic transformation. The economy would lose a significant
component of its industrial base because of the relocation of 936 and foreign-owned
corporations. The public sector would be forced to cut back services and employment
to retain competitive levels of taxation. Industrial production, capital accumulation,
and both private and public sector employment would be replaced, in part, by trans-
fers from the Federal government.

SECTION 936 AND THE PUERTO RICAN BUSINESS SECTOR

It is clear that the most important effects of statehood on the Puerto Rican econo-
my would result from the loss of the benefits of Section 936 of the Internal Revenue
Code to U.S. corporations operating on the island. On balance, Section 936 provides
Puerto Rico manufacturing operations a substantial tax advantage over operations
in the United States. Moreover, these advantages make Puerto Rico competitive

33-337 - 90 - 3
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with foreign countries that provide their own tax incentive programs for the manu-
facturing operations of U.S. companies.

These incentives have clearly contributed to the growth in the Puerto Rican econ-
omy since 1976. By 1989 total direct employment by 936 corporations reached
112,000 jobs. In addition to the impact of Section 936 on the manufacturin% sector,
936 corEorations have greatly strengthened the financial sector, accounting for 40 of
all bank deposits. -

In addition to the effect on direct employment, 936 corporations are responsible
for the creation of thousands of indirect jobs. These 936 corporations require a varie-
ty of raw materials and services. While some goods and services are provided by for-
eign supgliers and other 936 companies, local purchases have led to the establish-
ment and growth of many new businesses in Puerto Rico with resulting increases in
employment and the island’s tax base. .

undamental to reaching an understanding of the potential impact of statehood
on the Puerto Rico economy is determining its impact on the 936 company sector on
the island. The dominance of these 936 corporations in the economy is evident. As
shown in Table 1 the nearly five hundred 936 corporations account for 94.4 percent
of the operating income and 78.6 percent of the assets in the manufacturing sector.
The operating income of four Industries: apparel and other textile products, phar-
maceutical, machinery (including electrical & electronic equipment), and instru-
ments, is almost entirely accounted for by 936 companies.

Table 1.—ESTIMATES OF SECTION 936 AND FOREIGN-OWNED MANUFACTURING CORPORATIONS IN
1992: MANUFACTURING INDUSTRY DISTRIBUTION AND FINANCIAL CHARACTERISTICS

[Dollar amounts in milfions)

st Corporations Operating Income Operating Assets
us|
v Number Percent Amount Percent Amount Percent
Food & Kindred Products...................] 2 122 708 . 86.8 838 50.5
Apparel & Other Textile Products ...... 81 34.0 183 97.2 410 310
Pharmaceutical 59 75.6 3,546 98.4 5,336 96.7
Other Chemicals...... 30 29.7 261 81.7 2,199 89.9
Electrical & Electronic Eguip. 118 62.1 1,199 979 2,849 98.3
Instruments.................. 59 73.8 560 99.3 850 91.7
Other Manufacturing.... 121 20.1 488 76.3 1,410 432
TOTAL oo 497 32.5 6,945 94.4 14,490 786

Note: Percentages refer to 936 firms as a share of Puerto Rican firms in the industry.

The potential for the relocation of these companies can best be measured by deter-
mining the impact of the elimination of Section 936 on the after-tax rate of return
of 936 corporations.! The after-tax rate of return for all manufacturing companies
would decline by 9.8 percentage points, or 23.2 percent, under statehood.

These averages mask the variance in the effect on individual firms. Table 2 shows
a distribution of firms by the size of their reduction in the after-tax rate of return.
Sixty-five companies, accounting for 20.5 percent of net income, would experience a
reduction of more than 30 percentage points. One hundred seventy-five companies,
with a combined total of 62.6 percent of net income, would experience a reduction in
their rate of return of more than 15 percentage points.

RELOCATION EFFECTS

International business location decisions depend upon several factors, including
political stability, wage rates, availability of labor and raw materials, financing ar-
rangements, and infrastructure, such as utility and transportation systems. In addi-
tion, a major consideration is taxes. This part of the report analyzes how statehood,

! The after-tax rate of return is computed using a methodology similar to the method the
Treasury Department used to compute before-tax income in The Operation and Effect of the Pos-
sessions Corporation System of Taxation, Sixth Report, March 1989. The rate of return equals
operating income divided by operating assets. Operating income is defined as gross sales less
cost of foods sold and all other deductions except taxes, interest, and charitable contributions.
Operating assets includes net property, plant, and equipment, inventorjes, and net accounts re-
ceivable. The after-tax rate of return computation reduces operating income by Puerto Rican
and Federal income taxes paid.
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including the repeal of Section 936, would affect the level of business activity in
Puerto Rico.

This analysis is necessanly hmlted to the companies that are currently operating
in Puerto Rico, but implicit in the analysis is that newly formed 936 companies and
current 936 companies that are expanding their operations in Puerto Rico would be
affected in the same way as the existing operations of current 936 companies. Exist-
ing 936 corporations will therefore be considered as representative of all potential
936 investment in Puerto Rico. If, for example, two thirds of the current level of 936
activity would relocate after statehood, then two thirds of the new investment (new
%"36 companies or expansion of existing companies) would also locate outside Puerto

ico.

There are two separate issues that need to be addressed. The first issue is the
extent to which, in the long run, economic activity would be reduced in Puerto Rico
as a result of statehood. The second issue is the time frame over which this reduc-
tion would occur. The adjustment process is clearly very complex. For simplicity, it
is assumed that the adjustment would occur rateably over five years starting in
1994. For some operations, the adjustment would take longer, and for others the
process would begin even before 1994.

It is not possible to replicate all of the factors which influence decisions concern-
ing location, to enter, stay, or leave. It is possible, however, to analyze, in the case of
Puerto Rico, the bottom-line effects of increased taxes resulting from a move to
statehood and to compare the resulting bottom-line to the available in alternative
sites.

Table 2.—VARIATION IN CHANGE IN AFTER-TAX RATE OF RETURN FOR 936 AND FOREIGN-OWNED
CORPORATIONS IF STATEHOOD IS ADOPTED

[Dollar amounts in millions)

Reduction in rate of return N“Pm’, of Net inome
? Amount Percent

Less than 3 percentage points 108 6 Bl
3.0 to 4.9 percentage points 57 412 46
5.0 to 7.9 percentage points 90 591 6.7
8.0 to 9.9 percentage points et e 4 744 84
10.0 to 14.9 percentage points S 87 1,571 17.7
15.0 to 19.9 percentage points et 54 1,838 20.7
20.0 to 24.9 percentage points 34 1,522 171
25.0 to 29.9 percentage points 22 383 43
30.0 O MOTE PEICENTAZE POINES ........vveveevevveeeenseseeeressereeesesenseeens coveesessesmessenss ssrenes 65 1,820 20.5

TOTAL 564 8,886 100.0

Source: KPMG Peat Marwick estimate.,

While it is not possible to know for each individual firm, the rate of return differ-
ential that would be required to induce the firm to relocate or invest elsewhere, this
study analyzes two cases: A differential in the after-tax return of 5 percentage
points, and 11 percentage points. The logical way to think about the results dis-
played is that those firms incurring the higher immediate reductions in ret-urns,
particularly where the percentage reduction exceeds their cost of capital, would be
the first to leave Puerto Rico and relocate in a more conducive tax atmosphere.
Firms suffering a return reduction approximately equal to their cost of capital, for
which the 11 percent case is thought to be a current surrogate, would have no eco-
nomic rationale for remaining in Puerto Rico even in the short-run and, depending
on the balance of other factors, would have motivation to leave.

The 5 percent reduction case is most relevant to the longer term and to potential
new entrants to Puerto Rico. Few firms would choose Puerto Rico over a foreign
location or perhaps a U.S. location when its after-tax return. would be reduced 5
percent to a level significantly less than what it could achieve in another foreign
location. The practical judgment here would be that only those firms which would
find offsetting advantages to location in Puerto Rico would decide to do so.

The estimates below show the effect on the Puerto Rican manufacturing sector at
1992 levels assuming the adjustment process is complete.
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LONG RUN EFFECT OF STATEHOOD ON THE PUERTO RICAN MANUFACTURING SECTOR: 1992 LEVELS
(Percent of 336 and foreign owned company activity}

Percent of Percent of
" Percent of J t
tin I
Relocation Threshold firms Opera sg 0reu ing
5 Percentage Points —67 -12 —10§
11 Percentage Points -31 -3l -1

This loss in economic activity has a dramatic effect on employment and wages. As
shown below, the job loss, taking account of both direct and first order indirect ef-
fects, is estimated to range between 79,500 and 145,000 jobs. The related aggregate
wages range from $1.4 billion annually under the 11 percent case to $2.6 billion
under the 5 percent case.

ESTIMATED EMPLOYMENT AND WAGE EFFECTS OF RELOCATION RESULTING FROM THE ADOPTION OF
STATEHOOD UNDER ALTERNATIVE RATE OF RETURN THRESHOLDS: 1992 LEVELS

Employment | Wages (bil

(thousands) | of Solars)
5% Relocation —145 -26
11% REIOCALION .....oovovvevvccnrerrecer s asscessencassssssesssessssesse s —80 ~-14

Source: KPMG Peat Marwick

COMPARISON TO CONGRESSIONAL BUDGET OFFICE STUDY

The results of the analysis by KPMG Peat Marwick may be compared to those
estimated by the CBO in its recently released study, Potential Economic Impacts of
Changes in Puerto Rico’s Status under S. 712, (April 1990). At the most general
level, the two analyses reach quite similar conclusions, despite different methodo-
logical approaches. The CBO also finds that statehood would cause serious economic
dislocations on the island, primarily because of the loss of the tax benefits from Sec-
tion 936. When full effects are accounted for, by the year 2000, the CBO estimates
that GNP in Puerto Rico would be 10 to 15 percent below what it would be under
ig(r)raa(x)mot commonwealth status and that unemployment would be higher by 50,000 to

Furthermore, the CBO study also estimates that after-tax rates of return on in-
vestment would fall substantially after statehood. They estimate a decline of about 9
percentage points for the average Section 936 manufacturer, very close to the de-
cline of 9.113 percentage points in the Peat Marwick study. Any difference in the
results of the two studies stems from two sources: (1) the effects of this decline in
rates of return on new investment in the 936 sector and (2) indirect effects on eco-
nomic activity in the non-936 sector that served as suppliers to 936 corporations.

By the year 2000, the CBO estimates a decline in investment of Section 936 com-
panies of between 62 and 73 percent from baseline estimates and a decline in the
capital stock employed by 936 companies of 37 to 47 percent. CBO did not separately
estimate the resulting decline in income.

In the Peat Marwick study, the decline in the capital stock employed by 936 com-
panies depends upon the threshold change in the rate of return before firms decide
not to operate in Puerto Rico. With a threshold change of 5 percentage points, that
is a change in the after-tax rate of return of 5 percentage points or more, 72 percent
of capital and virtually 100 percent of the operating income employed by the 936
sector would leave the island. With a tougher test of a change of 11 percentage
points in the after-tax rate of return, 31 percent of the capital currently employed
and 72 percent of the income would leave the island.

A reduction in the rate of return of 5 percentage points compared to what may be
earned in alternative locations appears a reasonable threshold for a longer-run anal-
ysis and an 11 percent threshold would be more af‘propriate for a shorter-run analy-
sis. Thus, the Peat Marwick <tudy finds that in the long-run, the decline in capita]
would be greater than that estimated by CBO.

Similarly, the Peat Marwick study finds that indirect effects can add about 70
percent to the loss of jobs and 35 percent to the loss in income to the direct effect of
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reduction in 936 activity. These effects also appear larger than those estimated by

BO. These indirect effects reflect the methodof)e ical differences in the two studies.
The CBO estimated a macro-economic mode! for Puerto Rico and used this model to
determine secondary effects on the Puerto Rican economy once the initial decline in
investment due to the loss of benefits under Section 936 had been taken into ac-
count. The Peat Marwick study accounted directly for the linkages between the 936
sector and the non-936 sector by using an input-output approach.

Given these methodological differences, it is even more significant that bot 1 stud-
ies conclude that the economic dislocations to Puerto Rico under statehood wculd be
severe.

THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT RECEIPTS AND OUTLAYS

Under statehood, Puerto Rican residents would be subject to the full tax system
facing U.S. residents and would be eligible for all U.S. outlay programs. Table 3 and
table 4 show the effect of statehood on Federal tax revenues under the 11 percent-
age point and 5 percentage point assumptions, respectively. Under both scenarios,
revenues increase dramatically in the first few years as the Section 936 credit is
being phase-out. Over the nine year period, treasury revenues would increase by
about §28.5 billion before accounting for the decline in economic activity induced by
statehood. Under the 11 percentage point scenario slightly less than 30 percent of
the “static” effect is offset by the reduction in economic activity for a net of about
$20.2 billion. Under the 5 percentage point case, nearly 40 percent of the static
effect is offset for a net gain of about $17 .4 billion.

Table 3.—THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT REVENUES: 11 PERCENTAGE POINT

RELOCATION SCENARIO
[Mttiions of dotlars)
Fiscal Year
- Source Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000

Corporation Income Tax:

Excluding Economic Effects 634 | 1377 | 1971 | 2672 3495 4053 | 4418 | 18,620
Economic Effects —140 1 —400 | —711 |-1080 |—1515 {—1801 |- 1981 (—7.628

Net 494 | 977 | 1260 | 1592 { 1980 | 2252 2437 10,992
Individual Income Tax:

Excluding Economic Effects 651 | 962 1010 | 1061 | 1114 | 1169 1228 | 7,195
Economic Effects —17) —43] —73|—-105]| 140 —155] —164 | —697

Net 6341 919 937 95| 974| 1014 | 1064 | 6,498
Excise Taxes:

Excluding Economic Effects................... 174 268( 281 | 295| 310 325| 342f 359 3717| 27131
Economic Effects

Net 174 2681 281 295| 310| 325| 342| 35| 317 2131
Grand Total:

Excluding Economic Effects.................. 174 | 2681 1566 | 2634 | 3291 | 4058 | 4951 | 5581 | 6023 | 28,546
Economic Effects —157 | —443 | —784-|—1185 |- 1655 |— 1956 |— 2145 |— 8,325

Net 174 | 268 | 1409 | 2191 | 2507 | 2873 | 3296 | 3625 | 3878 | 20,221

Table 4 —THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT REVENUES: 5 PERCENTAGE POINT
RELOCATION SCENARIO

[Millions of dollars]

Fiscal Year
Source Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 ! 2000

Corporation Income Tax: -
Excluding Economic Effects —634 | 1377 1971 | 2672 | 3495 4053 | 4418 | 18,620
Economic Effects —187 | —536 { —951 |—14451—2026 |— 2410 |— 2649 |- 10,204

Net | -4471 8411 1020 1 12271 1469 16431 1768 | 8,416
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Table 4.—THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT REVENUES: 5 PERCENTAGE POINT
"RELOCATION SCENARIO—Continued

{Miltions of doftars}
Fiscal Year
Source Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Individual Income Tax:
Excluding Economic Effects 651 ! 962 | 1010 | 1061 ) 1114} 1169 1228 | 7,195
Economic Effects —24| —62|—102|—147 | —-197 | 219 | —-231}| —982
Net 627 900| 908| 914} 917 950 997} 6,213
Excise Taxes: :
Excluding Economic Effects................... 1741 268 281 295| 310 325( 342| 3591 3770 2731
Economic Effects
Net 1741 268| 281 295| 310| 325| 342 359{ 3717| 2731
Grand Total:
Excluding Economic Effects................... 174 | 268 | 1566 | 2634 | 3291 [ 4058 | 4951 | 5581 [ 6023 | 28,546
Economic Effects —211 | —598 |—1053 |— 1592 | 2223 |—2629 |— 2880 |— 11,186
Net 174 | 268 | 1355 2036 | 2238 | 2466 | 2728 | 2952 | 3143 | 17,360

Table 5 and table 6 show the effect on Federal outlays. The estimates are shown
with and without the effect of the decline in economic activity and include the
cover—over of tax revenues that would occur during the transition years. Total out-
lays during the period would be about $41.8 billion under the 11 percentage point
case and $42.6 billion under the 5 percentage point case.

Table 7 summarizes the Federal budget implications under the two scenarios. The
cumulative increase in the Federal deficit is $21.5 billion under the 11 percentage
point case and $25.2 billion under the 5 percentage point case. Under either scenar-
io, after the first partial fiscal year of 1992, the deficit to the Federal government
would increase by over $2 billion each year. .

THE EFFECT OF STATEHOOD ON THE PUERTO RICAN BUDGET

Statehood would have a very negative effect on Puerto Rico’s fiscal situation.
Statehood would reduce tax revenues in Puerto Rico in four ways. First, the tollgate
tax that currently applies to repatriations to the U.S. from Section 936 companies
would be repealed. Second, as corporations relocate, income, and therefore tax reve-
nue paid under the current Puerto Rican income tax, would be reduced. Third, as
corporations relocate and unemployment increases and wages and personal income
decline, Puerto Rico would experience a reduction in tax revenues from the individ-
ual income tax. Finally, financial institutions which would be adversely affected
would be downsized and pay much lower taxes.

Table 5.—THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT QUTLAYS: 11 PERCENTAGE POINT

RELOCATION SCENARIO
[Milions of dollars]
Fiscal Year
Item. 2000 Total
1992 | 1993 | 1994 | 1985 | 1996 | 1907 | 1008 | 1999
Extension of Qutlay Programs to Puerto
Rico Residents:
Food Stamps .........ccooceeeccseersersccsessssan ] 615] 858| 729 706 741 779 817 858| 901 7,004
Medicaid 946 | 1460 | 1577 § 1703 | 1839 | 1987 | 2145 2317 [ 2502 | 16,476
Medicare 46 70 76 82 88 96| 103{ 111} 120 192
Supplemental Security Income (SS1) .... 0 0f 600 900 944 992 1041 | 1093 | 1148 | 6718
Aid to Families with Dependent Chil-

(11 Q1) 1) O 511 141| 208] 219| 230 241| 253| 266| 279 1,888
Foster Care 2 3 3 3 4 4 4 4 4 3l
Earned Income Credit.............ccooeevurrnenes 0 0 12 243| 255| 268| 281| 295 310 1,664

Total, Excluding Economic Effects...| 1660 1 2532 1 32051 3856 | 41011 4367 | 4644 | 4944 | 5264 | 34,573



67

Table 5.—THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT QUTLAYS: 11 PERCENTAGE POINT

RELOCATION SCENARIO—Continued

{Miklions of doflars}
Fiscal Year
item 2000 Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999
Economic Effects:
FOOd SEAMPS ....covcecrvrereenrrensemsensssessennaned 0 0 0 31 78| 128 185 2464 274 942
Medicaid -0 0 0 25 68| 118 175{ 241} 279 906
AFDC 0 0 0 7 19 32 47 63 72 240
Cover-Over of Tax Revenues in Transition
Years 174 268 1290 | 1847 | 843 | 325¢ 342 359 377| 5825
Total QUHAYS ..ovvvveerners e erreennens 1834 | 2800 { 4495 { 5766 | 5109 [ 4970 ; 5393 | 5853 | 6266 | 42,486

Table 6.—THE EFFECT OF STATEHOOD ON U.S. GOVERNMENT OUTLAYS: 5 PERCENTAGE POINT

RELOCATION SCENARIO
- [Millions of dollars) -
Fiscal Year
Item Totat
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Extension of Qutlay Programs to Puerto
Rico Residents: !
Food Stamps ...........ocrvecesrcevererererrerereeens 615{ 858 | 729{ 706( 741 719| 817 858| 901| 7,004
Medicaid 946 | 1460 | 1577 { 1703 | 1839 | 1987 | 2145| 2317 | 2502 | 16,476
Medicare 46 70 76 82 88 96| 103f 11| 120 792
Supplemental Security Income (SSI) .... 0 0| 600( 900 | 944 992 1041} 1093 | 1148| 6,718
Aid to Families with Dependent Chil-
dren 51| 141{ 208| 219 230| 241| 253| 266 279| 1,888
Foster Care 2 3 3 3 4 4 4 4 4 31
Earned Income Credit.....................ecn.... 0 0 12| 243| 255| 268| 281| 295 310 1,664
Total, Exciuding Economic Effects...| 1660 | 2532 | 3205 | 3856 | 4101 | 4367 | 4644 | 4944 | 5264 | 34,573
Economic Effects:
Food Stamps .. 0 0 0 45| 113| 181| 267 355 396| 1,357
Medicaid 0 0 0 37 98| 171 252 347 402 1,307
AFDC 0 0 0 10 28 46 68 91| 104 347
Cover-Over of Tax Revenues in Transition
Years . 174 268 | 1268 1794 | 823 | 325 342| 359 317 5730
Total Outlays ...oooeoveveeecccveccrernas 1834 | 2800 | 4473 | 5742 | 5163 | 5090 | 5573 | 6096 | 6543 | 43314

Table 7.—SUMMARY OF THE EFFECT OF STATEHOOD ON U.S. TAX REVENUES AND OUTLAYS UNDER
ALTERNATIVE RELOCATION SCENARIOS

[Milions of dolars]
Fiscal Year
Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
11 Percentage Point Case:
Revenues 174 | 268 | 1409 | 2191 | 2507 | 2873 | 3296 | 3625| 3878 | 20221
Outlays 1834 | 2800 | 4495 5766 | 5109 | 4970 | 5393 | 6266 | 42486
Increase in Surplus (+) or Defi- .
Cit (=) vreereenrmrmsreessrnrerneesssssssaanns — 1660 |-- 2532 |— 3086 [— 3575 |— 2602 |— 2097 {— 2097 |- 2228 |~ 2388 |— 22265
5 Percentage Point Case:
Revenues 174 | 2681 1355 | 2036 | 2238 | 2466 | 2728 | 2952 | 3143 | 17360
Outlays 1834 | 2800 | 4473 | 5742 | 5163 | 5090 | 5573 | 6096 | 6543 | 43314
Increase in Surplus (+) or Defi-
[ G P — 1660 |- 2532 [~ 3118 [ 3706 |— 2925 [ 2624 (- 2845 [— 3144 |- 3400 |- 25954
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In addition to the loss in tax revenues from the loss in economic activity, Puerto
Rico would face very difficult fiscal choices. The combined Federal and Puerto Rican
tax rates would be much higher than those facing U.S. residents and there would be
considerable pressure to lower their rates to be better aligned with other states.
However, Puerto Rico would face long term deficits under statehood that may re-
quire increasing tax rates. Any tax rate reduction would further exacerbate the
fiscal position and would necessarily require a significant increase in other tax reve-
nues or massive reduction in government services and employment.

Table 8 and table 9 summarizes the effect of statehood on the Puerto Rican
budget under the 11 percent point and 5 percentage point scenarios.

In total, over the nine years, Puerto Rican tax revenues would decline by about $5
billion. This would be partially offset by a reduction in outlays of $1.5 billion. The
outlay reduction would result primarily in the health care area as Federal programs
are substituted. This would result in a net deficit of about $3.6 billion. However, the
$5.7 billion cover-over of Federal taxes during the transition period would more
than offset the deficit, leaving Puerto Rico with a net surplus of $2.26 billion over
the period. It is important to note, however that there would be a net deficit in each
of the last four years of the period as the cover-over ends.

As indicated above, one important issue that Puerto Rico would face is the ex-
tremely high tax rates facing its residents. If Puerto Rico reduced its tax rates to
the average state rates in the U.S., Puerto Rico would experience a net deficit in all
but one year of the forecast period for a cumulative deficit of about $7 billion. Bal-
ancing the budget after the transition period solely through a cutback in public
sector services would require a layoff of about 90 thousand employees or about 40
percent of total government employment.

Table 8. —SUMMARY OF THE EFFECT OF STATEHOOD ON PUERTO RICO TAX REVENUES AND QUTLAYS:
11 PERCENTAGE POINT RELOCATION SCENARIO

[Milons of dollars]

fiscal Year
-1 Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 DOOU

Revenue (Excluding cover-over of taxes).| —94 | —190 | —248 | 376 | ~514 | —677 | —865 |~ 1001 |—1071 | —5036

Outlays . —81|—160|—166} 170 | ~173 1 —175 | —177 | 176 | —186 | — 1464
Increase in Surplus or Deficit (Ex-
cluding cover-over of taxes) ..........| —13| —30| —82|—206|—341 | —502 | —688 | —825| —885 | —3572
Cover-over of Taxes..........cc........ W 17( 265 1011 1836| 1117 | 322| 338 35| 373| 5734

Increase in Surplus (+) of Deficit
(=) (Including cover-over of
LAXES) ...ocoveevvernvrcencrmmesmmneinnn 1081 235 829 1630 | 776 | —180 | —350 | —470 | 512 | 2162

Reduction in Individual Income Taxes.......| —392 | —892 | —936 | —983 |— 1032 |— 1084 |— 1138 |— 1195 |— 1255 | — 8907

Net Effect | — 2881 —657 | 7| 647 | 256 |-- 1264 |— 1488 | 1665 | 1767 | — 6745

Table 9. —SUMMARY OF THE EFFECT OF STATEHOOD ON PUERTO RICO TAX REVENUES AND OUTLAYS:
5 PERCENTAGE POINT RELOCATION SCENARIO

[Milions of dotlars}

Fiscal Year
w4 1992 ) 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1399 | 2000

Total

Revenues  (Excluding cover-over of
taxes) ~94 | —190 | —277 | —467 | —632 | —921 [-1200 |—1401 |—1500 | — 6682
Outlays —81|—160 | —166 | —166 | —160 | —150 | —139 | —125 | —124 | —1271

Increase in Surplus (+) or Deficit
{—) (Excluding cover-over of
taxes) —13| ~30|—111|-301 | —472 | —771 |-1061 {1276 |—1376 | 5411

Cover-over of Taxes.........eoecurresssicrrrend —~117 | —265 | —996 |- 1791 |- 1089 | —322 { —338 | —355 | —373 | — 5646




69

Table 9.—SUMMARY OF THE EFFECT OF STATEHOOD ON PUERTO RICO TAX REVENUES AND OUTLAYS:
5 PERCENTAGE POINT RELOCATION SCENARIO—Continued

[Milions of dollars)
Fiscal Year
Total
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Increase in Surplus (+) of Deficit
(—) (including cover-over of
taxes) 104| 235| 885 1490 | 617 —449 | —723 |-1276|-1376 235
Reduction in Individual Income Taxes........ —344 | 7821821 | —862 | —906 | —951 | —998 1048 |—1101 [ —7813
Net Effect —240 | —- 547 64| 628 | —289 [—1400|—1721 {2324 |—2477| —7518

SUPPLEMENTAL STATEMENT OF HARVEY GALPER

The CBO report does not attempt to estimate the effect of statehood on the Feder-
al budget. The estimates that CBO does report (Table 7 of the report) show only of
the change in Federal net transfers to Puerto Rico as a result of statehood. This
table does not include the increase in revenues to the Federal Government from the
taxation of 936 corporations nor the increase in Spending from the cover-over of
taxes, the earned income tax credit, and increased transfers to workers who are dis-
placed because of relocation of 936 corporations (economic effects).

The KPMG Peat Marwick estimates of the effect of statehood on the Federal
budget can be compared to the estimates included in S. 712 and the current U.S.
Treasury (for revenues) and CBO (for expenditures) estimates. All these estimates
are presented in Table 1. The U.S. Treasury estimates are included in Mr. Philip
Morrison’s testimony and CBO’s estimates were presented on November 14, 1989
before the Senate Finance Committee. The expenditure estimates include Treasury’s
estimate of the cover-over of taxes.

On the revenue side, the main explanation for the discrepancy ($1.7 billion in
1998) is the estimate of the relocation of 936 companies to foreign locations. Treas-
ury estimates that 35 percent of the income wouﬁi relocate outside the U.S. while
Peat Marwick estimates relocation between 65 percent and 81 percent of income.

The difference in the estimates of Federal spending is presented in Table 2 and
explained in detail in Section II of the Peat Marwick report. The difference in total
spending amounts to $1.2 billion in 1998. About two-thirds of the difference reflects
different program assumptions and about one-third dynamic economic effects.

Table 1.—SUMMARY OF THE EFFECT OF PUERTO RICO STATEHOOD ON U.S. TAX REVENUES AND
EXPENDITURES AS ESTIMATED BY CBO AND THE U.S. TREASURY DEPARTMENT

[Mitions of dollars}

Fiscal year
1992 1993 1994 1995 1996 . 1997 1998
Committee on Energy
and Natural Report of
S 112 .
0 0 458 1,171 3,120 4,063 5,027
Expenditures .... 431 453 1,337 1,404 1,474 1,548 1,626
. Net Budget Effect...; —431 —453 —819 —233 —1,646 2,815 —3,401
Current CBO and U.S.
Treasury:
Revenues.............cooneen. 258 423 1,741 2,632 3,385 4,178 4,969
Expenditures .| 1,882 2,108 3,503 4,571 4,038 3918 4,156
Net Budget Effect...| —1,624 —1,685 —1,762 ~1,939 — 653 260 813
KPMG Peat Marwick: -
Revenues ...............oo.... 174 268 1,409 2,191 2,507 2873 3,296
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Table 1.—SUMMARY OF THE EFFECT OF PUERTO RICO STATEHOOD ON U.S. TAX REVENUES AND
EXPENDITURES AS ESTIMATED BY CBO AND THE U.S. TREASURY DEPARTMENT—Continued

[Miltions of dollars)
Fiscal year
1992 1993 1994 1995 1996 1997 1998
Expenditures ................. 1,834 2,800 4,495 5,166 5,109 4,970 5,393
Net Budget Effect...| —1,660 -2,532 ~3.086| 3,575 —2,602 —2,007 -2,007

Table 2.—KPMG PEAT MARWICK AND CONGRESSIONAL BUDGET OFFICE ESTIMATES OF THE EFFECT
OF STATEHOOD ON U.S. GOVERNMENT QUTLAYS FOR FISCAL YEAR 1998

[Billion of dotlars)
CBO Estimate 42
Difference excluding economic effects:
Food Stamps 0.1
Medicaid 06
AFDC 0.2
Other —0.1
Subtotal 0.8
Economic Effects 0.4
KPMG Peat Marwick 54

PREPARED STATEMENT OF MARTIN H. GERRY

Mr. Chairman and Members of the Committee: It is a pleasure to be here today
on behalf of the Administration to reaffirm our support for Senate bill S. 712. It is
important to provide the people of Puerto Rico with an opportunity to choose their
future relationship with the United States. We believe S. 712 does so in an equitable
and workable manner. ‘

Our Department provides approximately $2.7 billion per year to, or on behalf of,
residents of Puerto Rico. I will briefly summarize the principal effects of S. 712 on
our programs.

Under the statehood option, expenditure ceilings on AFDC and Medicaid would be
removed and the Federally administered Supplemental Security Income program
would be extended to eligible persons in Puerto Rico. We estimate additional Feder-
al expenditures under HHS programs would exceed $1.6 billion by FY 1995, and $3
billion by FY 2000. Most of this increase is attributable to changes in Medicaid and
SSI. HHS expenditure increases represent about 80 percent of the total Federal ex-
penditure increases. The balance is for extension of Agriculture’s Food Stamp pro-
gram to Puerto Rico.

In addition to direct program expenditure increases, the statehood provisions are
likely to affect general economic conditions in Puerto Rico. On the one hand there
will be economic effects of the increases Federal transfers to Puerto Rico for SSI,
Medicaid and AFDC programs—and for Agriculture’s Food Stamp program. On the
other hand, statehood would changlg how Puerto Rican corporations and individuals
are taxed. The Department of the Treasury has addressed the changes in taxation. I
would only like to add that funding for a number of our programs will be influenced
by macro-economic conditions—changes in personal income, employment, and un-
employment. Therefore, actual Federal costs of statehood could be higher than the
estimates I have cited. The interplay of taxes and prod benefits is complex and we
do not have an adequate model to estimate these effects.

I would like to mention one concern with the statehood provisions. S. 712 would
change the way in which hospitals in Puerto Rico would be reimbursed under Medi-



71

care. Currently, they are reimbursed at a blended rate based 25% on the U.S. na-
tional rate and 75% on the local rate in Puerto Rico. If Puerto Rican hospitals were
paid on the same basis as hospitals in the states, those payments would be about
30% higher than current payments. Because hospital costs in Puerto Rico are sub-
stantially lower than in the states, reliance on the national rate could result in
overpayment of Puerto Rican hospitals. S. 712 would limit reimbursements in
Puerto Rico to “actual costs of providing equivalent health care to the levels of care
provided in the several contiguous states.” However, this appears inconsistent with
the prospective payment approach—which provides hospitals with incentives to con-
trol costs. We believe the Medicare payment provision of S. 712 should be re-exam-
ined to ensure it achieves its intended purposes.

Commonwealth status as provided for in S. 712 would have little direct effect on
HHS programs. The most significant change is related to the bill’s provision allow-
ing Federal agencies to consolidate certain financial assistance programs. We ten
years experience applying the consolidaticn mechanism to other insular areas and
we do not foresee any problems in this regard.

Finally, our primary concern with the independence option is ensuring an equita-
ble and manageable transition to Puerto Rican Social Security and Medicare sys-
tems. Currently, Puerto Rico employers and employees are covered by Social Securi-
ty and Medicare in the same manner as employers and employees in the 50 states.
S. 712 recognizes the complexity of transition to Puerto Rican systems for Social Se-
curity and Medicare, and establishes a Commission to address this. We support this
approach. In particular, we believe a Social Security totalization agreement, similar
to ones we have with eleven other countries, would be an effective approach.

Thank you for this opportunity. I will be happy to answer any questions.

RESPONSES TO QUESTIONS SUBMITTED BY SENATOR MOYNIHAN
PER CAPITA BENEFITS

Question. Could the Administration give us an estimate of the incidence of social
welfare benefits, per capita, in the Island as against the other norms around the
country.

Answer. While Federal spending in Puerto Rico will increase in most programs
over time due to inflation, the “statehood cost,” per se, is due to six programs: Med-
icaid, Aid to Families with Dependent Children, Supplemental Security Income, the
Social Services Block Grant, Foster Care, and Medicare. Our estimate of the cost of
statehood reflects incremental costs for these programs. Statehood costs for Medi-
care cannot be estimated because of ambiguities in S. 712,

Under statehood, we estimate that Federal spending for the five programs would
be $1.8 billion in 1995. This is over $1.6 billion higher than the $175 million in Fed-
eral-spending for those programs under current law. FY 1995 per capita spending is
estimated to be $53.00 under current law. Under statehood, it is estimated to be
$541 in FY 1995 and $1,073 in FY 2000.

The attached table displays per capita Federal outlays in Puerto Rico for the five
programs and compares this to the nation as a whole. We estimate that per capita
spending for these programs will be 1.4 times the national per capita average in FY
1995 and twice the national per capita average by FY 2000. The higher per capita
spending in Puerto Rico is attributable to the greater proportion of people living in
poverty in Puerto Rico as compared to the rest of the nation. This does not mean
that spending per beneficiary would be higher in Puerto Rico, but rather that there
would be proportionately greater numbers of program beneficiaries tuere than in
the rest of the states. Further, as the table shows, per capita Federal non-defense
expenditures for Puerto Rico would still fall below the national rate,

PER CAPITA PROGRAM QUTLAYS FOR PUERTO RICO AND THE NATION FOR PROGRAMS AFFECTED BY

STATEHOOD *
1989 1990 2000
us PR us PR us PR
$260 $52 839 $53 $536 $53
260 NA 397 541 536 1,073
Total non-defense 4 2,804 NA 3,595 2,478 4,450 3,162
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" Includes HHS programs affected by S. 712 provisions: Medicaid, AFDC, AABD/SSI, SSBG, Foster Care. Does not include Medicare due to
ambiguities in S. 712. 1989 population for Puerto Rico estimated at 3.3 million. National per cagg figures based on U.S. resident population
estimates and projections provided by the Bureau of the Census. Population for the territories and Puerto Rico are held constant in the outyears.

3 Assumes current law program caps: Medicaid—$79 miflion for FY 1990 and beyond; AFDC, AABD, and Foster Care—$82 million for FY 1990

and beyond,

3 Statehood pmgaram expenditures do not include administrative costs. . '

4 Per capita 1989 Federal non-defense expenditures data provided by the Government Division of the Bureau of the Census. Out-year estimates
are based on FY 1989 and five percent a year inflation. Puerto Rico Federal non-defense expenditures based on the 1989 data provided by the
Census Bureau and projected per capita program increases for the five HHS programs.

RESPONSES TO QUESTIONS SUBMITTED BY SENATOR DOLE
s HEALTH AND HUMAN SERVICES

Question. The Department of Treasury has estimated that about 35 percent of the
active Section 936 income would move offshore from Puerto Rico due to statehood.
The CBO estimates the phase-out of Section 936 would lead to a loss between 37
percent and 47 percent of the capital and production of Section 936 corporations in
the year 2000 compared with what it would be in 2000 under the current status.

Does the static revenue analysis used by HHS to calculate the expenditure figure
for statehood take the above into consideration?

In light of those economic consequences, would not a dynamic analysis of the ef-
fects of statehood be more accurate? Can you quantify the increased expenditure
costs under statehood as a result of using a dynamic analysis?

Answer. Qur analysis of HHS program outlays for Puerto Rico under statehood
does not take into account estimates of the impact of the phase-out of Section 936
income on the Puerto Rican economy. We recognize that adverse economic condi-
tions would increase Federal spending for our major programs—AFDC, Medicaid,
and SSI—which are needs based and are affected by changes in unemployment or
family income. Although a dynamic analysis of the effects of statehood would be
more accurate, we do not now have a model of the Puerto Rican economy that
allows us to estimate the magnitude of the economic effects of-the change of tax
status on program benefits.

PREPARED STATEMENT OF SENATOR FERNANDO MARTIN

Mr. Chairman, Members of the Committee, my name is Fernando Martin, I am
the vice-President of the Puerto Rican Independence Party and I am a Senator in
the Puerto Rican Legislature. With me is Professor Pedro A. Parrilla who has been
advising my party in economic matters concerning the legislation under consider-
ation by this Committee. Available also to answer your questions, particularly on
tax related issues, is Mr. Eric Negron, Esq.

From the point of view of economics and trade S. 712 represents a welcome depar-
ture from the traditional attitudes concerning Independence which had prevailed in
official United Stages circles. The provisions of S. 712 are a giant step forward in
the arduous process of rehabilitating the feasibility of the Independence alternative
before the eyes of the Puerto Ricans after almost a century in which United States
policy was tantamount, de facto and at times de jure, to closing off the option of
Independence to the Puerto Rican people. Senate bill 712 represents a reversal of
that policy and recognizes the need for a new policy of affirmative action that will
counterbalance the fears and prejudices which have developed—and have been pro-
moted—during these decades of dependence and political subordination.

This policy is made explicit in the legislative language of S. 712 when in Section
313, in reference to transition grants and Federal programs, the bill states that
these provisions ““are enacted in recognition of the unique relationship between the
United States and Puerto Rico, to affect a smooth and fair transition for the new
Republic of Puerto Rico with a minimum of economic disruption, and to promote
the development of a viable economy in the new Republic of Puerto Rico.”

It is therefore, with these enlightened criteria in mind, that we must examine the
Congressional Budget Office report on the potential impact of status changes con-
templated in S. 712.

In as much as the CBO identifies areas of concern that could adversely affect the
stated objectives of a “fair and smooth transition” and thke promotion of “the devel-
opment of a viable economy in the new Republic of Puerto Rico,” it is incumbent
upon this Committee to introduce the necessary amendments that will better assure
an adequate correspondence between the means provided by the bill and the afore-
mentioned goals which I am sure you all share.
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In contemplating amendments to the economic provisions of Title III, I wish to
remind the Committee of three crucial considerations which must be kept in mind.

The first is that in designing the Independence alternative the Congress does not
encounter constitutional limitations such as may be present in the other status op-
tions. Only issues of Congressional policy are present here. What is put to a test is
the extent of Congressional good faith in fashioning a truly viable Independence
option that will forever dispel from the minds of the Puerto Ricans and the interna-
tional community the impression that Congress would react punitively to the possi-
bility of Independence.

The second consideration is that no matter how fair and generous the provisions
concerning Independence might turn out to be, they will always be less costly to the
US taxpayer than the statehood or commonwealth alternatives.

The third consideration is that the United States, after ninety two years of exer-
cising its sovereignty over its Puerto Rican possession has an obligation—moral and
political—to make Independence a real choice and not merely an illusory one.

Having said this I will now propose to you three modifications to S. 712 which we
believe will better insure that the policy objectives of Title III are not inadvertently
undermined by the existing provisions of the bill.

With regards to Section 936 of the Internal Revenue Code S. 712 provides that the
benefits under this section would cease to apply to an independent Puerto Rico. The
report from the Committee on Energy and Natural Resources made clear that it
thought this matter should be ultimately left to the Finance Committee although it
expressed that the foreign tax credit in an Independent Puerto Rico would be avail-
able to what are now 936 corporations. The CBO report goes further to say that ar-
rangements might be reached between the Unites States and Puerto Rico which
could provide comparable benefits to those enjoyed today by these companies.

It should be obvious however that if stability and continuity are to be promoted
during a transition period Section 936 benefits should continue to apply to an Inde-
pendent Puerto Rico for at least a ten year period. Treasury will not be worse off
because of such an extension in view of what the consequences would be of using
the foreign tax credit, while at the same time it would offer existing and potential
investors the added incentive of continuity and certainty for a specified period of
time.

The second modification concerns Puerto Rico’s public debt. As S. 712 stands now
interest payments on any new debt or on any refinancing of existing debt after In-
dependence would no longer enjoy tax exemption in the United States when earned
by US residents. As the CBO report points out this would raise the cost of borrowing
at a tirne when the emergent republic’s credit rating in the international market
has not yet been established. If the principle of a smooth and fair transition has
been applied as much as possible across the board, there seems to be no valid reason
why it should not be applied to the area of public debt financing. Here again our
proposal is that the existing structure of tax exemption for interest earned from
bonds issued by the government of Puerto Rico and its instrumentalities be kept in
place for a period of no less than ten years after the proclamation of the Republic.
The cost in foregone income to the US Treasury would be no larger than the one
inct_l;'é'ed in by a continuation of the present status, and then only for a ten year
period.

Our third proposal for modification concerns the transition grants provided for in
section 313 subsection 3. The CBO report has expressed concern over the balance of
payments outlook generated, in part, by the reduction in real terms of the transi-
tion grants since the formula is not based on the present value of Federal payments
to Puerto Rico in the fiscal year prior to the proclamation of Independence but
simply on its nominal value. The language of the bill should be clarified so that the
yearly transition grants reflect the present value of the initial outlay during the 9
year transition period.

The incorporation of these three modifications still keeps Independence as by far
the least costly alternative for the United States while at the same time strengthen-
ing the viability of the Independence option and serving to ensure the success of the
stated policy of the bill. The adoption of these amendments would be a resounding
reaffirmation, by this Committee, of the Senate’s commitment to the principle of af-
firmative action in the case of Independence.

A strong and viable Republic of Puerto Rico is not only in our best interest but
also in yours; I am sure that this Committee will know how to combine justice with
enlightened self interest. Thank you.
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PREPARED STATEMENT OF MICHAEL J. MCKEE

I am Michael McKee, a Principal and Managing Director of Quick, Finan & Asso-
ciates, appearing again today on behalf of the Statehood Party of Puerto Rico. I
thank the Senate Committee or, Finance for consenting to hear our views on the
economic consequences of Statehood as projected by the Congressional Budget Office
in its recent study.

Previously, I served as a senior staff economist for the President’s Council of Eco-
nomic Advisers and the U.S. Treasury's Office of Tax Analysis, as well as at the
Organization for Economic Cooperation and Development in Paris. For more than a
decade, I have specialized in analyzing structural adjustment issues—that is, how
shifts in taxes, social programs, regulations, development policies and other actions
that change the underlying structure of the economy affect economic growth and
performance.

Before I begin, let me thank the Congressional Budget Office for having done
their job under less-than-ideal circumstances. Although I do differ with them on a
number of technical aspects of their work, I will not focus on those today. Rather, I
shale talk about what their results mean for Statehood.

I draw five conclusions from the study. They all stem from one threshold observa-
tion: CBO has expressly limited itself to what it regards as the three quantifiable
impacts of S. 712 elimination of 936, imposition of Federal taxes, and introduction of
full Federal benefits. CBO has not analyzed what it calls “unquantifiable” benefits
that Statehood undoubtedly will bring. Thus, what CBO calls “Statehood” is nothing
more than Commonwealth, minus 936, plus Federal taxes and benefits: nothing
more than Commonwealth with full fiscal parity to the states. Using this as its
foundation, CBO compares “Commonwealth with parity” against Commonwealth as
it exists today, which is projected, for purposes of the study, to last forever.

Does the omission of Statehood’s intangible benefits matter? Consider one inescap-
able conclusion I know you will find unsustainable: It means Senators and Congress-
men don’t count, and have no impact on their states’ economies. I don’t believe this
and I suspect you don’t either. This and other “unquantifiable” impacts of State-
hood matter greatly and are not in the study. Statehood is fundamentally different
from a “Commonwealth with parity”—politically, emotionally, and economically. In
the end I will return to this and let you judge.

Does it matter that Section 936 is assumed to last forever? In 1980, Section 936
caused a Federal revenue loss of $1 billion per year. In 1989, the revenue loss is
more like $2 billion. During that time, Puerto Rico’s manufacturing sector—all of it,
including non-936 companies—added just 1,000 jobs, according to the island’s em-
ployment survey of establishments. So each of these net new jobs is now costing the
U.S. Treasury something like a million dollars every year. Being generous—adjust-
ing for inflation—each new job costs well over half a million dollars per year.

Does it matter that CBO projects 936 to last forever? CBO assumes that, in the 11
years after 1989, Section 936 will be responsible for adding between 90,000 and
160,000 936 jobs—well. more than the 1,000 or so added during the last decade. But
Section 936 is not adding that many jobs anymore. Its costs are way out of line.
Thus CBO’s assumption that the Federal government will permit Section 936 to last
forever is a delusion.

Now let me turn to the five conclusions I draw from CBO’s study.

CONCLUSION 1: COMMONWEALTH IS A SUBORDINATE STATUS TO STATEHOOD, YET
COMMONWEALTH HAS A FREE RIDE EVEN THE POOREST STATES DO NOT NOW ENJOY

The Commonwealth Governor has attempted to argue that S. 712 provides a tilt
toward Statehood. The Governor, when he asks for fiscal parity, doesn’t really mean
full fiscal parity. He wants the benefits—and the benefits only. A truly balanced bill
would phase out Section 936 and impose Federal income tax liability upon Puerto
Rico's citizens as it confers entitlement benefits. If anything, the bill currently tilts
against Statehood.

Consider from a Federal perspective how unrealistic the Governor’s suggestion is.
CBO illustrates that Commonwealth, though a subordinate status to statehood, has
a free ride at the expense of even the poorest states. Who can believe Congress will
go the further step of enhancing the current generous system: granting full benefits,
retaining Section 936, and imposing no Federal tax liability. Let’s face it: Common-
wealth is not Statehood. Congress won't treat Common ~ealth better than it does
now. It is more realistic to expect that, over time, confronted with the rising cost
and incremental inefficiency of Section 936, Congress will reduce—not enhance—
Commonwealth.
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CONCLUSION 2: THE CURRENT STATEHOOD TRANSITION PROVISIONS IN 8. 712 NEED
ADJUSTMENT

What does CBO show about how Puerto Rican Statehood is treated under S. 712?
The bill’s transition is meant to smooth adjustment from the addiction to 936 to a
more sustainable economy. By projecting a temporary downturn in Puerto Rico’s
economic growth late in the transition period, CBO suggests the current transition
in S. 712 may be inadequate to achieve that goal. There are ways to rectify this—
additional grants, a longer phase-out of 936, a longer phase-in of Federal taxation,
or enterprise zones. Other ways include leveling the playing field by giving Com-
monwealth full parity treatment: by phasing out 936 and imposing Federal income
taxes under the Commonwealth option, by implementing a 936 recapture provision
for firms that leave the island, or by further limits on the retention of earnings in
foreign tax havens. We would welcome the opportunity to work with the Committee
to improve the transition. An adequate transition should eliminate the downturn in
growth which CBO predicts late in the transition period.

CONCLUSION 3: THE STUDY PUTS A FLOOR UNDER THE RISKS FROM STATEHOOD, AND THE
POSSIBLE FALL IS A SHORT ONE

Contrary to prior studies commissioned by Commonwealth advocates, CBO shows
that ‘“‘Statehood”—Commonwealth with full parity—doesn’t look bad after all. The
Commonwealth party has tried to suggest that the CBO study, like all the other
studies that have gone before it, shows Statehood to be a disaster once Section 936 is
taken away. But that is not the case in the CBO study. CBO shows merely that this
“Commonwealth with parity” grows more slowly than current Commonwealth, but
it grows. Indeed, using CBO’s method for computing jobs, their results show Com-
monwealth with parity adding between 40,0060 and 70,000 936-like manu(acturz’ng
Jobs—and with no revenue loss. And after the transition period, CBO concludes the
state will return to the same growth rates as current Commonwealth. Hence, for
those who fear Statehood, the result is reassuring. Even in a worst case scenario,
the Statehood economy would add jobs. Whatever downturn occurs would be rela-
tively small and temporary.

But it is easy to distort or misunderstand these results. Indeed some recent press
reports have done precisely that.

Let me give you an example. The New York Times seriously misreported when it
said CBO had predicted a loss of 100,000 of Puerto Rico’s current 900,000 jobs. In
fact, CBO projects no loss at all from the current 900,000. CBO’s “high base path”
projects an increase of 150,000 jobs under Statehood; 250,000 under Commonwealth.
Neither status option would shrink the current employment base.

Of course, the real net increase in manufacturing employment since 1980—only
1,000 jobs—illustrates that both figures are wildly optimistic. The disparity between
Statehood and Commonwealth is likely much smaller: probably small enough to be
eliminated with modest changes in the bill’s transition provisions.

What does this say about the earlier studies, typically sponsored by the Common-
wealth and its beneficiaries, which have shown the Puerto Rican economy vanishing
when 936 goes away? Well, let’s not forget that $2 billion revenue loss—it isn’t
going into the pocket of Puerto Rico’s workers and managers. The trick is to use lots
of numbers to mask clever assumptions. Peat Marwick, for example, assumes cer-
tain kinds and numbers of firms will leave, it does not deduce this from its “model.”
Curiously, Peat Marwick assumes that the firms with the highest pretax profits will
leave. In 1986, the same interests paid for a study by Booz Allen that came to the
Tame. bottom line, but assumed that the firms with low pretax profitability would
eave.

Let me simply repeat the conclusion: For those who worry that Stotehood is an
economic disaster, stop worrying. Even in the worst of cases, employment rises and
the economy grows.

CONCLUSION 4: CBO’S *“STATEHOOD” PERFORMS WELL BECAUSE PUERTO RICO IS A BETTER
PLACE THAN WE'VE BEEN LED TO BELIEVE

For many years, representatives of the Commonwealth have been telling us the
iilang;g economy couldn’t survive without 936. CBO says that is not true. How can
this be?

Well, in fact, it used to be true. Puerto Rico has developed in only forty years.
Our. perceptions lag behind this rapidly evolving dynamism. Remember that today’s
Puerto Rico is really three Puerto Ricos: the island of the old, the poorhouse of the
Caribbean; the island of the middle-aged, a developing economy; and the island of
the young, a developed economy. Statistics can be misleading because they show the
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average of the fading—but still present—past, confused with the economy of tomor-
row. But Statehood is for the Puerto Rico of today’s young—and tomorrow’s.

For example, play is sometimes given to the fact that only 39.5 percent of those
over age 24 have a high school diploma, well below the mainland figure. But this
figure is from the 1980 census—ten years ago—and at that time, those over 24 were
those born before 1956—when the island had just begun to develop. Thus, this statis-
tic nlierel shows that people on the island back then didn’t get the schooling of
people today.

As you can see in Chart 1, the evolution in schooling since that time—even only
up to 1980—has been remarkable. The island even in 1980 had a greater share of
university-aged people in school than did the mainland. We can see the same evolu-
tion in English proficiency, in Chart 2, with one caveat—it stopped improving
among the young in the 1970s.

Which brings us to the schizophrenia of Commonwealth advocates. They have
chosen to deemphasize English in the schools as a political matter—even though
their own economic future depends on bilingualism. Their advertising for investors
emphasizes that the work force is fluent in English (see Attachment No. 1). This is
just one case among many where Commonwealthers must accentuate the positives
for investors, but the negative before the Congress.

What are the positives? A skilled and educated work force that is inexpensive by
mainland standards; an attractive climate and beautiful beaches and mountains;
fertile land for tropical agriculture; language and culture that make the island a
natural economic bridge between the mainland United States and Latin America; a
history of pro-development government; and a militarily strategic location in the
Caribbean. It is these, together with the recognition of Statehood, that assure
Puerto Rico’s economic future.

CONCLUSION 5: CBO'S “STATEHOOD”’ PROVIDES NO CEILING BECAUSE STATEHOOD IS MORE
THAN JUST A COMMONWEALTH WITH FISCAL PARITY

My last point is that there is a difference between Statehood and ‘“Commonwealth
with parity.” CBO has given us a floor under Statehood, it has not given us a ceil-
ing.

Why is that? First of all because CBO has given us only what it chose to quantify,
and the intangible effects of Statehood require assumptions they were not willing to
make in order to preserve their appearance of fairness. But let’s be clear, CBO has
assumed its conclusion about 936 departures—this also came from no model. The
model only quantified the effect of this assumption. That the assumption is less
biased than those of studies sponsored by Commonwealth shows in the results. Still,
both are mere conjectures.

Likewise, to understand the effects of Statehood require assumptions based on his-
tory and judgment. They cannot be proven statistically (no more than can the de-
parture of 336 companies) because statistical economic projections, such as they are,
have to be based on historical data.

We do have a history of territories becoming states. And their success speaks vol-
umes. But that is not enough for statistical analysis: 48 of those states became states
before we had economic data that would permit such an analysis. The other two,
Hawaii and Alaska, became states in modern times, and we have data for them. But
two states aren’t enough for statistical analysis. That is, with a sample of only two
states, each observation can be met with some rebuttal. Sure, Hawaii grew a thriv-
ing economy based largelﬁ on tourism, agriculture, and military spending after
Statehood; but after all, there was a military buildup; there was growth in Asia;
there was more transPacific travel. Roosevelt Roads is one of the largest U.S. Navy
bases outside the continental U.S. The same jets that fly to Hawaii do fly to Puerto
Rico, Ket Puerto Rico’s tourist economy is less developed. There will be continuing
growth in Latin America. All true, but these factors simply cannot be the basis for
statistical extrapolation and therefore Statehood’s potential must rest on judgment.

Next wﬁek we will be submitting a study that closely examines the prospects for
the Statehood economy. It will quantify the potential gains from Statehood. It will
show those gains easily to exceed the supposed losses of a Commonwealth with
parity, with job gains of up to 150,000 over the decade. )

ay, we introduce for the record the testimony of Mr. Nelson Soto, former
President of the Puerto Rico Planning Board, demonstrating that under Statehood,
increased foreign investment, increased access to Federal procurement, tourism de-
velopment and customary Federal employment will produce between 94,000 and
150,000 new jobs by the year 2000.

We also introduce for the record the testimony of Professor Carlos Diaz-Oliva of
the University of Puerto Rico School of Law, who shows conclusively that the
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danger of 936 companies relocating is marginal because the continued benefits of
Puerto Rican operations in most cases outweigh the tax benefits of relocating.

Are the judgments sound? Is being a state better than being a Commonwealth
with parity?

Each of you on this Committee is an experienced individual with a knowledge of
business and a knowledge of the world. You are able politicians. The question that
each of you must answer is a simple one: If you were responsible for the economic
development of this island, would your job be easier as the governor of a territory
with full fiscal parity, or would your job be easier as Governor of the 51st State?

¢ When you appeal to mainland investors, would you rather say “come to the 51st
state,” or would you rather have to explain the ins and outs of your peculiar rela-
tionship with the U.S.—that you are foreign soil, but not really? In being a state,
you can appeal to investors not as a foreign country, not as a foreign location—as
the Commonwealth must do today by attempting to offset its foreignness with tax
benefits—but rather as a state.

* Would you rather appeal to foreign investors interested in putting a plant in
the U.S. by saying “We're the 51st state; we've got educated people, inexpensive
skilled labor, good infrastructure, good labor relations, and a government that will
help you.” Or would you rather try to explain what a Commonwealth is, and apolo-
gize for the fact that when foreign investments become a hot political item, your
representation in Washington is, shall we say, thin, but promise that legions of lob-
byists achieve the same results as two Senators and seven Congressmen.

¢ Would you rather appeal to tourists by saying, come and see the 51st state, or
would you rather appeal to tourists as the Commonwealth must do now by saying,
come and see our beautiful island in the Caribbean? Tourists today routinely ask:
Do I need foreign currency, do I need shots, and do I have to bring my passport?

Is the answer as obvious to you as it is to me? Then where is the ceiling on this
state’s future?

To sum up, then, there is one basic fact about the CBO report. It estimates the
consequences of ‘“‘Commonwealth with parity” and calls that Statehood. It has five
implications.

* The current Commonwealth is a more generous system than the states get: It
won’t be enhanced by Congress appreciably—and may ultimately be curtailed or
eliminated.

¢ The current Statehood transition in S. 712 should be adjusted to prevent the
brief economic downturn projected by CBO.

¢ Contrary to earlier dire predictions, even in the worst case the “Statehood”
economy will keep on growing.

¢ Puerto Rico is a very different place today than it has been in the past. That
explains why CBO’s “Statehood” keeps on growing and why actual Statehood will
be even better. :

¢ Finally, for you to decide: To build an enduring economy, would you rather be
Governor of the State or Governor of a Commonwealth? If you answer ‘“‘the State,”
you yourselves will have recognized that the Congressional Budget Office study has
put a floor under the future of the Puerto Rican economy as a state, but not a ceil-
ing over it. Thank you very much.
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Attachment 1

BY MAKING BAD MOVES.
fopraned ’ m&%‘iymmnofﬁvecompanim in the Fortune 500 is doing business
in Puerto Rico. Surprising? Not to those driven by a healthy bottom line.
Because for many compeiling reasons, Puerto Rico is a thriving profit
“center for adiverse range of businesses.
- Take our work force. Well-educated, highly skilled bilingual
URS: citizens whose output per dollar of production wages is double
that of the U.S. mainland. And whose managerial abilities are
*~ reflected by the fact that 98% of all plant managers in Puerto
Rico are Puerto Ricans. Consider the 100% U.S. federal tax
credit. As well as the 90% Puerto Rico tax exemption. Our
communications systems are state-of-the-art. And our
highly developed shipping and air cargo networks
provide casy access to U.S. and overseas markets.
For a plant location that can make you a
fortune, make the right move. To Puerto Rico.
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PREPARED STATEMENT OF PHILIP D. MORRISON

Mr. Chairman and Members of the Committee: It is a pleasure to be here toda
on behalf of the Administration to reaffirm our support for Senate Bill 712, a bill
“To Provide for a Referendum on the Political Status of Puerto Rico.” The Adminis-
tration is also represented today by Assistant Secretary Martin H. Gerry of the De-
partment of Health and Human Services, who can address the HHS-related expendi-
ture issues raised by this bill.

Senate Bill 712 would provide for a referendum, to be held in 1991, in which the
Puerto Rican people could decide among the options of statehood, independence, or
commonwealth status. Kenneth W. Gideon, Assistant Secretary for Tax Policy, testi-
fied before this Committee on November 14, 1989 regarding this bill. Today, I pro-
vide a more detailed analysis of the revenue effects which were presented in that
prior testimony, particularly in light of new economic studies which have subse-
quently reviewed this matter. I also summarize the Administration’s position on
this bill, which was provided in more detail in the written statement submitted for
the record at the November hearing.

1. INTRODUCTION

The Administration strongly supports the right of the people of Puerto Rico to
decide for themselves the future status of their island. Further, as the President has
noted a number of times, he favors the admission of Puerto Rico to the Union as a
state. thereby assuring the people of Puerto Rico- equal standing with other United
States citizens.

The Administration believes that the Puerto Rican people should be given an op-
portunity to express their will in a manner that recognizes the historic and funda-
mentally political nature of their decision of self-determination. The decision they
face as a people transcends narrow concerns about specific aspects of economic or
fiscal structures. We recognize, however, that the significant economic features of
the three options must be identified to allow an informed choice and to make the
proposed referendum self-executing in its important features.

The Administration endorses the balance between these two concerns which was
struck in Senate Bill 712 as reported by the Committee on Energy and Natural Re-
sources. The bill informs the Puerto Rican people of the broad outline of the fiscal
and economic structures applicable to each of the three status options. Yet it pre-
serves this essentially political choice free from a welter of details, transitional
rules, and administrative provisions best addressed by Congress after the political
choice is made. -

Our prior written statement covered a number of technical issues, not affecting
the basic balance of the bill, that we believe require clarification or other attention
in the drafting of this bill. In addition, for many of the bill’s fiscal provisions, we
anticipate that further legislation by Congress wiil be necessary after the referen-
dum to cover particular details of the transition. W¢ discussed in our prior written
statement a number of issues that such legislation might cover.

The Administration also believes that the substance of the proposed tax and eco-
nomic results under each of the three options in Senate Bill 71!2) represents a reason-
able resolution of the difficult policy choices faced by the drafters of this legislation.
We think the bill achieves, to the extent possible, the three goals set for it by the
Committee on Energy and Natural Resources: (1) an even playing field, politically,
for the three political parties, (2) a smooth economic transition, and (3) an adjust-
ment that is budget neutral over a period of time.

It is importani to note at the outset, however, that there are significant limita-
tions in any attempt to quantify with precision the economic “equivalence” of the
three status options. Economic forecasts out to the year 2000 are only projections,
not guarantees. The prediction of the economic results under each of the options is
further clouded by many intangible factors, including the reaction of the Puerto
Rican people and their government to the option chosen, the response to that choice
by the business community, and the possibility that Congress will amend the cur-
rent tax treatment of Puerto Rico under commonwealth status. Each of these fac-
tors could significantly alter the comparative economic forecasts under each of the
referendum options.

One of the primary issues for this Committee is the overall impact of Puerto
Rican status on the Federal deficit. With respect to the commonwealth option, the
baseline budget deficit, of course, already contains the cost of Internal Revenue
Code section 936, which effectively exempts domestic corporations active in Puerto
Rico from U.S. tax. Treasury's Office of Tax Analysis (hereinafter, “OTA") estimates
that $2.1 billion in net tax benefits were received by section 936 corporations in
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fiscal year 1990, projected to grow at about 10 percent a year. Under statehood, the
Administration estimates that-while there is a net increase in the Federal deficit
under statehood in early years, there is a substantial net decrease in the Federal
deficit beginning in fiscal year 1996. Using exPenditure estimates prepared by the
Congressional Budget Office (hereinafter, “CBQ”) does not alter the conclusion of an
eventual deficit reduction, but merely shifts the crossover point to fiscal year 1997.
These projections are illustrated in Appendix II.

As an overall legislative package, the current bill reflects a good and defensible
balance among the three status options. It is not, however, the only alternative that
might have been adopted. For example, a uniform phase-out of section 936 under
both the statehood and commonwealth options would eliminate what is perceived by
some as a bias in the bill toward commonwealth. Nevertheless, we recognize that
section 936 should not be viewed in isolation from the other costs and benefits af-
fected by this referendum. Other provisions in the bill can reasonably be viewed as
providing a rough balance to the phase-out of section 936. Accordingly, the Adminis-
tration accepts the treatment of section 936 proposed in the current bill and the re-
lated Congressional judgment that the economic provisions set forth for the three
alternatives are fairly equivalent.

Before turning to a review of our economic projections, let me briefly restate the
Administration’s position with respect to each of the bill’s major provisions affecting
tax policy. -

II. SUMMARY OF ADMINISTRATION’S POSITION ON TAX PROVISIONS

A. Statehood Option

1. Deferred Application of Federal Taxes

We support the decision to defer until January 1, 1994 the application of Federal
tax laws, other than those relating to excise taxes. This provision will give both U.S.
and Puerto Rican tax authorities the necessary time to ensure a smooth transition
to a new Puerto Rican state tax system. In addition, we believe-tha’ it will allow
adequate time to develop detailed transitional rules for Congress to consider enact-
ing before the January 1, 1994 changeover.

2. Phase-Out of Section 936

We also believe that the proposed phase-out under the statehood option of the sec-
tion 936 credit during the period from 1994 through 1997 reflects a good and defensi-
ble balance among the different interests at stake. We defer to the Justice Depart-
ment for the conclusion that continuation of section 936 after statehood for a limit-
ed transition period passes muster under the uniformity clause of the U.S. Constitu-
tion (Art. I, sec. 8, cl. 1), which broadly requires taxes to be uniform throughout the
United States. As recommended in the Justice Department’s prior testimony on this
bill, we also strongly encourage specific fact findings by Congress to support a Con-
gressional determination that providing transitional tax benefits to Puerto Rico is
appropriate and that any section 936 transition adopted is well suited to achieve-
ment of Congressional goals.

3. Application of Excise Taxes
The bill would extend all Federal excise taxes to Puerto Rico as of its date of ad-
mission as a state. In general, we agree with this result, but recommend an effective
date as of the first day of the calendar year following admission.

4. Statehood Grants and Assistance

The bill provides for transition assistance in the form of a transfer (or ‘“cover-
over”) to the Puerto Rican Treasury of Federal excise taxes derived from Puerto
Rico prior to October 1, 1998, as well as the tax collected from the extension of Fed-
eral internal revenue laws to the State of Puerto Rico in 1994 and 1995. We agree
that Puerto Rico should receive sufficient assistance to ease its transition from com-
monwealth status. As discussed in our November written statement, however, the
cover-over mechanism has presented complex administrative problems in the past.
We therefore recommend that Congress preserve its flexibility to address in future
legislation the appropriate procedures to be used in measuring and remitting the
desired levels of such statehood grants, without restricting its choice to a direct
cover-over of collected taxes.
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B. Independence Option

1. Elimination of Section 936
The bill would eliminate the benefits of the section 936 credit for income from
activity or investments in Puerto Rico upon the proclamation of independence. This
automatic repeal is essential to avoid the difficulties that would otherwise arise
with respect to a number of income tax treaty partners of the United States who
have effectively been granted most favored nation status with regard to tax sparing
incentives.

2. Negotiation of Tax Treaties .

The bill provides for a Task Force on Taxation to facilitate the negotiation of ap-
propriate tax treaties between the United States and an independent Puerto Rico,
which would be alpproved by the two governments in accordance with their reslgec-
tive constitutional processes. Due to the economic integration between Puerto Rico
and the United States, we stro?rgly support this goal, although we understand that
there may be technical legal difficulties with this section as drafted and defer to the
Department of Justice on this issue.

8. Interest on Puerto Rican Government Obligations

- The bill would continue the current Federal tax exemption for interest paid on
Puerto Rican bonds outstanding upon proclamation of independence. We recom-
mend clarification that this provision does not apply to either original issuances or
refinancings on or after the date of independence and that the continued exemption
is subject to the rules governing the exemption for U.S. municipal bonds, as amend-
ed from time to time.

C. Commonwealth Option

1. Continuation of Section 936 Benefits

Under the enhanced commonwealth option, the bill would not result in any
changes to the substantive tax laws currently applicable with respect to Puerto
Rico. Accordingly, the benefits of section 936 would not be phased-out (as under
statehood) or eliminated (as under independence). We believe, however, that Con-
gress should make it clear that such benefits cannot be regarded as guaranteed
under commonwealth status but rather should continue to be viewed as incentives
which Congress will, as it has in the past, review and revise as necessary.

2. Puerto Rican Review of Federal Laws and Regulations

The bill provides for expedited review procedures where the Puerto Rican govern-
ment determines that Federal laws or regulations are inconsistent with the en-
hanced commonwealth relationship. As described in more detail in our written
statement submitted in November, the Administration has serious concerns with re-
spect to these provisions. In the context of legislation and regulations affecting the
tax system, we believe such special review procedures would unreasonably compli-
cate fair and efficient tax administration. The standard Constitutional and Congres-
sional procedures governing tax legislation and the rules of the Administrative Pro-
cedure Act governing tax regulations provide reasonable and appropriate protec-
tions of Puerto Rico’s interests. -

3. International Agreements

The bill would permit the Governor of Puerto Rico to enter into international
agreements to promote the international interests of Puerto Rico as authorized by
the President of the United States and consistent with the laws and international
obligations of the United States. Currently, Puerto Rico does not have the authority
to negotiate or enter into international double taxation conventions or similar
agreements in its own right. An outright grant of independent tax treatg authority
to Puerto Rico would significantly complicate the negotiations of United States trea-
ties and quite possibly undermine several existing conventions. We recommend that
Cotqgress explicitly deny independent tax treaty authority in the commonwealth
option.

III. REVIEW OF REVENUE ESTIMATES AND PROJECTIONS

The revenue estimates and projections which were submitted by the Administra-
tion in November are updated and submitted as Appendix I to this written state-
ment. As you are aware, two economic studies have been published subsequent to
our testimony last Fall which raise questions with respect to some of our conclu-
sions: Potential Economic Impacts ?{' Changes in Puerto Rico's status under S. 712,
prepared by the Congressional Budget Office, (April 1990) (hereinafter the “CBO
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Study”), and Economic and Fiscal Impacts of Puerto Rican Statehood, prepared for
the Governor of Puerto Rico by the Policy Economics Group, KPMG Peat Marwick
(February 1990) (hereinafter the “Governor’s Study”). In response to these studies,
this testimony describes in greater detail the assumptions we made in developing
our estimates and projections, and reviews how our conclusions relate to those
reached in the new studies.

As I previously stated, the economic effects of each of the political options under
the bill cannot be estimated with precision. Much would depend upon the decisions
made by the government and people of Puerto Rico as they exercise their rights
under each of the options, as well as the response of the business community with
respect to current and future levels of investment on the island. The choices made
would affect the Puerto Rican economy and to some extent Federal tax revenues
and outlays. The conclusions to be drawn from the numbers must always be
weighed together with the admittedly unquantifiable, though potentially beneficial,
effects of the choice of either the statehood or independence options. Both of the
new studies recognize this fact and the resulting danger of relying too heavily on
those factors which can be quantified.

A. Federal Revenue Effects of Phase-Out or Elimination of Section 936

Both the statehood and independence options under S. 712 assume some form of
reduction of the tax incentives currently provided under section 936. As noted, OTA
estimates that $2.1 billion in net tax benefits were received by section 936 corpora-
tions in fiscal year 1990, and these benefits are projected to grow under existing
commonwealth status. Under S. 712, if the statehood option were chosen by the
Puerto Rican people, these benefits would be phased out during the period from
1994 to 1997. Under the independence option, the benefits would be eliminated upon
proclamation of independence.

As the Governor'’s Study and the CBO Study agree, the extent to which the reduc-
tion of these benefits are actually translated into increased Federal tax receipts is
the major factor in the determination oi the impact of the bill on Federal receipts.
The projected revenue gain from phasing out section 936 tax benefits represents
considerably more than half of the total revenue gain projected under statehood,
and over 90 percent of the gain projected under independence. The section 936 reve-
nue figures are also the most controversial, since the Treasury projections of Feder-
al gains from personal taxes and other non-section 936 revenue sources are similar
to the ?rojections in the other studies.

OTA'’s estimate of the revenue gains from phasing out section 936 required consid-
eration of several factors. The following discussion reviews how each of these factors
contributed to the estimates and projections noted in Appendix 1.

- 1. Developing a Current Law Baseline

As an initial matter, it was necessary to determine a baseline of the Federal tax
benefit currently derived from Code section 936. For this purpose, OTA used the
most recent data available on the income of section 936 corporations in Puerto Rico,
based on tabulations of 1985 tax returns filed with the Internal Revenue Service by
the companies. In comparing the OTA analysis to the projections in the Governor’s
Study, it is important to note that the baseline used in the Governor’s Study relied
on Puerto Rican tax data and seems to miss more than 25 percent of the section 936
income actually reported to the IRS.

OTA divided the section 936 income into its two components: active business
income and qualified possession source investment income (QPSII). In recent years

PSII has ac unted for about 15 percent of total section 936 net income. Each of
these components must be analyzed separately because the phase-out of section 936
would affect them differently. For example, even if a section 936 company attempt-
ed to shift its Puerto Rican operations to an overseas location after statehood, the
financial component (QPSII) would generally become taxable by the United States.
This is because passive earnings of a U.S.-controlled foreign subsidiary are generally
deemed to be repatriated and taxed currently at the U.S. shareholder level under
subpart F (Code sections 951-964),

Each of the components of section 936 income were projected forward to estimate
the level of such income under current law to compare with the phase-out of these
benefits under statehood and their elimination under indepems)ence. The active
income component was projected from 1985 to 1988 using data in the Puerto Rican
national accounts on the growth of non-wage income in manufacturing. A growth
rate consistent with previous historical trends was used for the years following 1988.
In addition, an adjustment was made for the impact of the Tax Reform Act of 1986
on section 936 income. In particular, Lhe likely sgift by many section 936 companies
to the 50-50 profit split method as a result of the imposition of a royalty floor in the
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cost-sharing option was taken into account. The QPSII component was projected
using recent trends in growth of financial assets. :

2. Effect of Overseas Shift of Current Section 936 Activity

Under the statehood option, if the active business income of section 936 corpora-
tions currently shielded from Federal taxation by the section 936 credit were to con-
tinue to be earned either in Puerto Rico or in any other state,! the phase-out of
section 936 tax benefits would generally be translated dollar-for-dollar into in-
creased Federal tax receipts. If, however, the activities of these corporations were
shifted outside of the United States, some portion of the income would not yield in-
creased Federal revenue in the near term. This is because certain income earned by
U.S.-controlled foreign subsidiaries may be deferred from Federal taxation until re-

atriated. Moreover, even when the income is distributed to the U.S. shareholder,

ederal tax on such earnings could be offset by foreign tax credits. Accordingly,
Federal receipts under the statehood option could increase by some figure that is
less than the full amount of the current law section 936 baseline.

The possibility of section 936 operations moving to non-U.S. locations is therefore
one of the most important issues in projecting the revenue gain from phasing out
section 936. Estimating the extent of such movement, however, is alsc the most diffi-
cult step in making this projection.

8. Factors Considered in Estimating Overseas Shift

OTA's estimate of the extent to which section 936 operations would move abroad
under the statehood option was based on several considerations. One was the deter-
mination for each industry of the extent to which section 936 income was derived
from intangible assets. A further consideration was the division of such intangible
income between that attributable to marketing intangibles (such as trademarks) and
manufacturing intangibles (such as patents).

The above distinctions are relevant since they affect the potential for shifting
income-producing activity outside of the U.S. tax jurisdiction. Under current law,
the transfer of either manufacturing or marketing intangibles to an overseas affili-
ate would require substantial royalties to be paid to the U.S. transferor. These roy-
alties must be ‘arm’s length” and commensurate with the income attributable to
the intangible. Where the output of the offshore affiliate was primarily sold in the
United States (which is currently the case for most section 936 activity), the affiliate
would contribute little additional marketing to the overall income produced and the
required royalty payments would thus offset a substantial portion of the affiliate’s
income. With respect to marketing intangibles, the royalties required would leave
very little income offshore. If section 936 companies do choose to move offshore,
such royalties would reduce the benefits of a low-cost location and increase the Fed-
e;?lhrevenue pick-up. This, of course, will affect the decision whether or not to move
offshore.

U.S. taxation associated with the repatriation, through royalty payments, of the
income that can be moved overseas could, however, be somewhat reduced by the
U.S. owner’s foreign tax credits. If the section 936 company’s parent corporation is
in an overall excess foreign tax credit position, then royalties paid with respect to
intangibles used overseas would generate foreign source income and could be shel-
tered from U.S. tax by the recipient’s foreign tax credits. For this reason, the fre-
quency of excess foreign tax credit positions by industry was also examined.

This foreign tax credit protection would generally not be available, however, with
respect to income derived from marketing intangigles related to the U.S. domestic
market. Royalties paid with respect to income derived from such marketing intangi-
bles, even after their transfer overseas, would retain their character as U.S. source
income and would be fully subject to Federal tax. This important factor was over-
looked by the Governor’s Study. :

Further, for some industries, an offshore location would offer lower profitability
than Puerto Rico quite apart from the effect of increased royalty payments. This is
because the income allocation rules under section 936(h) often permit section 936
companies to claim a return on intangible assets associated with a broader ‘“prod-
uct” than the product actually produced in Puerto Rico. For example, the section
936 affiliate can often claim all or a part of the return attributable to an intangible

! For the ?urpose of estimating Federal revenues, it is generally unnecessary to determine
how much of the section 936 income would stay in Puerto Rico rather than move back to the
mainland. As long as the state tax and operating costs on the mainland were comparable to

those in Puerto Rico, the Federal revenue &ckup would be the same since, either on the main-
land or in Puerto Rico, such income would be subject to Federal tax. .
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even though the highly technical part of the process is still performed by the parent
in its U.S. plant. ’I%xese rules thus permit a greater portion of income to be attrib-
uted to the section 936 corporation than would be the case for an affiliate operating
in alternative offshore locations. As a result, if such Puerto Rican operations were
moved overseas, some income currently allocated to the section 936 company would
not be able to follow and would shift to the U.S., even before the imposition of an
increased royalty on the overseas income. )

The very high rates of return earned by section 936 corporations in the aggregate
suggest that intangible assets account for 75 percent or more of total income. A
review of 1985 tax return data also indicates that marketing intangibles were signif-
icant for a substantial portion of the section 936 corporations. Under Code section
936(h), a section 936 corporation is allowed no return on its intangible income unless
it elects either the cost-sharing method or the 50-50 profit split method. Prior to
changes introduced by the 1986 Tax Reform Act, the cost-sharing method was gener-
ally a more beneficial choice for companies relying on manufacturing intangibles.
The significant role of marketing intangibles to section 936 operations, therefore,
can be seen from the fact that, as of 1985 (before the 1986 changes took effect), 40
percent of section 936 income was received by companies which had elected the 50-
50 profit split option rather than cost-sharing. ‘

Information on the present location of U.S.-controlled operations supplying the
U.S. market was also consulted. For example, the electronics industry has demon-
strated that substitutes for Puerto Rico appear to be available in the low-tax coun-
tries of the Pacific rim. Finally, the availability of low-tax alternatives for particu-
lar activities such as pharmaceutical manufacturing was evaluated. In this connec-
tion, OTA consulted with foreign government and other experts to gauge the extent
to which foreign jurisdictions would offer incentives to section 936 operations.

4. Conclusion

As a result of examining these factors for each industry, OTA concluded that, in
the long run, about 35 percent of the active section 936 income in Puerto Rico under
the current law baseline would move offshore to non-U.S. locations. As noted, some
of this income would have to be repaid to the United States in the form of royalties.
Based on the likely royalties that would have to be paid and the excess foreign tax
credit positions of the parent corporations in each industry, about 25 percent of
active section 936 income would remain offshore. Stated another way, the phase-out
of section 936 would result in an addition to the U.S. tax base of 75 percent of the
active section 936 income. Adding to this the portion of section 936 income that is

“ passive (the QPSII component) and, as described above, would also not escape U.S.
tax, nearly 80 percent of total section 936 income would become subject to U.S. tax
after the phase-out.

I would like to stress that projecting the amount of income that would shift to
low-tax locations cannot be a simple mechanical process, but must take a number of '
factors into consideration. For example, the Governor’s Study assumed that any op-
eration that can increase its after-tax return by 5 percentage points by moving off-
shore would necessarily do so. Applying the same logic to operations on the U.S.
mainland would lead to the conclusion that virtually no highly-profitable manufac-
turing would currently take place in the United States. A low mechanical threshold
of this type ignores the benefits now available in Puerto Rico that would be difficult
to replicate in a foreign location, such as the use of the dollar as the local currency,
protection from exprrﬂ)riation and political uncertainty, and the ability to obtain
legal protection in a U.S. court. Furthermore, very few (if any) of the foreign loca-
tions considered to be potential alternatives to Puerto Rico can offer both the skilled
labor force and the proximity to U.S.-based marketing and R&D personnel that are
provided by Puerto Rico.

B. The Role of Macroeconomic Considerations in the Revenue Estimates

1. Reliance on Independent GNP Predictions -

In estimating the revenue impact of any change in domestic tax policy, OTA reve-
nue analysts hold various macroeconomic variables, such as GNP, employment,
total investment, etc., fixed at those values set by representatives from the Council
of Economic Advisors, the Office of Management and Budget, and the Economic
Policy Office at Treasury. Similarly, the Joint Committee on Taxation staff makes
their estimates consistent with CBO’s macroeconomic projections.

This convention serves several useful functions. First, although a change in tax
policy can affect these macroeconomic variables, the specific impact will generally
depend upon the reaction of the Federal Reserve Board and other agencies whose
policies may also have macroeconomic effects, and different analysts may have dif-
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fering views about the magnitude of both the direct effect and the response. Second,
without maintaining some overall constraints, it is easy to overstate the effects of a
tax policy change. Thus, standard revenue estimating policy calls for assuming that
the reduced employment (or investment) in an adversely affected industry will be
offset by increased employment (or investment) elsewhere.

This convention has in general been followed in OTA'’s analysis of the revenue
effects of S. 712. The Administration’s forecasts for U.S. GNP, which might be ex-
pected to be relevant for projecting the growth of section 936 operations, was avail-
able only for § years, througi\ fiscal year 1995. However, other than the brief inter-
rngtion after 1982 caused by restrictions in section 936 benefits enacted under
TEFRA, P.L. 97-248, the real growth of section 936 income has been relatively
stable over a long period of time. This long-term historical growth of section 936
income was thus used to project section 936 income under the current law baseline_
into the late 1990’s.

The representatives of the Council of Economic Advisors, OMB and Treasury,
mentioned above, do not project Puerto Rican GNP and income. The OTA projection
of increased Federal collection of personal and non-section 936 corporate taxes
under statehood assumed continued real growth in Puerto Rico, but at a very con-
servative rate of about 2 percent per year. Following standard revenue estimating
conventions, no attempt was made to predict the impact of phasing out section 936
benefits on the growth of the Puerto Rican economy.

2. Impact on Puerto Rico's GNP

Employment in section 936 corporations now accounts for 12 percent of total
Puerto Rican employment, or about 100,000 to 110,000 jobs, and the income earned
by employees of section 936 corporations represents about 16 percent of total Puerto
Rican labor income. Thus, any reduction in the activity of section 936 corporations
and their local suppliers of goods and services could potentially reduce the personal
income of the residents of Puerto Rico (although, to the extent the activities were
transferred to the mainland, the personal income of the residents of other States
might increase). Nevertheless, the assumption made in the Governor’s Study that
those workers displaced by the relocation of section 936 activities would remain un-
employed, apparently forever, seems far too pessimistic, since such workers are
among the most skilled. They can be expected eventually to find jobs in other activi-
ties, although possibly at lower wage rates.

Estimating the impact on Puerto Rican employment of the potential relocation of
section 936 activities not only requires determination of the extent to which such
relocation would occur, but is also complicated by the other economic changes which
would accompany statehood. Federal transfer payments to the residents of the state
would grow significantly, increasing demand in Puerto Rico. Thus, the overall
impact of statehood upon the gross national product of the State of Puerto Rico is
not readily estimated.

The CBO Study utilizes a macroeconomic model of the Puerto Rican economy in
order to estimate the impact of statehood and independence. The model attempts to
capture the impact of the activities of the section 936 companies on the economy of
Puerto Rico. The CBO Study projects that under statehood the Puerto Rican econo-
my would continue to grow, but that the rate of growth may be one to two percent-
age points slower per year than under the current commonwealth status. These pro-
jections reflect only the impact- of-phasing out section 936 and extending Federal
expenditure programs to Puerto Rico, which are the only consequences of statehood
that CBO could quantify. As the CBO Study concedes at page 1, its analysis

cannot take into account the unquantifiable gains from statehood, such as
the effect of reduced uncertainty about Puerto Rico’s future status and in-
creased awareness of the opportunities that it offers. These effects, which
generally would work to improve the economic outlook under statehood,
may be significant, though CBO can give no estimate of their size.

The impact of phasing out of section 936 benefits will depend on the response of
the Puerto Rican state government. One possible response is a development incen-
tive to replace section 936. Treasury’s reports to the Congress on the possessions cor-
poration system of taxation have indicated that section 936 is a very expensive in-
centive when measured by the jobs created in Puerto Rico. The most recent esti-
mates, those determined for 1983 in the Sixth Report (March 1989), show a revenue
cost of about $18,500 per job, or about 125 percent of average compensation. In phar-
maceutical manufacturing, which accounts for half of the revenue cost of section
936, the average cost per job was about $58,000. The trend in section 936 income and
the growth of manufacturing employment since 1985 suggest that the cost per job is
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at least as high today, despite the post-1987 drop in the U.S. statutory corporate tax
rate to 34 percent. Accordingly, the Puerto Rican state governmer.t may well be
able to reproduce the job-creating effects of section 936 by designing a much more
efficient program. .

The difficulty in gredicting the impact of statehood on the Puerto Rican econom
is further evidenced by the fact that the Governor's Study, which predicts a muc|
greaber reduction in section 936 activities within Puerto Rico than does the CBO

tudy, estimates only a 5 percent reduction in GNP by the year 2000 (although its
projection of a 14 percent reduction in reported personal income is more in line with
CBg)’s projection of a 10 to 15 percent reduction). The Governor’s Study also does
not attempt to quantify the potential indirect benefits resulting from statehood, nor
to examine how these non-quantifiable benefits may be enhanced by the subsequent
decisions of the government and people of Puerto Rico.

I stated earlier that the OTA forecasts of the increased Federal tax collections of
section 936 income under statehood did not depend to a significant degree on wheth-
er those operations not moving overseas remained in Puerto Rico or moved back to
the mainland. This difference would, however, have an impact on Puerto Rico’s
GNP, although the reduction in section 936 activities on the island does not neces-
sarily translate into a commensurate reduction in GNP.

Predicting how many U.S.-based operations would move back to the mainland is
very difficult. It is true that the tax benefits that attracted most of the section 936
companies in the first place would be phased out. Nevertheless, many of the compa-
nies now have a substantial investment in physical plant and have developed a
highly competent and cost-effective labor force. In view of the relatively long phase-
out period for section 936 benefits under statehood contemplated in S. 712, it ap-
pears that any actual decline of section 936 operations in Puerto Rico would take
place over a long period of time.

3. Impact of Puerto Rico’s Change in GNP on Revenue Estimates

As I indicated earlier, the OTA projections of increased Federal collections of per-
sonal and non-section 936 corporate taxes under statehood assumed continued real
growth (albeit at a modest level). The assumed rate of growth was only slightly
lower than the average growth rate projected by CBO using its low-growth baseline.
A reduction in the Puerto Rican growth rate of the magnitude projected by CBO
would change the estimated total Federal revenue increase by only a modest
amount. Even in fiscal year 2000, by which time the cumulative shortfall in GNP
projected by CBO woultf be 10 to 15 percent, OTA’s projected increase in Federal
revenues would be reduced by less than 5 percent. This is because a reduction in the
Puerto Rican growth rate affects only the increased Federal revenues from personal
taxes and non-section 936 corporate taxes, which constitute a relatively small por-
tion of the overall prejected increase in Federal revenues.

Furthermore, the increase in individual income taxes projected by OTA is even
less than that projected by the Governor’s Study. For example, for fiscal year 1997,
the Governor's Study projects an increase of individual income tax collections of
$914 million in their high relocation scenario in contrast to OTA’s projected in-
crease of only $739 million. OTA’s projection of increased non-section 936 corporate
collections is lower than the Governor’s study estimate as well. These results con-
firm the fact that the projections of increased Federal tax from income now benefit-
ing from section 936, which is not sensitive to the state of the Puerto Rican econo-
my, is the only important area of disagreement on revenues.

C. Net Impact of Puerto Rican Status Referendum on the Federal Deficit

A major question to be faced by this Committee is whether S. 712 creates an eco-
nomic balance for any of the three status options that is likely to increase the Fed-
eral budget deficit, decrease it, or keep it roughly the same. The baseline budget
deficit, of course, already contains the cost of section 936; thus there would be nei-
ther an addition nor a reduction to the deficit in the commonwealth option. As
stated above, however, OTA estimates that $2.1 billion in net tax benefits were re-
ceived by section 936 corporations in fiscal year 1990 and these benefits are project-
ed to grow at about 10 percent per year under the existing commonwealth status.

The statehood option, on the other hand, changes the status quo. It increases both
revenues and outlays. While the net effect in the early years is a net increase in the
deficit under an{one’s estimates, in later years there is a substantial net decrease,
whether the outlay figures used are the expenditure estimates prepared by CBO or
by the Departments of Health and Human Services and Agriculture. The only dif-
ference produced by using these alternative estimates, resulting from CBO’s higher
outlay figures, is the year in which the net figure turns positive (i.e., the year there
is no longer an increase in the Federal deficit due to Puerto Rican statehood and is,
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instead, a deficit reduction). Using the expenditure estimates of the Departments of
Health and Human Services and Agriculture, this “crossover point” occurs in fiscal
year 1996; using the CBO estimates, it occurs in fiscal year 1997. This crossover
point for the Administration’s estimates is illustrated in Appendix 1L

1t is important not to misinterpret the conclusions in the CBO Study which refer
to an $18 billion “net transfer” to Puerto Rico over the nine-year period between
1992 and 2000. The CBO Study states at page 27 that this “net fiscal benefit from
statehood would likely be permanent.” These figures are based on Table 7 in that
study, which describes the Federal expenditures to Puerto Rico net of new Federal
taxes derived from the island. As stated in a footnote to that Table 7, however, the
increase in Federal taxes does not include the additional Federal revenues from the
phase-out of section 936. Rather, the reference to “net transfers” in the CBO Study’s
conclusion is limited to the payments to and from Puerto Rico (which do not include
increased Federal taxes paid by domestic corporations formerly benefiting from sec-
tion 936). The focus of this Committee, however, must cover the full effects of state-
hood on the Federal deficit, including the very significant revenues to be derived
from the section 936 phase-out. The effect of the section 936 phase-out thus accounts
for the crossover point illustrated in Appendix II and an eventual net deficit reduc-
tion from statehood, even where “net transfers” to Puerto Rico continue beyond the
crossover year.

D. Effects of Statehood on Federal Tax Revenues: A Detailed Analysis

1. Phase-out of Section 936 Benefits
The revenue effects of S. 712 under the statehood option over the fiscal year
period 1992-2000, are presented in Appendix I. This table indicates that the revenue
effects of the phase-out of the section 936 benefits, described in detail above, is the
largest component during and after the phase-out period (changes in the Federal
income taxes under statehood are scheduled to become effective on January 1, 1994).
girbffllslqal year 2000, the revenue pick-up from this source is estimated to be nearly
illion. .

2. Federal Excise Taxes

Puerto Rican residents do not currently pay Federal excise taxes, but would be
subject to these taxes under statehood. This would result in an increase in annual
revenues of $200 million to $400 million, which, under S. 712, would be rebated to
the Puerto Rican government as a statehood grant at least through October 1, 1998.

8. Federal Income Taxes

The extension of the Federal income tax to individuals and corporations in Puerto
Rico would result in additional Federal revenues. Net of the earned income credit,
the individual income tax is estimated to annually raise between $650 million and
$850 million during the period between fiscal years 1994 and 2000. Under statehood,
Federal corporate taxes would also be collected from Puerto Rican businesses that
do not now fully benefit from section 936. This includes locally incorporated as well
as foreign corporations. As shown in Appendix I, these annual revenues are estimat-
ed to range from $250 million to $550 million between fiscal years 1994 and 2000. As
noted in Appendix I, under S. 712, a portion of these taxes are scheduled to be “cov-
ered-over” tc the government of Puerto Rico.

4. Other Federal Revenues
As noted in Appendix I, about $100 million to $175 million per year in customs
duties would continue to be collected between fiscal years 1994 and 2000. Beginning
in 1994 through at least October 1, 1998, these revenues would be covered-over to
the fovernrgent of Puerto Rico. Rum excise taxes, of about $250 million per year,
would also ‘contintié t6’ be ¢overed-over to the government of Puerto Rico until 1998.

5. Interaction of the Federal and Puerto Rican Tax Systems

The government of Puerto Rico collected approximately $900 million in individual
income taxes in their 1989 fiscal year, which is about 5 percent of reported personal
income. Puerto Rico also collects about $1 billion annually in business taxes, which
represent about 10 percent of business income. Together with the Federal taxes to
which they would be subject, the total tax burden on Puerto Rican residents would
thus be quite high. As a state, Puerto Rico could design a tax system which would
maintain current tax revenues. It might also choose to follow other states in relying
more heavily on sales taxes. Or alternatively, Puerto Rico can modify both its tax
system and the level of its expenditures, as well as modify the role of government
enterprises in the economy.
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E. Revenue Implications of Independence

Under the independence option, the elimination of the section 936 benefits would
also result in increased Federal revenues, as shown in Appendix I. Some section 936
activities (for example, those engaged in apparel manufacturing or food processing)
might choose to reincorporate as Puerto Rican corporations, permitting deferral of
the Federal tax on a portion of such income until repatriated to the U.S. owners. In
addition, Puerto Rican taxes paid with respect to U.S. corporations that retain their
Puerto Rican activity would generate a foreign tax credit (rather than a state tax
deduction as under the statehood option). For these reasons, the Federal revenue
gain from the elimination of the section 936 benefit is not expected to be as great in
later years as under the statehood option.

As an independent country, Federal excise taxes (primarily that on rum) and cus-
toms duties would apply only on goods imported into the United States; the Federal
Government would not collect any customs duties on goods imported into Puerto
Rico. Federal income taxes would apply only to the extent income earned in Puerto
Rico were repatriated to the United States (or deemed-to be repatriated under Sub-
part F rules), and some Federal withholding taxes might be collected on the pay-
ment of income earned in the United States to Puerto Rican residents.

APPENDIX 1.—ESTIMATED AND PROJECTED FEDERAL REVENUE INCREASES UNDER S. 712

The following chart shows the Federal revenue collections that are estimated to
result from implementation of either the statehood or the independence option
under S. 712 through fiscal year 1995 and projections of revenues for the five fiscal
years thereafter. Because economic projections are not made by the Treasury, Coun-
cil of Economic Advisors, or the Office of Management and Budget for years after
1995, the projections shown for 1996-2000 are based on a continuation of the fiscal
year 1995 economic forecast in later years. The section 936 projections, however, are
based on the historic patterns of section 936 tax expenditure growth which have
been significantly in excess of U.S. economic growth.

Except in the case of customs duties and rum excise taxes, these figures reflect
projected increases in Federal revenue collections over existing law. As indicated
below, many of these amounts would be subject to a cover-over to the State of
Puerto Rico until either fiscal year 1996 or 1998. Except as otherwise indicated,
these figures reflect an effective date of 1/1/94 for Federal tax law changes. These
figures do not assume any change in Puerto Rican tax law.

[In mithons of dollars)

Estimates (Fiscal years) Projections (Fiscal years)
- 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 1999 | 2000

Statehood

Phase-Out Sec. 936......... 451 128| 538 1204 | 1889 | 2610 [ 3325 3741 | 3994

New Excise Taxes ! 2213722951 2309 2325|2341 | 2358423761 395| 414
Personal Tax ’

Gross U.S. Collections (Net of EiC) 645| 676( 707 739| 773{ 809 846

Cover-Over to P.R. 2482 | 2666 | 2168

Net U.S. Collections 163 10 53| 739 773| 809 846
Corporate Tax -

Gross U.S. Collections 2491 427 M48) 471 | 495 519 545

Cover-Over to P.R. 2249124271 2174

Net U.S. Collections 0 0 274) 471 495| 519| 545

Customs Duties 2972134 | 2141 [ 2148|2155 | 163} 1Nl

Rum Excise Tax ) 2188 ) 2252 2255|2257 2260|2262 | 265] 268
Independence .

Eliminate Sec. 936 3 .........oovoovoverrverrrirnen, 45| 1501 | 2579 | 2738 | 2876 | 3095| 3327 | 3555 3816

Rum Excise Tax 3 188 252 255! 257| 260 262 | 265 268

! Refiects 1/1/92 extension of Federal excise taxes to Puerto Rico (other than the rum excise tax which alieady applies).
2 Taxes subject to cover-over to Puerto Rico in years
3 Assuming prociamation of independence occurs on 1/1/93.
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Appendix ).—EFFECT OF THE STATEHOOD OPTION ON THE FEDERAL BUDGET BASED ON ADMINISTRA-
TION'S ESTIMATES AND PROJECTIONS OF FEDERAL TAX REVENUE GAINS AND OUTLAY INCREASES

{Fiscal year in biions of doltars}

1992 | 993 | 994 | 995 | 996 | 997 | 998 | 999 [ 2000

Tax Revenue Gains 2 (§3] B 1 12 27 38 4.6 5.1 5.4
Outlay increases 3 8 91 14| 22 26| 30| 33| 37| 41
Increases in Surplus (+) or Deficit {—) ....co.eee.] —1] —81 =710} +.1| 48] +13[ +14[ +13

! Less than §50 million gain. )
2 Revenue gains estimated by Office of Tax Anaim Department of the Treasw. .
9 Qutiay increases estimated by Departments of fth and Human Services al Agriculture.

RESPONSES TO QUESTIONS SUBMITTED BY SENATOR RoTH

Question 1. Has the Treasury Department considered the impact of statehood for
Puerto Rico on Puerto Rican companies (companies established under Puerto Rican
laws) which are owned by shareholders resident in neither Puerto Rico nor the U.S,,
but which have negotiated grants of partial tax exemption under the Puerto Rican
Tax Incentives Act? Such incentives are analogous to those currently obtainable by
LR.C. section 936 comganies and are subject to similar conditions regarding the cre-
ation of employment, but are not section 936 companies for purposes of the Code. As
currently drafted, S. 712 does not address this issue, and I would like to know how
the Treasury would propose addressing this problem so that both Puerto Rico and
the United States’ best interests are protected.

Answer. Under current law, U.S. mainland corporations operating in Puerto Rico
are generally protected from Federal income tax by the section 936 credit. Corpora-
tions organized under Puerto Rican law with business operations on the island are
not eligible for section 936 benefits; however, such corporations are classified under
U.S. tax law as “foreign” corporations not engaged in the conduct of a U.S. trade or
g::iness. Puerto Rican corporations thus generally pay no Federal corporate income

The structure of transition rules for the imposition of Federal corporate income
tax under the statchood option must take into account both types of corporations. S.
712 provides clear transition benefits to mainland corporations by phasing out the
section 936 credit over four years. The Committee on Energy and Natural Resources
stated that this phase-out constituted “a reasonable transition to permit firms to
adjust to the new tax situation.” However, the Committee also indicated that addi-
tional transition relief may be necessary for other companies that would experience
significant tax changes under statehood:

There are firms in Puerto Rico which enjoy certain tax benefits under
Puerto Rico’s laws and which may have structured their investments and
opevations in response to these local tax laws. In these cases, some period of
transition may be warranted.

S. Rep. 101-120, p. 36. We %enerally agree with the Committee’s conclusion that
some form of transition relief may be warranted for Puerto Rican corporations that
would undergo an abrupt change of tax status under statehood. However, any such
transition lprovisions must be carefully crafted to avoid unintended results.

We would pro that the bill state that the 1994-1997 phase-out of section 936
would apply solely to mainland corporations which are eligible under current law to
receive the credit:. In addition, the bill or its legislative history could state that the
transition legislation contemplated in section 213(d) of the bill will provide roughly
comparable relief for certain Puerto Rican corporations but only in appropriate
cases.

We would expect that the rules to be adopted under that lefislation would address
the case of a Puerto Rican corporation benefiting from partial tax exemptions grant-
ed by the Commonwealth government that would be subject to a significant increase
in its overall tax burden under statehood. This result would be consistent with our
revenue estimates and projections for statehood, in which we assumed, with respect
to corporations organized in Puerto Rico, that only those which are eligible for ex-
emption under the Puerto Rico Tax Incentives Act would receive transition benefits
equivalent to the section 936 phase-out for mainland corporations.

Question 2. The Congressional Budget Office has estimated the effect of the state-
hood option on the operation of 936 companies, as well as the likely effect on the
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Puerto Rican economy. Has any similar analysis been made of the effects on the
operations of foreign companies? If so, what conclusions were reached regarding the
behavior of such investors and potential investors under the possibility of statehood?

Answer. In making its revenue estimates and projections under the statehood
option, Treasury did not make any detailed analysis of the effects of statehood on
foreign-owned Puerto Rican companies, because at present such operations are a rel-
atively small component of total tax-exempt activity on the island. Our presump-
tion, however, is that the percentage of such foreign-owned Puerto Rican companies
which would choose to relocate after statehood would be greater than for U.S.-
owned operations. This is because, due to the nature of their intangible income,
U.]S.-owned companies would be less able to achieve overall reduction of tax through
relocation.

Question 3. What would the approximate cost of including transitional relief for
foreign owned companies be if the Puerto Rica» Tax Incentives Act were extended
after statehood?

Answer. If the form of the transitional relief were simply to extend the partial
exemption from Puerto Rican tax after statehood, this proposal would have a negli-
gible effect on Federal revenues. Of course, the extent to which incentive programs
which are now available under Puerto Rican law would be modified after statehood
would be a question for the Puerto Rican government to decide as part of its overall
transition to a new state tax system.

On, the other hand, if this question contemplates that corporations currently en-
joying a Puerto Rican tax incentive would be given an equivalent exemption from
Federal corporate income tax following statehood, this would involve a significant
revenue loss. Under such a proposal, corporations would receive a 90 percent exemp-
tion from Federal tax which, in some cases, would extend 25 years into the future.
Moreover, this substantial loss of Federal revenues would be based solely on com-
mitments made by the government of Puerto Rico. As such, it would abrogate Con-
gressional discretion to structure and review an overall transition package. Conse-
quently, this proposal would constitute a substantial increase in the transition bene-
fits over those contemplated by S. 712 and we would oppose its adoption.

Question 4. What would the approximate cost of giving transitional relief for for-
eign owned companies be if it were tied to the same transitional relief given to 936
companies under S. 7127

Answer. In making its revenue estimates and projections under the statehood
option, Treasury assumed that the transitional relief of the phase-out of section 936
would apply in a roughly equivalent form to those companies incorporated in Puerto
Rico (whether or not foreign-owned) which now enjoy substantial tax exemptions
under the Puerto Rican Tax Incentives Act. The cost, at least for ithose foreign-
owned companies that qualify for such tax exemptions in Puerto Rico, is therefore
included in the revenue figures presented in our testimony. If the final version of S.
712 specifies that these Puerto Rican companies will not receive transitional relief,
the 0F(‘iederal revenue gain would be about $109 million higher over the phase-out
period.

RESPONSES TO QUESTIONS SUBMITTED BY SENATOR DOLE

Question 1. Did you explicitly take into account CBO’s estimate of relocation of
Section 936 assets and exports in your estimate of Section 936 revenues recovered
under statehood? If the answer is no, please explain the rationale behind Treasury's
different assumptions.

Answer. In making its estimates and projections of Federal revenue increases
from the phase-out of section 936, Treasury’s Office of Tax Analysis (“OTA") did not
rely on CBO’s estimate of relocation of section 936 assets. Rather, OTA performed
its own analysis of the effect such relocation would have on these revenue increases.
The assumptions underlying Treasury’s analysis of this issue are explained in great-
er detail in part 111(A) of the written statement submitted by International Tax
Counsel Philip Morrison to the Senate Finance Committee on April 26, 1990.

It should first be recognized that the relocation of section 936 activities will not
necessarily resilt in the income from such activities being any less subject to U.S.
taxation under the statehood option. The OTA analysis concluded that nearly 80

rcent of the income which section 936 essentially exempts under the current law

aseline would become subject to U.S. tax after the phase-out. In summary, OTA’s
analysis included the following factors:
(i) Section 936 income attributable to passive investments (currently about 15
percent of total section 936 income) would generally become subject to U.S. tax
under statehood even if the investment income were shifted offshore (since pas-
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give earnings of U.S..controlled foreign subsidiaries are generally subject to cur-
rent tax under subpart F of the Code).

(ii) Regardless of whether the activities generating non-passive section 936
income were continued in Puerto Rico or shifted back to the mainland, they
would become-subject to U.S. tax under statehood.

(iii) The amount by which section 936 companies could shift the income from
their non-passive activities outside of Puerto Rico and the U.S. is affected by the
extent such income ie attributable to intangibles (much of which would be re-
turned to the U.S. in the form of taxable royalties).

(iv) The foreign tax credit position of the company involved will affect the
amount of residual U.S. tax imposed when royalties are paid back to the U.S.
for the use of manufacturing intangibles offshore.

(v) Less offshore shifting of income is possible in the case of marketing intan-
gibles (such as trademarks) than in the case of manufacturing intangibles (such
as patents).

(vi) Current allocation rules under section 936 permit greater amounts of
income to be attributed to the Puerto Rican operations than would be permitted
in the case of a foreign subsidiary; thus even if the activity were moved to an
offshore entity, a portion of the income now reported by the section 936 compa-
ny would remain within the U.S. tax jurisdiction.

(vii) OTA reviewed the effects of the above factors on an industry-by-industry
basis for the companies now benefiting from section 336.

(viii) In order to evaluate the potential for offshore relocation, OTA also con-
sidered potential substitute locations for section 936 operations on an industry-
by-industry basis.

Question 2. CBO estimates that GNP would decrease 10 to 15 percent under State-
hood and wages and salaries would decrease 26 percent. Bow do these figures affect
Treasury’s estimates of individual income taxes, corporate non-936 taxes and social
security taxes? By what amount would the dynamic analysis affect Treasury esti-
mates of the fiscal effects of statehood.

Answer. It is important to note it the outset that the CBO estimate does not con-
stitute a “decrease” in current Puerto Rican GNP. Rather, CBO estimates a 10 to 15
percent shortfall in projected GNP growth. Moreover, this projection is a cumulative
amount, representing a 1 to 1.5 percentage point reduction in the annual growth
rate of GNP over a 10 year period. A reduction in the Puerto Rican projected
growth rate of this magnitude would change the estimated total Federal revenue
increase by only a modest amount. Even in fiscal year 2000 when the cumulative
shortfall in GNP growth reached 10 to 15 percent, OTA’s projected increase in Fed-
eral revenues for that year would be reduced by less than 5 percent. This is because
a reduction in the Puerto Rican growth rate affects only the increased Federal reve-
nues from personal taxes and non-section 936 corporate taxes, which constitute a
relatively small portion of the overall projected increase in Federal revenues.

Question 3. Do the estimates of Federal outlays under statehood include the full
dynamic effect of increased unemployment and decreased wages? By what amount
would Treasury’s estimates change if the full dynamic impact is included?

Answer. Treasury did not make its own estimates of Federal outlays under state-
hood. To describe the effects of the bill on the Federal deficit, Treasury compared its
estimates and projections of Federal revenue changes to the outlay figures prepared
by the Departments of Health and Human Services and Agriculture. See section
111(C) and Appendix II of the April 26, 1990 written statement submitted by Philip
Morrison. The outlay estimates do not reflect the dynamic effect of any possible in-
crease in unemployment or decreased wages.

Question 4. What increases in real and nominal GNP and GDP of the Puerto
Rican economy under Commonwealth are implicit in Treasury’s estimates of the
growth of section 936 revenues?

Answer. The growth of section 936 revenues is basically unrelated to the growth
of the Puerto Rican economy because almost all section 936 products are sold on the
U.S. mainland. In developing a current law baseline for the revenue costs of section
936, OTA used the most recent data available on the income of section 936 corpora-
tions in Puerto Rico (1985 U.S. tax returns), and then divided such income into its
two components: active business income and passive income. Each of these compo-
nents was projected forward to estimate the level of such income under current law.

The active Income component was projected from 1985 to 1988 using data in the
Puerto Rican national accounts on the growth of non-wage income in manufactur-
ing. A growth rate consistent with previous historical trends (10 percent) was used
for the years following 1988. The passive income component was projected using
recent trends in growth of financial assets (5 percent).

33-337 - 90 - 4
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Question 5. In your testimony you implicitly assume that only 28.6% (10 of 35 per-
centage points) of taxable income is recovered from Section 936 companies that relo-
cate to other non-U.S. locations because of increased super royalty payments, If the
remaining 71.% of taxable income can be saved by foreign relocations, what competi-
tive advantage exists for these firms to remain in Puerto Rico or to relocate to the
United States?

Answer. The 71.4 percent reduction in the amount of income which would be sub-
ject to U.S. tax for companies who would relocate does not represent the potential
tax savings of the average 986 corporations. Rather, it represents the tax benefits
which would be derived only by those companies which would gain the most by
moving due to both tax and non-tax factors. As explained in greater detail in Treas-
ury's written statement of April 26, 1990, many factors could reduce the potential
tax benefits to be derived from relocation. For example, the large number of 936
corporations that depend heavily on marketing intangibles (such as trademarks)
would save virtually nothing by moving offshore. The benefits of moving offshore
may also be reduced because of distance from the marketing and R&D establish-
ment on the mainland, currenc{ risk and other non-tax factors. As indicated above,
the Treasury attemrted to consider the special role of marketing intangibles as well
as the important role of non-tax determinants of costs in projecting the relocation of
936 corporations offshore.

Question 6. What proportion of the Section 936 firms in Puerto Rico under Com-
monwealth locate or relocate in the United States under statehood? Bow would this
affect estimates of individual income tax collections, corporate non-936 taxes, social
security taxes, and increased outlays?

Answer. The Federal revenue results are essentially the same whether section 936
companies remain in Puerto Rico or relocate to the U.S. mainland. 'I'reaaur{ did
not, therefore, specifically project the proportion of section 936 firms that would re-
locate to the mainland under statehood. The main issue in projecting the section 936
revenue gain is how many 936 companies would move offshore to non-U.S. locations.
As indicated above, Treasury assumed modest nominal Puerto Rican GNP growth in
projecting non-section 836 tax collections. Due to this conservative approach, the
revenue gain from personal and non-section 936 corporate taxes projected by Treas.
ury was actually lower than in some studies which predicted serious consequences
of phasing out section 936,

PREPARED STATEMENT OF TEODORO Mo8C080

Mr. Chairman and Members of the Finance Committee, I am pleased to speak
today about the issue of statehood in Puerto Rico and economic development under
commonwealth.

The United States acquired Puerto Rico in 1898. And ever since it has periodically
been trying to decide what to do with us. During occasional attacks of bad con-
science or by sheer accident it has tried to deliberately develop a policy. Intentions
are usually the best as befits a great and generous nation endowed with large but
limited resources. And with a political system born in revolution and able in its mo-
ments of greatness to correct its course usually without much bloodshed. As we
grow older we have learned to use persuasion rather than violence to undo injus.
tices domestically. We still have to learn this lesson in our international relations,
particularly when we come to dealing with Latin America. But that is another sub-
Ject. We are here to discuss Puerto Rico; an integral part of the United States, as a
fact of life, no matter what hair-splitting lawyers or nostalgic nationalists may say.

In 1976 Congress amended the Internal Revenue Act to allow Puerto Rico's job
creating tax incentive law to work more efficiently. Wilbur Mills, Al Ullman and
the Ways & Means Committee saw the correctness of our request and endorsed Sec-
tion 986 which Congress later approved. .

The judicious use of this tax advantage has done much to allow an ‘‘economic mir-
acle” to take place in our island. The London Economist has described it as “one
century of economic development accomplished in a decade.” Tax law experts will
appear before you and tell you that this is sheer perversion of an equitable tax
system. They will claim there is no logic in allowing a few manufacturers in Puerto

ico to make near-tax free millions in order to create l{gbs in this over-populated
resource-starved island 1,600 miles from here. Perhaps, Mr. Chairman, but there is
also no logic in Texas having oil, and Puerto Rico having none, We arrived late at
the table when the banquet of world resources was being served. But even the most
obdurate of tax experts at Harvard Law School, agree that the Puerto Rican pro-
gram accounts for a substantial increase in the per capita income there. Of course,
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the reason why it has not worked as well elsewhere in the developini world is that
ultranationalism—some call it local pride—has mitigated against these countries
Kromoting their incentives to outsiders, who have the capital, manufacturing know

ow and marketing knowledge, and who might have been able to assist their people
in achieving a better standard of living.

I grant you that our program is based on a frank appeal to cupidity, and as such
it has been effective. As President Reagan might have put it: “What's wrong with
that?” And if he outlives his bureaucratic opposition, Mr. Gorbachev would also
agree, I hope.

There is now before the Congress a well-intentioned attempt to resolve what is
known in Puerto Rico as the ‘‘status problem.” Good intentions can mitigate but can
not change realities. Independence ceased to be a valid alternative as far back as
the first decade of the 19th century. If it had been able to think this far ahead,
Puerto Rico could have then adofpted a Chinese type population policy which would
have stabilized the population of the island at about 250,000. If that had been the

-case, todaf', even with its meager resources, but a much smaller population, the
igland could have develo&)‘ed into a small nation of well-off farmers with many tropi-
cal tourists attractions. That the latter can mean, in terms of economic diversifica-
tion, modernization and development—a sort of Barbados or Bermuda—with a
modern agricultural export sector to fall back on. Inordinate population growth re-
sulted from the very quick reduction in the death rate due to improvement in public
health measures following the U.S. annexation of the island in 1898, without a
countervailing reduction in the high birth rate. This lack of balance between popu-
lation and resources made independence economically impossible. With independ-
ence we would not drop down to the level of the poorest country of the Caribbean,
but eventually we would be down to the level of the next poorest and perhaps
worse,

Statehood is not in the cards. Nor will it be for the foreseeable future in my esti-
mation. Perhaps in some distant future science and technolog?(y will have been able
to compensate for our non-contiguous disadvantage, being fifteen hundred miles
away from our principal source of raw materials and food, and from the principal
market for the things that we produce. Expanded tourism is no substitute for manu-
facguying. Not to downgrade our many attractions, but unlike Hawaii, we face com-
petition from many nearby islands with many beaches.

Other very important factors mitigate a?ainst statehood.. We are still very much a
Latin American people. We think speak, feel, %ay and die in Spanish. The lack of
contiguity does not help here either. In the West and Southwest United States,
large chunks of Latin America were made a part of the United States by force in a
manner which would not be tried today. The population that came with this land
was slowly absorbed, at least partly, into the mainstream of America, and the melt-
ing pot is doing the rest. Easy interchange of ﬁopulation due to contiguity has has-
ga.ned the process and made it less painful. This would not be the case of Puerto

ico.

When statehooders are asked what they have in mind as a substitute gainful oc-
cupation for the hundred of thousand direct and indirect jobs that will be lost if
Puerto Rico became a state, their fast answer is that mainland curious, will increase
tourism. It happened in Hawaii, they say, so why not in Puerto Rico. Ironically, pro-
ponents of statehood who now offer expanded tourism development as a job-creating
substitute for 936 manufacturing corporations, when these flee Puerto Rico under
their formula, did everything in their power to undercut the travel industry of the
island during their eight-year tenure in the 1980's. We lost about half of our tourist
hotel rooms through inattention and hostility.

Hawaii was thoroughly Americanized even to the point of pair_ling Federal taxes
decades before it became a State. When it entered the Union, Hawaii, which has
twice the land area of Puerto Rico, had one sixth of the gopulation. One tenth of its

opulation was Armed Forces personnel; the entire archipelago population, with a
ew exceptions, though, felt and spoke in English. The few thousand who communi-
cated in a minor abon;gnal tongue were very quickly overwhelmed, economically,
socially and culturally, by the strong, hard working New England missionaries. By
1969, Hawaii was truly ready for statehood.

Conditions in Puerto Rico are different. When the United States established its
sovereignty there, its four hundred years of Spanish history had created a Hispanic
culture; habits-including religious ones—were 1purely Spanish. It laws, administra-
tive practices, business mores, its intellectual, moral and aesthetic values were
Spanish. You were born, lived and died in a Spanish milieu, The strongest of cultur-
al influences—the language—is Spanish. A language which gave the world a rich
literature, a language in which a Cervantes was to write the universally acclaimed
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first novel of Western civilization, Don Quijote; a language spoken by more persons
on earth than any other except English. This is not a dialect used by a few thousand
aborigines, with no literature worth mentioning, easily swamped by the English
tongue and American culture.

If to four hundred years of cultural heritage from Spain, you add the lack of con-
tiguity and a population six times larger, you are faced with a problem of assimila-
tion quite different from Hawaii.

Now let us take a look at the Commonwealth status which defines the present
relationship between Puerto Rico and the mainland. This status was tailor-made for
the circumstances which prevailed in Puerto Rico almost a century ago and still
largely do today. Too many people, too few natural resources, lack of proximity to
the mainland, a different culture and language. And yet over the years of associa-
tion, a rapport has developed between these two culturally different groups, one
wealthy, large in land area and in numbers; the other small, but with a population
density approaching one thousand per square mile. Ortega y Gasset would agree
when he defined nationhood in his classic “Rebellion of the Masses”: The most dis-
garate people action together on matters of great import over time will eventuallg'

lend into dynamic nationhood. In our near-century of association, we have partici-
pated with the United States in the trials of great wars and in the joys of as yet
unfinished peaceful revolutions.

Since planning is a much disliked word in the American Zeitgeist, the United
States has, when the spirit moved it, considered Puerto Rico an integral part for
many Federal programs but not for others in a most unplanned and haphazard
fashion, Back in the early fifties, President Eisenhower agreed to correct, in part,
our lack of natural resources by giving us a special dispensation for the importation
of foreign crude oil. Mr. Chairman, at one time Puerto Rico enjoyed an oil import
quota larger than almost any state in the Union. That particular bubble was
pricked by OPEC pricing policy. Our hopes for thousands of jobs to be created by
downstream development of petrochemicals went largely down the drain. Our
unique statur as a Commonwealth and as the poorest part of the United States was
the princips. reason behind President Eisenhower's decision. The changes made in
Section 936 in 1976 helped to pick up the slack. Economic growth continues today.
Not only do the 936 companies provide the bulk of our manufacturing jobs and
wages, but also the bulk of our bank credit resources.

arly in the '80’s, President Reagan proposed the Caribbean Basin Initiative, but
failed to fund the program adequately. Goals were set but the strategy and money
to make these goals a reality were largely absent. Puerto Rico offered to assist in
the implementation and funding of the creditworthy projects of the initiative. Those
who downgrade the Commonwealth status as a valid alternative tend to forget that
if statehood became Puerto Rico's relationship with the U.S,, Section 936 would soon
disappear as would the funds now generated by 936 comganies. Those companies not
only are the mainstay of the Puerto Rican economy, but which will increasingly
become an important source for development credits for all the Caribbean countries
included in the CBIL

To sum up: Only under Commonwealth status, with its fiscal autonomy, can a
strong, rapid economic development program flourish in Puerto Rico and the Carib-
bean. Only under Commonwealth can Section 936 exist and do its pump-priming job
for Puerto Rico, as well as for the rest of the Caribbean Basin Initiative countries.
CBI is the only positive, long-term American policy effort for assisting our nearest,
and poorest Latin American neighbors that has come out of Washington in the past
thirty years. It won't do the job if we don't allow it To do the job. If stimulated by
the Congress and the Administration, it may be able to do what Puerto Rico’s Oper-
ation Bootstrap did. I repeat the words of The London’s Economist: one century of
development in a decade. Bootstrap, or the Fomento program as it is generally
called in Puerto Rico, has obtained world-wide acclaim. Back in 1973, the Taiwan
Government gave me a copy of a dog-eared translation into Chinese of a 1958 study
of the Fomento program done by the National Planning Association and used in the
Taiwan development effort.

Initially, the industrialization program of Puerto Rico began as a state-run effort.
This hagepened during World War II. It obtained the bipartisan blessing of both Sen-
ator Robert A, Taft and President Franklin D. Roosevelt, as the accompanying 1943
letters to the War Production Board attest. In 1949 when the end of the war permit-
ted private industry to do the job Puerto Rico, anticipating “Perestroika” by almost
forty years, privatized the plants the government was operating. It then embarked
on a program of private industry promotion which served as the starting point for
many of the Alliance for Progress efforts as well as for President Reagan's CBI. An
essay by Dr. Kenneth Boulding, analyzing the Fomento program, appeared exactly
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30 years ago in a publication of the Center for the Study of Democratic Institutions.
I beg the members of this committee and its staff to read this brief paper and then
ask &ourself; if under Commonwealth such things can be accomplished, why change
it? Why take the motor away from the tractor? Why not just install an improved or
more powerful engine?

As I approach my eightieth birth, I feel even more strongly that the pace of histo-
ry and technology are accelerating so rapidly that the political relationships most
attuned to the needs of my grandchildren and their children are difficult to predict,
and in any event, are decisions that should be made by a younﬁer generation which
will have to live with the consequences of their choice and make it work. Common-
wealth's flexibility and dynamism is a significant virtue in this rapidly changing
world. Perhaps in the next century that time your successors in Congress will also
have other matters of great importance to consider: the creation of a United States
of North Central and South America plus Canada; for short, it may then be called
“the United America.”

Back on a winter afternoon in 1961, in his apartment in Paris, Jean Monnet,
father of the unification of Europe and no mean global planner, suggested this hem-
ispheric approach to me, as a goal of the Alliance for Progress. I only wish I were
fifty years younger to see it happen. What a magnificent role tiny, under-estimated
Puerto Rico could play in furthering this stupendous objective.

Thank you.

Attachment.
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|' W Amencan atttude toward resalution has all the
ambivalence, so beloved of the paychologit, of our
attitade toward our mothers, This, of course, o because
the United States as 4 nation was born in a gevolution,
which one might desenibe, 1 suppose, a8 an adolescent
resolt, Comequently, we feel a certain obligation to hke
revolution on principle, having been born in one ours
selves. On the other hand, we are also afraid and sus-
picious of revolutions Tiis, no doubt, can be traced back
fo_a suppressed guilt fecling about the treachery 1o a,
parent culture \A_p__uh_mx_;muummuﬂm__.ur attitude
oward tevolution, theeelore, is a compound lulmg “of
both tove and hate, wifectionate segard for the infants
toddling in our catly fuotsteps and untesolved xmll about
our own breakaway.

‘the explanation of this ambivalence does not, of
coutse, necessanily have to be psychoanalytic, forfthere
are perlectly sober, tatonal reasons both for welcoming
evolutions and for fearing them. Revolutions may get
out of hand and tiicy may turn out to be the wrong
revolution. ‘The wotld is haunted today by the specters
of past revolutions, like past noises echoing through the
cortidors of the present. The Lrench Revolution, which ©
consists cssentially In the dij
owper, among small puunll,
and which, in one of its aspects at least, has been called
the “Eucen revolution,” conlinues to eaplode in coun-
tries which have not yet relieved themsclves of the feudat
Iandlord and the large estate. ‘The Amenican Revolution,

which reptesents the breakaway of the soloniesfram.a
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_Ngtropolitan frwer, Continues s nteresting, if eerane,

course, and is at the moment exploding in Afnea, The
Russan Resolution, which gepresents the diapussessiog
of all capitalists and the septuty u!_w“n; geonomic,
poRer by a sl and dety . group ul Commumnts,
continued to 1ol pretty vigorousdy just after the end of
the secomd World War, and although it has been tem-
potarily checked it remains a constant threat,

‘The tendency for one kind of revolution to pass into
another is at least great cnough to make it hard to select
the precise revolution which op s Under these
citcutistances, there isn lcndmcy‘kalmc up the status

s

however, is o rearguard action, ulmost mmin to lcad to
ultimate defeat. Once revolutions are on the march, they
have to be dealt with one wity or another. And 1n one

sense the only answee 1o wmmmm_\ht
tight revolution,

A further source of confusion is that it Is not uiways
casy to tell when a real revolution has occurred. Revo.
ution Js a "s;mm chnnie"; a social system with certain
dynamic processes ol its own reaches n boundary at
some date and a new social system with new laws and
new dynamic takes over. Sometimes these boundaries
are dramatic and visible, The [rangh, American, and
Russian revolutions are examples of spch, Sometimes,
however, undaries are not observahle, The revolue
tion, like the tuen of the tide, is unnoticed at the moment
but carries with it a profound reversal of the great tide of




history, The Industrial and technical revolution in which
we arc now living was one such JTTis practically impos-
sible 10 put a date on it. it was inaugurated by no vio-
lence and no fanfare. We can trace its origins perhaps
a8 far back a3 the Benedictines of the sixth century A.D.
The movement Is slow and uncertain, however, until the

99 .

At the level of sophisticated, explicit socisl theory,
we scem 10 have two main contenders. On the one hand,
there is the Malthusian theory of the classical economics
which Baumol has described as the “magnificent dynam-
ics.” This states, in efTect, that in the fong run the only
revolution that is really worth having Is one that nobody

and eigl h les. Then it b
clear that man is caught up in a new tide which is carrying
him he knows not whither. The three types of political
sevolution may perhaps ultimately seen as mere
ies In this vast tide, Nevertheless, they are still impot-

tant In the small time pesspective in which most human
decislons have to be made.

£ can neither perceive nor judge change in sys-
tems unless we have some theory sbout the
dynamics of soclal systems. Thero are & good many such
theories around, some of them explicit, some of them
largely Implicit and unformulsted. Two such implicit
theories guide a good dea! of American thinking.
‘The first of these might be the cowboy theory. This
is the theory that ngsle are divided into.goad guys gnd
%\a«;, and that the busTness of a revolution is to get
the bad guys out and the good guys In. [t is not slways
casy to tell the good guys from the bad guys, but, of
course, If any guys happen to be hey ate

L

N

d revolution

g bad guys and s bng
sevolution is one In which the bad guys best up the
guys. If thete Is & good deal of shouting, shooting, and
running around going on, preferably on horses, the
scenarlo Is regarded a3 all the more satlsfactory.

A somewhat more sophlsticated version of the cowboy
theory Is the Liberty Bell or Independence Hall theory.
‘This is the theory that the dynamics of & soclely depends
upon I gglhlcqi n and that If only the gight
poTiTTcal conrsitution can be established all wil be well.
Socleties are divided Into those which have good consti
tutions (like ours) and those which have bad constitu-
tions (unlike ours), A goad revolution, then, Is one that
substitutes a good constitution for a bad one and a bad

e reverse. Unlortunately Tot this theory,
the glavish ‘°li¥‘"! of the American congtitution, espe-
cially by South American 1¢publics, does not seem to
huve resulted in uniformly satisfactory develop
elther economic or political. And one suspects that
more variables in the social system have to be taken
into account,

has yet ded In plishing, Thi tablish-
ment of a genuine \In the absence of
{hls all revolutions will Tead vliima| he sama rui

rem. casis its long shadow over

» al
history. TE'F'W Is_the proposition thyt it
the only thing that can prevent the indefinite ex;

of ulation arvat then all popula-

‘llong will ¢xpand until they sre miserable snd !urvgv
corollary is what I have called “the ulterly dismal

theorem.” This s the proposition that if misery Is the
only ulltmate check on the growth of population, sny
improvement in man's capacitics, whether in the form of
technologleal Inventors or In the form of soclal inven-
tions, mercly has the ultimale result of enabling a larger
gﬂm\#ﬂmﬁmﬁm
therefore, leads 0 misery pot (o legs, We should
7ol b6 deluded By uimpomy Tood vahm into think.
ing that the Malthuslen spectce has been allayed. At
present rates of increase it only takes sbout 700 years
before we have standing.room only. Long before this
time cither the Malthusian revolution will have been
sccomplished or mankind will have sunk Into a world

of Inconccivably teeming poverty.
The other system of explicit soclal dynamics is that of
atx, which perhaps we should designate out of respect
forts EQJMMW@\W theory
s elaborate and fairly familin 1 will not outline it
hm{ It contemplates the establishment of & rich and
classlETs soclety by the expropriation of the capitalist
snd socialization of all propesty Iin the means of produc-
tlon, [The actual predictions of Marx have, of course,
been largely falsified by subsequent events, but this does
not destroy the power of the theory. It has a pecullar
{

nd

ts, b igh. 1t Involves a gross
centralization of power and Is constantly exposcd to
the danger of tyrapqy.

B T there Is a type of revolution which docs not fit
comfortadly into any of the above categorics and
which may be the most impostant of all In the fong run.
1 call it the "Fomentarian revolution” in honor of &
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remarkable institution in Puerto Rico which embodics
It, known as “Fomento.” The Fomentarian revolution
has four aspects, Its prerequisite is some kind of political
consensus in the society. It cannot develop il » society
is wracked with internal conflicts snd factional fights,
whether these are between races, cultures, classes, or
political groups. There must be some widely shared
vision of (i and an image of the way in Whic
sociely can move towards lts future, This usually has
10 be the work of ades who q
arge_numbens ol people with a_vision of ulur,
“Someilmes s succession of Teadership s required, The
charismatic but unrealistic leader may awake the people
out of thelr spathy and give them a sense of identity and
purpose, For the revolution 10 be accomplished, how-
ever, & new ‘FE of leadership may be necessory~-moig
ggr. less _dramatic, and with a and,_more
realistic vision.

is

careful use of foreign Investment seems almost neces-
sary. If the investor can be rewarded with friendly atti-
tudes and with long-term security, the recipient society
will not have to pay so much hard cash. With an un-
friendly and quervlous attitude, on the other hand,
foreign investment can only be attracted at & high price,
The shility to make good bargains with foreign in.
vestors is & very Important element in the success of
the Fomentarian society,

[T_Iu fourth pillar of Fomentarianism is the most dif-
ficult of all (o establish, This Is the ability to effect a
suflicient cultural change at the lcvel of the individual,
the family, the ncighborhood, and the small group so
that the guins of development can be reasonably perma-
nent and acceptable to the society, This brings us back
1o Malthus, for unless the revolution encompasses some
kind of contro) of the population the revolution is
doomed to l-lla:ﬂl he control may simply be the ability
to emigrate In the case of Puerto Rico. This, however,

the stress that it Iays on_education and the development
o Funfen resources._I[ necessary, a soclety must
prepared to accept some sacrifice of guality In educalion
i The Tntcresis ol quantity.i'The developing sociely not
only requires literacy o!' the mass of the people, it
requires a certain type of moral education In inculca
a favorable attitule toward w
tiors apprope

igher education of the right kind occuples a
key position in this process, |

kDN 1o sisike clever bargains with forelon capliatists,
cnuinely utrap development is possible, as the
h'iuory of Japan showed. ‘The development of Japan
came almost wholly from intetnal reorganization and by
the acquisition of knowledge rather than capital from
sbroad, For this recipe to bo successful, however, &
fairly authoritasian suclal struclyre seems to Pmﬁg-_
. Whether this is s in the case of Japan, or
Communist as In the case of Chipa, bootsirap develop-
ment means_holdiy nption, holding dow,
eal wages, and squeczing the farmer as hatd as he can
be squeezcd in order to extract every last ounce of sub.
sistence for capital accumulation. In looser and miore
democratic socleties this is hatd to achieve, It is hard to
resist the clamor of the people for a present share of
future benefits. Under these circumstances it is hard to
keep real wages from rising, which means it is hard to
eep consumption from rising, which means it is hard
to keep production ahead of ption, which means
it ls hard to late. Under these ci [

is & solution which is not open to the world at large, and
it cannot be regarded as p . Nevertheless, the
ability to emigrate from an alreody over-populated ares
may be the key, paradosically cnougﬂ. 10 & process o
development which will eventually enable it to support
a much larger population,
1t & soclety is to enter the modern world, there must
also be changes in the attitudes townrd the famuly,
toward work, and toward income and saving. All these
changes, perhaps, may be summed up by saying that the
transition from the traditional culture to what we call an
*economig cullure” will have to be moade. Lo this process
something inevitably Is lost, Que hopes that the gelng
e vorth e coal,
HEN we ask where is the Grent Revolution taking

\/\ us, the revolution that is science ond technology,
the answer may emcrge that the end product of this
revolution docs not depend as much as we thought on
the means which are used or the road which is followed.
It one presses the Communists on what they mean by
communism-that fs, that ideal st.i¢ of sociely toward
which they hope they are moving, and which they do not
now claim o have~the pat answer is, of course, that
communism is a society in which we have “ftom each
according (o his ability and to each according to his
needs.” If they are pressed further on who is to be the
judge of nced and abulity, the answer seems to be that,
subject to the soclaliring forces of the socicly, the indie
vidual Is to be his own judge. Certainly no dictator can
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Jjudge either the need or the ability of the innumerable
variety of men. This means, therefore, that in this ideal
world people will decide what standard of life the;

\ ¢ kind of income

and closer to this in the

munists mean by communism, therefore, tums out to

be surprisingly like that affluent soclety which is also
the end of capitalist development.

The situation Is somewhat confused at the moment by
the fact that while we have examples of both successful
and ful I lop there are, as yet,
#T s, e 10 clearly unsuccessful examplesof socialist development,

WAKKEL This, | suspect, Is because socTallsm 1s young. Given time,
‘{'\"Wn will have no lack of failure. The crucial long-run qués-
) on, therelore, for any community may not be whether

It takes the capitalist or the gociplist rosd to develop-
ment. The question Iy whethes I development is suc-

cessful or unsuccessful in cither system. The good revo-
fution, whatever it is, is that which leads (o a successful
process of development, The bad revolution is that which
does not. It may be, therefore, that we should be more
relaxed about the political form under which develop-
ment takes place, and more concerned that, under any
fosm, the d should be
he great case for Fomentarisn development where
circumstances are such that it can be successful is that
it can also be falr] . Soclalist development s ob- S BeT~
tained at a terrible cost, Capilalist non-development [
likewise has & high cost in benefits foregone. We should ~eDs
look carefully at those social proeem_lju exemplified
in Puerto Rico,Jthat seem to make the best of both
worlds, that use both g and private
both d i gank and forelgn |
and that foment rather than whip, These ste the kinds

of revolution that one would TTke 12 see us cmoun;c_._)

PREPARED STATEMENT OF SENATOR DANIEL PATRICK MOYNIHAN

I wish to state my growing sense that by the close of this session of Con
accordingly, of the 101st Congress itself, we will not have sent to the Presi
providing for a plebiscite on the status of Puerto Rico.

This would not be my wish. To the contrary. What I am about to say is sensitive. I
have a limited, but I dare to hope, sufficient sense of i]u@t how sensitive. I mean no
?ffense to anyone and devoutly hope that in the end I shall not have given any of-
‘ense.

We recall with what great expectations this matter came before us at the outset
of the first session of this Congress. On January 17 the Majority Leader received a
letter from the heads of the three principle political parties of Puerto Rico (identical
letters having been addressed to the Speaker of the House and to the President)
asking for a “resolution of the status issue” through a vote of the people of the Com-
monwealth. The text is as follows:

In the past election held on November 8, 1988, all three political parties,
which represent the three alternatives for the ultimate political status of
the People of Puerto Rico, included the need for the resvlution of the status
issue in the platforms they presented to the electorate.

In accordance with the platform of the Popular Democratic Party, the
Governor of Puerto Rico announced in his Inauguration the intention of the
Government of Puerto Rico to pursue the resolution of the status question
with the Government of the Bnited States of America and convencd a
meeting of the leadership of the three political parties that represent the
three formulas.

As a result of this meeting we, the Presidents—of the Popular Democrat-
ic Party, representing Commonwealth, the New Progressive Party, repre-
senting Statehood, and the Independence Party, representing Independ-
ence—have agreed to express to the President and to the Congress of the
United States of America, that the People of Puerto Rico wish to be con-
sulted as to their preference with regards to their ultimate political status
and the consultation should have the guarantee that the will of the People
once expressed shall be implemented through an act of Congress which
would establish the appropriate mechanisms and procedures to that effect.

Towards the formulation of such an act of Congress and related policies,
we request to meet with you at your earliest convenience.

Conscious that since Puerto Rico came under the sovereiﬁntf; of the
United States of America through the Treaty of Parig in 1898, the People of
Puerto Rico have not been formally consulted by the United States of

ress, and
ent a bill
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America as to their choice of their ujtimate political status, and in the understand-
ing that we are taking 1 momentous decision in Puerto Rican history and confident
of the commitment of the United States of America and of the People of Puerto Rico
to the principles of self-determination and government by the consent of the gov-
erned, we remain,

Cordially yours,
BaLTASAR CORRADA DEL R10, President,
New Progressive Party.
RArAEL HERNANDEZ COLON, President,
Popular Democratic Party.
RuBEN BERR108 MARTINEZ, President,
Puerto Rican Independence Party.

Some weeks thereafter, in an address to a Joint Session of the Congress on Febru.
ary 9, 1989, President Bush endorsed this proposal. He said:

There’s another issue that I've decided to mention here tonight. I've long
believed that the Feople of Puerto Rico should have the ri%?t to determine
their own political future. Personally, I strongly favor statehood. But I urge
th? Cor:frese to take the necessary steps to allow the people to decide in a
referendum,

The response in Puerto Rico was one of great satisfaction and even greater inter-
est. In June a year ago I accepted the kind invitation of the Committee on Energy
and Natural Resources to take part in a hearing on the issue held in San Juan. I
think it likely that a third of the population of the island watched our televised
hearings all day long, and two-thirds watched the reruns during the evening. That
same evening, I could not walk anywhere in town without being greeted by name,
usually with some apt comment on the (few) questions which I had asked that day.
The Energy Committee went forward with deliberate dispatch, and on August 2nd
reported out the bill which is now before the Finance Committee.

hat was three quarters of a year ago. Nothing much has happened. It begins to
look as if nothing might. On April 10, the chairman of the House Insular and Inter-
national Affairs Subcommittee, Ron de Lugo, stated:

The House is still waiting for legislation from the Senate that was promised
last year. At some time soon, we will cross a point when it will become im-
possible to pass a bill in the House.

What happened?

Here I must declare, indeed assert, the limits of my knowledge, still more my un-
derstanding. I am no stranger to Puerto Rico. I first was there in the Navy near to
half a century ago. (And, come to think, before that had spent more time than my
mother knew in a pool hall called Los Muchachos in the original Manhattan barrio
just north of 96th Street where the tracks come above ground on Park Avenue.) In
the Kennedy years 1 came to know and to admire Luis Munoz Marin, and, indeed,
worked with many of his lieutenants and associates. I did not fail to note that for
them the English term “Commonwealth” was rendered “Estado Libre Asociado”
with the further provision in one of the party conferences that the latter never be
translated back into English.

At the United Nations I came upon the fierce accusations from Cuba and other
elements of the so-called nonaligned nations that Puerto Rico was held in colonial
captivity. On behalf of President Ford I answered back with, I hope, equal fierceness
that it was the fixed policy of the United States that the people of Puerto Rico were
free to choose any relationship with the United States that they wished: common-
wealth, statehood, independence.

Shortly thereafter I came to the Senate and am, now in my fourteenth year on
the Finance Committee. During this time I have recurrently found myself dealin
with matfers affecting Puerto Rico in the most direct and important ways. I think it
fair to say that my colleagues have assumed my interest in these matters reflects
the large number of Puerto Rican residents in New York State, which it surel
does. But it also reflects my experience at the United Nations and generally wit
the process of colonialization and decolonialization. For make no mistake: in the
first inctance Puerto Rico was the spoil of a colonial war. It became an American
colony. It has since evolved into much more than that, yet no one should doubt the
explosive nature of the original relationship.

oreover, I began to sense how precarious the sjtuation of Puerto Rico was in the
Congress. Puerto Rico had friends; it had no fully empowered member. A nonvoting
resident commissioner in the House; no one at all in the Senate. Thus, in November
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1984 the Reagan administration announced a wholesale revision of the Internal
Revenue Code. The first version, known as Treasury I, simply abolished Section 936
of the Code, the economic cornerstone of the whole development policy conceived by
Munoz and those of his time. We managed to block this; but only just. Treasury 1
was the work of the permanent government; it would be back. ;

This experience only confirmed my view that statehood would come sooner than
anyone seemed to think. I had presented this view in a speech on the Senate floor
the previous August.

Having known Luis Munoz Marin, and being a friend and admirer of so
many Puerto Rican leaders who carry on in his tradition, I must say that 1
have always assumed that this tradition views Commonwealth status as in-
terim, as transitional.

Temporary economic advantages can help re‘rare a society for statehood
but can never indefinitely outweigh the civil advantage of full citizenship,
which only statehood can confirm,

I look to a Puerto Rico that a%x;ears at our portals asserting that the obli-
gation of citizenship can never be fully met by a citizenship that is incom-
plete. In a word, I look to the day when a Puerto Rican sense of equality
will animate a sense of the shared responsibility of equals.

What I dread is a Puerto Rico coming to us in frustration and resentment
at what it considers unequal treatment, looking to statehood as a remedy
for grievances rather than a call to duty. Do these terms seem archalic,
idealized? Perhaps. Yet I believe they would be recognized by the founders
of this Republic, who have nothing to apologize for as regards to the real-
ism of their ideals.

I might add that on that occasion I was defending the right of Puerto Rico to re-
ceive back excise taxes paid on liquor produced there. Nothing new in this, The
slecgng bill enacted by the first Congress imposed a tariff on Caribbean rum. I con-
cluded:

I urge the Senate to give consideration to this measure, and especially
hope that it will come to the attention of our distinguished majority and
minority leaders, who will one day, they or their successors, stand on the
floor of this Senate and deal with the application by the Commonwealth of
Puerto Rico for entry into the American union, asking that a pledge repeat-

- edly made to the people of Puerto Rico be honored.

In the course of the years my views have not changed. They are known in Puerto
Rico, and ought to be made known in the present debate. But I would make an im-
portant point in this regard. I have no quarrel with commonwealth status. To the
contrary I have come to sense that to many of Munoz's time, and those who follow
him, commonwealth was not a way station, an interim period prior to statehood. It
was, to the contrary, the closest economically viable option to independence. Or at
least, it was something this side of absorption into the unjon of the mainland.

I respect that. Just as I respect those for whom independence is the only accepta-
ble outcome. My concern is that the process of making a viable choice should contin-

ue.

Leaving aside indegendence. where neither consideration arises, those who would
chftoge tbl:a'tween statehood and commonwealth status face a basic dilemma.

is this.

Statehood automatically brings a huge increase in social welfare benefits. By an
order of magnitude! Consider ugglementary Security Income. The current benefit
in the commonwealth is about $32 a month for the blind, disabled, and aged who
have insufficient Social Security or other benefits. The day statehood becomes effec-
tive, this benefit rises to $386, a tenfold increase, thereafter automatically indexed
to inflation. Similar results occur across what is now a very wide range of programs.
In the 19508 and later these benefits in the United States either did not exist or
varied greatly from state to state. In the past 30 years, however, we have more and
more tended to national benefit standards.

The impact of statehood on perhaps half the population of the island would be
instantaneous and profound. And yet, at the same time; statehood means the loss of
Section 936 benefits to industry, such that the economy loses a stimulus which has
been absolutely central to economic growth in the past two generations. (Section
%3}16,.l 'inc'lden)tal y, was a program begun in the 1920s to encourage investment in the

ilippines.

By contrast, commonwealth status retains—for a period at least—the economic
stimulus of Section 936. But it probably means a continued low level of social wel-
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fare benefits. And the absence of a considerable range of Federal taxes. Given those
perplexities, I would offer a number of suggestions.

First of all, the executive branch and the Congress have got to undertake as much
analysis as the remaining time allows. With no intent to criticize, I must state that
some of the departments of the executive branch have been fair to mute on this
subject. The Treasury, at least, has come before us and “endorsed” S. 712 as report-
ed out by the Energy Committee, and offered a number of suggestions and reserva-
tions. Other departments with programs affected have simply come up here with no
views and less data.

Second, the parties in Puerto Rico should try to avoid taking positions that cause
anxieties here in the Congress. Those supporting statehood should be most careful
about advertising its welfare attractions. Members of Congress altogether friendly to
the people of Puerto Rico—they are, after all, our fellow citizens—could very well
not wish them to fall into the “welfare trap,” as it is called, and not without reason,
Take the Food Stamp program, as an example. This began in early 1975. By 1982
fully 60 percent of the Puerto Rican population was receiving food stamps. This cost
the Federal Government some $.9 billion a year. But what did it cost the people of
Puerto Rico? I have to report that my impression from travels in the interior that it
virtually destroyed Puerto Rican agriculture. As is well known, the Congress there-
upon cut back on the program.

Similarly, those supporting continued commonwealth status should take great
care that the present seeming preference for statehood, as reflected in opinion polls,
not persuade them that the best course is to put off a plebiscite. It is now common
to read of this in the Puerto Rican press. I would presume to su%gest, for example,
that there is no reason the House of Representatives should be waiting on the
Senate for a bill. .

Let them write their own bill, and we will go to conference with them, This is the
normal way in which we do business. One could wish that voices were heard in San
Juan asking why the House seems to be running out the clock, For there will be no
winners in such an eventuality, or at all events, that is my view. As for “enhanced”
commonwealth status, that is surely a matter the Finance Committee will want to
consider. I will make proposals. I hope others will do so as well. “But time presses.

In the end, the great issues involved here are civie, not economic. Do the people of
Puerto Rico wish to become Americans? For that is what statehood ineluctably im-
plies. That is what statehood brings. Or do they wish to retain a separate identity?
Of, but not in, the American union. This could be a perfectly intelligent choice, and
of course, the option of eventual statehood or independence remains,

But to say again, the Congress must act. It is almost a century now since William
Graham Sumner composed his bitter epitaph on the Spanish American War enti-
tled, “The Conquest of the United States by Spain.” His thesis, of course, was that
by entering the colonial lists, we would become like other imperial nations, and
suffer all their decadence and decline. Well, that hasn't happened. But we won't
know until it is made perfectly clear that our offer to Puerto Rico of choice is in fact
a fair-minded and efficacious offer. Which is to say, an offer which will shortly issue
in an actual choice being made.

I ask that two important editorials, one from The New York Times, the other from
The Washington Post, be appended to this statement.
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‘The 51st and 52d States

Let Puerto Ricans Decide Their Fate, but Fairly

unh Pumols‘lvio s not Amnﬁ&u?p:&n b:n Iis
appy with (s status as & ly com-
monwealth. An overwheiming
lton Islanders are agreed that they

But as Congress (s learning, agreement stops thers,
What adds to the perplexity is a paralle! but uare-
gt&dmulmwmm 10 the District of

ol

m|

A Senate bill supported by the Bush Adminis-
tration would offer rto Ricans a chance (o
chouse, by a binding vote next year, statehood, im-
proved commonwealth status or independence. The
problem s to assure a {air choics. If one or another
side has plausible reasons for charging bed faith,
the referendum could prolong the argument K is
meant (o end, '

Polls for the first time show & narrow ma,
ol Puerto Ricans now lavors statehood. As sent
ment has shifted, so has the tone of & longstanding
debate. Statshood supporters now Join with advo-
cates of inde; in dec colonialism,
Those clamoring for commonwealth
status contend that the Senate bill Is (rontioaded un-
{airly in favor of statehood.

argument sp from a complicated his-

tory. The U.S. acquired Puerto Rico rom Spain al
most incidentally in 1900, In 1917, Puerto Ricans be-
came U.S, citizens, but not until 1947 did they electa
Governor, Five years later, Congress approved an
Ingenious commonwealth arrangement, giving a
Spanish-speaking island home rule and exemption
from Federal taxes but no vote in Federal elections.

Economically, the plan made sense. Using an
additional tax break known as Section 936 of the
revenue code, Puerto Rico has provided generous
incentives for mainland investors, But politically,
the island has been virtually a ward of Congress,

majority of 3.3 mil- '
want changs.

without the clout it would wield with two senators
“l!.l'I six or seven representatives, pius a Presiden.

yote, *

This sense of belng second-class citizens has

given potent impetus o the statehood campaign. As
stal sentiment has waxed, so has uncertainty
about Puerto Rico's lax exemptions, clu:l:s invest.
ors (0 hold back. To end the debate once and for al),
Gov. Rafael Hernandez Colon, a commonwealth ad-
vocate, proposed & binding referendum.
" But he now faults the Senate bill as “terridbly,
dangerously unbalanced.” It would phasa in Fed.
eral taxes and phase out Section 036 over lour years,
Meanwhile, says the Congressional Budget Office,
statehood could cost other U.S. taxpayers as much
as $0.4 billion in additional Federal socia| spending;
more hall the Lsland's population remains
below the national poverty line.

A very different view is taken by former Gov.
Carios Romero Barceld, a statehood proponent. He
persuasively cites similar preferential treatment

ranted other incoming states. Congress can re-
ress the balance by rewording the commonwealth
choice to glve Hs proponents more of what they
seek: an increased international role, an open port
for air carriers, a voice in Federal appointments
and jurisdiction over natural resources.
t I8 unargusble and hundamental is Puerto
Rico's right to sell-determination. The choice s pri-
marily between two forms of association with the
United States. Even the minority favoring inde.
pendence relies on reason rather than passion. Con-
’ms can reciprocate by specitying clearly and
alrly what Puerto Ricans can expect, whichever
way they vote,

.
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@u;e {Dashington mm

AN INDEPENDENT NEWSI’APBR

Puerto chan Statehood

GAME IS belng J’hyed in & mostly indifferent
Congreu wilh le and the future of
the.recurrent one in
hland polan o( uulehood or Independence versus
t mixed status of commonwealth,

fast election on the lajand in 1988 was won by

“ the oomlmnweelth party, but it was closs, In hopes
S the t thelr
g #

mtehood sdvocates
i conimonwealthers to uk Congress to autho-
.rize 8 binding. reférendum. Puerto Ricans
. choose smong the three broad relationships with the
United Sutee, and Congreas would agree in advance
ve elfect to the result,
other Puerto Rican parties also supported the
. Idea, ndld the administration, on record as favoring
came the problem, whkh pcntsls.

" 'Thé  Senate Energy and Natursl Resotirces Commit-
' tee rightly realsted, on grounds that the voters
should know wha Hheywerevotlngfor.nutlhe
committes then produced a seriously
. tited sharply in favor of eu\lehood 1'he Iegislatkm
* front-loaded the statehood option by providing that

stalus jssue awa, lromlhel - dependent on & special

, the ., exempting from tax naunmaus.

lnuod wanted |o leave lhem vague,’

pen bill,

Now the %1rmml Budget Office has done [}
study of the likely economic effects of statelood as
outlined in the committee bill, Fxom whal mlsht be
called & wellare lundpoh! the Isla

(and the Treasury lose), Denefits wouldm not
carlier than laxes, but as much as $2 billion to S:!
billion a year more, But the Puerto Rican economny s
special provision in the U.S, tax code

companjes that hvut there. As a condi

would 'emehood the exemptbn would ba phased out, CBO

w‘yn would mean loss of jobs and alcula(cs that

hin 10 years this loss on the m d be

E;eater than the gain in benefits, Puerto Rlco would
more dependent and worse off,

“mm the Finance Committee,

the CBO aludy. Finance,

over taxes and many benefit

adted\dedtolnldﬂuﬁngtlusweek.

whldlha

l;% Agriculture Committee, whkh

over the food slamp progtam matnsay,
must llaobe!mrd(rombdoreu;eleghhumang:
to the floor, Then the whole process would have (o

repeated {n the House, There lan't time, and trere.

Tie m'snmm Posr

'forethétebn‘lld(’:l{lobelbul The way the idea

benefits woukl g0 l:j) right away and taxes only later, . has been abused a thus far, that would be
Oplnion on and picked up sn Inmﬂit'"'e merciful result. But in meanUme the people of
_ pro-stat ! Puerto Rico have been badly ed around, '

PREPARFD STATEMENT OF JOSE R. OyoLA
INTRODUCTION

The experience of previous U.S. territories has been that statehood creates a new
economic environment in which the sizable gains to the majority of the people are
greater than I he losses of a few in the territory. Thus, statehood should not be
viewed solely as a budget neutral o%hon in which the takes collected from a few tag-
subsidized 936 corporations would be at least equal to the Federal entitlements to
the poor residents of Puerto Rico.

The private sector of the economy would be a major _beneficiary of a change in the

litical status. Profitable opportunities would arise to make the new State of

uerto Rico a preferred locati%n for entrepreneurs and investors who have shunned
the island as a commonwealth. The resulting Federal revenues from the booming
private economy under statehood are hard to quantify but are not less certain than
the numbers that would be presented to the members of this Committee as '‘quanti-
fiable estimates.”

TOURISM

Tourism would become a leading industry in Puerto Rico, like in the state of
Hawaii. Unlike manufacturing, tourism does not need Federal tax subsidies to at-
tract investors to Puerto Rico. Also, tourism does not generate tonic wastes and de-
pends primarily upon indigenous, non-exhausting resources: a year-round warm cli-
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mate, outstanding natural scenery, a hospitable people with a distinctive culture,
and a well-developed communications & transportation infrastructure.

Tourism is a big industry in Hawaii and a minor industry in Puerto Rico. Accord-
ing to the 1986 Data Book published by the Department of Planning of Hawaii there
are thirteen times more hotel units and four times more hotel employees in Hawaii
than in Puerto Rico. In 1986 there were 8,913 hotel emplorees in Puerto Rico, and
83,067 employees in Hawaii. Also, Hawaii had 66,000 hotel units in 1986, of which
12,000 units have been constructed since 1980, In Puerto Rico the number of tourist
hotel rooms fluctuated around 6,000 units during the 1980-1989 decade.

Why would the tourism industry achieve a quantum leap under statehood The
current commonwealth status has two drawbacks: first, most potential U.S. tourists
consider Puerto Rico as a foreign location, not as part of the United States. Also,
most U.S. tourists to the commonwealth come from a limited number of northeast-
ern states in which direct air service is available.

Under statehood two factors would work together to increase the number of tour-
ists from all of the United States: the massive gublicity surrounding Puerto Rico's
entrance into the Union would change in a fundamental way the perception of the
island as a tourism site for 200 million U.S. citizens. This would be coupled with
additional direct flights to Puerto Rico from the other mainland states.

The infrastructure necessary to achieve a tripling of the size of the tourism indus.
try during the first. ten years of statehood is already in place. Our international
airport is the hub of the Caribbean of American Airlines, and serves more than 20
airlines (see appendix 1). The former Ramsey Air Force base in the northwest
corner can accommodate the largest {et aircrafts and would serve as the main tour-
ist entry to the western part of the island.

Another critical element already in place is current hotel investments. The states
of Hawaii and Puerto Rico would share in common the Japanese investors who have
specialized in financing, constructing and managing megahotels. Two ongoing
Brojects show the existing commitment of Jupanese investors to developing hotels in

uerto Rico. First, the $1 billion Costa Isabela, which will be the largest hotel resort
in the Caribbean. This is a 2,600-acre complex, with five golf courses, 36 tennis
courts, 2,000 hote} rooms and 8,000 employees (see appendix 1),

Another current hotel project has been started by Kumagai Gumi Company Ltd,
The former Conquistador Hotel in the eastern town of Fajardo will be transformed
into a tourist and residential complex with a 750-room hotel, 200 condominiums, a
recreation club, a golf course, spa, and 10,000-square-feet of swimming pools and
fountains at a cost of $162 million.

The following table contains a forecast for the tourism industry under statehood
until the year 2000. Total jobs generated by the tourism indust: would triple from
67,000 in 1988 to 160,000 in the year 2000. This increase woulJ be sustained bly a
three-fold increase in the number of rooms from 7,580 to 20,000 in the same period.
The 150,000 jobs generated by the tourism industry would be enough to compensate
ghe lfa_cé:t of growth in manufacturing jobs caused by the phaseout of Section 936 tax

enefits.

o Commotweath | Sutehod
1960 | 1970 1980 1935 1988 1995 2000
Demographics

Total POPUIBLION .cvvvervvreconvrsnsrssemnessnnnee] 2,340,000 | 2,710,000 | 3,184,000 | 3,280,000 | 3,297,000 | 3,485,308 | 3,614,002
Population, 16 years and over................ =4 1,383,000 | 1,718,000 | 2,094,000 | 2,283,000 |2,321 ,088 | 2,519,878 | 2,649,063
In labor force. 625,000 | 765,000 { 907,000 | 964,000 | 1,058,416 | 1,259,939 | 1,404,004
Employed 543,000 | 986,000 | 753,000 | 758,000 | 899,654 |1,108,746 | 1,263,603
Unemployed 82,000 | 79,000 | 154,000 206,000 | 158,762 | 151,193 140,400
Outside 13DOF fO1CO .....ccsrucvsserissssssisinnes 758,000 | 953,000 { 1,187,000 | 1,319,000 | 1,262,672 | 1,259,939 | 1,245,060
16 years and over, percent of population.... 59.1 634 65.8 69.6 704 123 133

52% ] a5% | 433% | 422% | 456%| 500%| 53.0%

Participation rate
13.1% 10.3% 170% |  21.4% 16.0% 12.0% 10.0%

Unemployment rate....
Tourism Sector

Jobs (thousands):
In hotels 9 8 9 18 25
In tourism Industry. 43 42 51 13 150
Total number of jobs 153 158 899 1108 1263
Tourism/Total 5.7% 5.5% 63% | 102%| 11.9%

VISHOTS (1HOUSBNGS)..........comrrrmeme T 51" Toss | 167! 155 20m1 36731 5269
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Commonwealth Statehood
1960 1970 1980 1935 1988 1995 2000

58.1 2354 615.0 7227 10350 21976 34160
$167 $216 $378 $468 $498 $598 $648

Expenditures ($ million) ....
Expenditures/visitor ($)

Rooms 2,309 1116 9,619 1,102 7,580 | 15000 20,000
Hotels (tourist & others)...........cceeed] 2,309 1.116 9,415 7420 7079 14,000 19,500
Country inns (“paradores”) ................... 0 0 204 282 501 1,000 1,500

Source of historical statistics. Planning Board Commonwealth of Puerto Rico.

POPULATION

Statehood would change the fortunes of thousands in and out of Puerto Rico, lead-
ing to big {)opulation movements. A look at what happened with the population of
Hawaii will help us to discern what could happen if we become a state.

Current population estimates show that mainland Puerto Ricans now number 2.3
million ané’ in Puerto Rico there are 3.3 million inhabitants. What would be their
fate if Puerto Rico becomes the 51st state? How many mainland residents would
come back and how many would leave the island? These are crucial questions that
can change the estimates of Federal costs and benefits from statehood. Statehood
brings economic progress, and progress attracts people. The population of Hawaii
increased 52 percent since it became a state, while Puerto Rico’s population in-
creased 36 percent in the same period.

Hawali Puerto Rico

+ 332,000 + 485,000
(+452%) (+36%)

Population change,
from 1960 to 1980

TOWal PEISONS, 1980.......vcccrvrecivvririinicsiisiees st et sassis s sssass s ssesssassssss e e 965,000 3,197,000
BOIN i SLA1e Of TRSIBRNCE .....v..vvvcovecvoearrerrcessvecssiss s ssssiss s s e 58% 90%
Born in different state.... 26% 6%
Born in Asia.......... 11% 0.1%
BOI CISBWREIE ..........coovvrrceeicessccssi i missessssssss et e 5% 3.9%

As a result of the influx of people from Asia and the thousands of military person-
nel stationed in its bases, only 58 percent of Hawaii's residents in 980 were born
there. By contrast, 90 percent of Puerto Rico’s population in 1980 was born here.

People born in the other states comprised 26% of the population of Hawaii and
only 6% of Puerto Rico’s population. People born in foreign countries represented
11% of Hawaii’s population and only ‘4% in Puerto Rico.

Migration and independence. The CBO Report dated April, 1990 contains a fright-
ful list of negative developments in the Republic of Puerto Rico, including wage de-
flation, skyrocketing interest rates and balance-of-payments difficulties. Under this
scenario it is probable that thousands of U.S. citizens who live in Puerto Rico would
choose to leave the island, and that there would be a massive migration to New
York, New Jersey, Massachusetts and other states with large Puerto Rican commu-
nities. In this case, the U.S. Treasury would end up paying entitlement benefits to
the low-income families who migrate, but it would not be able to collect ederal
taxes in the Republic of Puerto Rico.

ESTIMATES OF FEDERAL OUTLAYS

This report shows the Federal revenues and spending under each status. These
estimates are preliminary and subject to high variances. S. 712 is not the usual
spending or tax bill amenable to simple estimation rules. A whole territory with 3.3
million individuals would be incorporated as a new state, and many unquantifiable
factors would determine the final impact of S. 712 on future Federal budgets.

What is the agpropriate length of time to make revenue and expenditure pro{ec-
tions in S. 712? One decade would seem to be an appropriate length of time to allow
adjustments in population and in the economic sectors to the new tax environment
under statehood or independence,

The Congressional Budget Office already grovided estimates of the Federal out-
lays for each option in a memo dated September 6, 1989. Two points are worth men-
tioning about these estimates: first, the estimates are incremental costs, with the
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existing commonwealth status used as the baseline. An unwary reader could con-
clude wrongly that the enhanced commonwealth status is costless. In fact, according
to the U.S. Bureau of Census, Federal expenditures under the commonwealth status
were $6.2 billion in Fiscal Year 1988.

In addition to $6.2 billion in direct Federal expenditures the commonwealth status
costs $2.1 billion in tax expenditures, according to the 1991 U.S. Budget’s list of tax
expenditures. These foregone taxes represent the Federal tax savings of U.S. corpo-
rations in Puerto Rico that operate under L.R.C. Section 936.

The commonuwealth status, therefore, entails more than $8 billion in Federal ex-
penditures and foregone Federal taxes per year. This permanent financial drain,
which the members of Congress need to be aware of in order to assess the total
budgetary impact of the three status options, must be taken into consideration when
analyzing the incremental cost provided in the CBO Report.

The second weakness of the CBO report is that the time period allowed is only
four years, from 1992 to 1995. The total impact on the Federal budget of S. 712 is
highly sensitive to the length of period because the U.S. Treasury would not receive
any revenues under statehood until 1995. Also, it would be unwise to make a deci-
sion to incorporate a territory forever into the union based on the budgetary impact
during the first four years of statehood.

COST TO THE FEDERAL GOVERNMENT OF THE COMMONWEALTH STATUS—FISCAL YEAR 1988

Thousands of
dotlars

Tl 6,231,000
Grants to Commonwealth Government..... .| 2,389,811
Direct Federal Payments to Individuals.... 1 2,906,940

Federal Government Procurement Contracts 382,909
Federal Salaries & Wages. ................. 489,740
Other Expenditure Prog r:. .. 61,600
Loan and Insurance Programs 703,263

Source: Federal Expenditures by State for Fiscal Year 1988, Bureau of Census, US. Department of Commerce, March, 1989.

Revenue and Expenditure Estimates from 1991 to 2000. The next table provides
estimates of Federal revenues and outlays for the three status options. These esti-
n;)ates do not include Federal spending common to all status options. The table
shows:

(a) Federal expenditures under commonwealth status from 1991 to 2000. In
1988 Federal expenditures in the commonwealth were $6.2 billion. This figure is
adjusted by subtracting Federal spending common to all the status options, and
applying a 5 percent annual inflation factor. Estimates for 1992 are §‘$.7 billion,
increasing to $5.5 billion in the year 2000;

(b) Federal expenditures under statehood, which would increase from $5.4 bil-
lion in 1992 to $8.6 billion in the year 2000, These estimates were obtained by
adding the incremental costs derived by CBO to the costs of the enhanced com-
monwealth status.

{¢) Revenue estimates for each option. Only under statehood would the U.S.
Treasury collect significant revenues in Puerto Rico. The estimate of Federal
income taxes in Puerto Rico for 1987 is $582 million. A 5 percent annual com-
pounding factor would raise individual income taxes to $348 million in 1991 and
to $1.2 billion in year 2000.

This is a reasonabye estimate, since more than $1 billion is now legally excluded
from taxes under commonwealth law, but would be taxable under statehood.

Corporate income taxes would bring in $2.4 billion in 1996 and $4.5 billion in the
ggar 2000. These estimates increase rapidly due to the 5-year phaseout of Section

6.

The cumulative cost of the commonwealth status from 1992 to 2000 would be
$40.7 billion in net expenditures plus $26.8 billion in tax expenditures due to Sec-
tion 936. Statehood, on the other hand, would represent $41.7 billion in outlays from
1992 to the year 2000, or $1 billion more than commonwealth. The U.S. Treasury,
however, would be able to reduce its tax expenditures due to Section 936 from $26.8
billion to $12.6 billion.

The cost of the Statehood status, including savings on tax expenditures is $13.3
billion less than enhanced commonwealth.



Puerto Rico Status Referendum Act

1991
STATEHOOD
Estimated Qutlays **** -—=
Total Revenue -—
individual income tax -
Corporate income tax
Phaseout of Section 936
Tax on Puerto Rican firms ---
Other taxes
Net Revénues -
936 tax expenditure -——
Net Revenue + Tax Expenditure

INDEPENDENCE :
Estimated Qutlays***** -
Total Revenue
Net Revenues -

ENHANCED COMMONWEALTH
Estimated Outlays™** .
Total Revenue : !
Net Revenues

936 tax expenditure

Net Revenue + Tax Expenditure

* Amount less than $S million.
** Unknown.

Federal Revenues, Outlays and Tax Expenditures, 1992-2000

1992 1993 1994
5,400 5.693 6.627
0 0 0
0 0 0
0 "o 0
0 0 0
% L2 2 -

-5400 -5693 -6627
-2510 -2610 -2710

-7910 -8303

1995

7.520
0
0

0

0

- %
-7520
-2910

-9337 -10430

3524 3373 3,267 3,170
* * * *

-3524 -3373 -3267

3,724 3

»*

873 4,067
» x

-3724 -3873 -4067
-2510 -2610 -2710
-6234 -6483 -6777

% Excludes Social Security ($1,852 million), Veterans payments ($265 million
. Federal sala~ies & wages { $490 million}, and Procurement€ $383 million). Figures ir ( ) are 1988 outlavs.
%x%# Statehood = Enhanced commonwealth status + CBO incremental costs
*xxs% |ndependence = Enhanced commenwealth status + CBO incremental costs

-3170

4,270
*

-4270
-2910
-7180

1996

7.644
3.376
948

1,806
622
*
-4267
-1204
-5471

*%

*

4.484
*

-4484
-3010
-7494

1997

7.868
4.274
995

2,488
790
-3594
-622
-4216

* %

-

4,708

%*
-4708
-3110
-7818

1998 1939
8,103 8.350
5,262 $.,475
1,045 1,108
3,210 3310
1,006 1,057
> -
-2842 -2876
o o
-2842 -2876
* ¥
* *
* ¥ >

4,943 __ 5.190
- *

-4943 -5190
-3210 -3310
-8153 -8500

2000

8,610
5.726
1.185

3,410
1,131

-2884

-2884

>

5,450
*

-5450
-3410
~8860

), Federal Retirement and Disability ($ 145 million),

Cumulative
92-2000
65,816
24,112
5.282

14,224
4,606

-41704
-12566
-54270

=

*

-1333S

40.71D
>

-40710
-26790
-67500

011
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Costa Isabela developers hope to start buuldmg by May

The 2.500-acre complex, located on two
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it will employ 3.000 people.
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PRrEPARED STATEMENT OF ROBERT D. REISCHAUER

Mr. Chairman, I am pleased to appear before the Committee to discuss the Con-
gressional Budget Office’s (CBO’s) analysis of the possible impact of S. 712 on the
Puerto Rican economy and the Federal budget. The bill provides for a referendum
in which the citizens of Puerto Rico would choose between three options: an en-
hanced version of commonwealth; statehood; or independence.

The economic impact of the enhanced commonwealth option seems relatively un-
controversial: the enhancements that are contained in S. 712 are likely to benefit
the island, but perhaps by only a small amount. The economic effects of the other
options—statehood and independence—are likely to be far more significant, but are
also complicated, uncertain, and quite controversial.

If Puerto Rico’s political status was changed to that of a state or an independent
republic, the island could experience significant economic changes. These possible
changes could involve the amounts of funds flowing between the island and the Fed-
eral government; the tax treatment of firms in Puerto Rico; the way Puerto Rico is
perceived by outsiders and its own citizens; and seemingly small, but nevertheless
consequential, changes in legal provisions governing such matters as trade, ship-
ping, and international tax relations.

In developing quantitative assessments of the likely economic impact of changes
in Puerto Rico’s status, CBO has been able to estimate only some of these possible
effects. CBO’s approach has been to quantify those effects that it can, given the
state of economics, while noting the unquantifiable possibilities of which it is aware.

My statement today will cover the following topics:

» The role of tax preferences in the Puerto Rican economy;

* The potential economic effects of statehood; and

* The potential economic effects of independence.

THE ROLE OF TAX PREFERENCES IN THE PUERTO RICAN ECONOMY

Much of Puerto Rico’s postwar development reflects the complementary roles of
Federal and Puerto Rican tax preferences. This is especially true of the manufactur-
ing sector. Since 1948, Puerto Rico has largely exempted ti:e profits of all manufac-
turers from tax. Since 1921, Federal tax provisions have, in effect, fully or partially
exempted from tax the profits of qualified U.S. corporations operating in U.S. terri-
torial possessions, This provision is known today, in amended form, as Section 936 of
the Internal Revenue Code. In order to qualify for the tax advantage, ‘“‘Section 936
firms” are usually organized as wholly owned U.S. subsidiaries of mainland parents.

The Puerto Rican economy has undergone a dramatic change under the Federal
and local tax preferences. The economy has been transformed from one based on
agriculture to one based on manufacturing as well as on government, construction,
and services. Today, manufacturing concerns employ about 17 percent of Puerto
Rico’s work force, compared with about 7 percent in 1950. Section 936 firms employ
over 10 percent of the work force.

Initially, labor-intensive industries, such as textiles, apparel, and leather goods,
dominated the manufacturing sector. But such industries have been leaving the
island for countries with lower wages. The pattern of expansion has shifted to such
high-technology, capital-intensive industries as pharmaceuticals, electronics, and sci-
entific instruments. -

This concentration of industries reflects the incentives of Section 936. As a profit
subsidy, Section 936 is more attractive to capital-intensive than to labor-intensive
firms. Even more, however, Section 936 offers a unique tax opportunity for corpora-
tions that generate income from intangible assets, such as patents or trademarks.
To the extent that the tax code allows, firms seek to transfer intangible assets to
subsidiaries in low-tax jurisdictions like Puerto Rico. The cost of the intangible ap-
pears on the parent’s books on the U.S. mainland, where the tax deduction is valua-
blet; t-h‘i income of the intangible appears on the subsidiary’s books, where the tax
rate is low.

Some types of corporations are well suited to take advantage of such opportunities
to shield income from tax. These firms usually have devéloped intangible assets
through expenditures for marketing or research and development. These companies
produce a product that is easily transported and requires a mass-production stage in
light industry. These considerations explain why Section 936 activity in Puerto Rico
is dominated by such industries as pharmaceuticals, electronics, and scientific in-
struments—industries whose firms often have subsidiaries in several foreign loca-
tions. Most of their output is exported to the mainland.
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Potential Effects of Losing Section 936 Tax Benefits

CBO concluded that Puerto Rico would grow more slowly under statehood because
statehood would imply the loss of Section 936 tax benefits. CBO_agsumed that Sec-
tion 936 benefits would continue under commonwealth status. Losing that tax ad-
vantage would leave Puerto Rico at a cost disadvantage relative to other locations.
The after-tax rate of return on existing investments on the island would fail. Firms
that found themselves earning less than a normal after-tax rate of return would be
likely to curtail investment there or relocate their production.

CBO's calculations suggest that, under statehood, the reported after-tax rate of
return would fall by about nine percentage points for the average Section 936 manu-
facturer. It would fall by about eleven percentage points for firms in the chemicals,
electronics, and instruments industries, that together represent about three-quar-
ters of all Section 936 capital. These are substantial reductions; they are close to the
overall operating rates of return that corporations earn on the U.S. mainland.

For many firms, location in a low-tax foreign location could offer a significant tax
advantage over Puerto Rico under statehood. By some estimates, over half the tax
loss that statehood would imply might be recouped by relocating in a low-tax for-
eign jurisdiction. This possibility arises because deferral of U.S. tax on foreign-
source profits reduces the effective tax rate on such profits. In principle, deferral
applies only to tangible income, but U.S. firms operating abroad generally can use
legal and accounting arrangements to shield significant amounts of intangible
income from current U.S. tax.

CBO expects that Section 936 firms would be sensitive to loss of tax benefits. Sec-
tion 936 firms must file commitments with the Puerto Rican government to create
jobs in order to qualify their investment projects for exemption from Puerto Rican
taxes. In the past, such job commitments have fallen sharply when news of possible
changes in Section 936 provisions has been announced. These declines have occurred
even when commitments by local firms have changed little. Section 936 commit-
ments have once again fallen sharply during the current discussion of changing
Puerto Rico’s status. An actual change in status would probably reduce commit-
ments and investment even further. In addition, Section 936 firms have demonstrat-
ed their sensitivity to tax and cost conditions by their initial decision to locate in
Puerto Rico, by their many overseas operations, and by their tendency to leave
Puerto Rico when costs become unfavorable.

Firms are more likely to reduce investment than to relocate. Moving existing
assets and production to a new location involves costs that do not apply when con-
sidering possible locations for expanded production. Beyond their investment in
fixed capital, going concerns in Puerto Rico have already trained their staff, orga-
nized their supply and distribution networks, and developed relations with local
unions and government organizations. The costs of such efforts would have to be
incurred again if a firm moved to a new location. )

Arguments Suggesting that Investment Would Remain Strong Under Statehood.
Several arguments have been advanced that Section 936 firms might not reduce
their investment significantly if Puerto Rico were to become a state. But CBO did
not incorporate these arguments into its analysis. In some cases CBO was uncon-.
vinced by the logic or evidence; in other cases, CBO did not have the time or re-
sources to undertake the required analysis.

The first argument states that Section 936 corporations would remain profitable
even after additional tax was imposed because they have such high before-tax profit
margins. But these high reported profits are more apparent than real because they
reflect the incentives provided by Section 936 firms to make their costs appear on
the U.S. parent’s books and their income (especially intangible income) appear on
the Puerto Rican subsidiary’s books. These returns to intangibles would accrue
wherever production takes place, so they would not affect the decision on location in
the absence of tax considerations.

The second argument states that new job commitments do not appear to have
slowed when rules about the reporting of intangible income were tightened in 1982
and 1986. But the tightened rules merely reduced, and did not eliminate, the unique
tax advantage provided by Section 936. They left Puerto Rico with a significant tax
advantage over alternative locations. Moreover, it is difficult to separate the effect
of these rules changes from the effect of the general business cycle.

The third argument states that Puerto Rico might still offer cost advantages
under statehood com(rared with other locations. For some—but not all—firms and
operations, this would be true. But a full comparison of the costs of each firm calcu-
lated for each feasible location is well beyond CBO's capabilities.
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POTENTIAL ECONOMIC EFFECTS OF STATEHOOD

Proponents of statehood argue that the dominant effects would be positive. Admis-
sion to the Union would bring with it greater visibility and reduced uncertainty
over Puerto Rico’s status. As a result, outsiders would be more aware of the oppor-
tunities the island offers for tourism, investment, and trade with the remainder of
Latin America. Proponents also argue that the increase in Federal transfer pay-
ments (less new taxes) that the island would receive under statehood would stimu-
late its economy. At the same time, all observers acknowledge that statehood would
bring with it serious economic impediments, such as loss of Federal tax benefits for
investment on the island, imposition of Federal taxes on Puerto Ricans, and poten-
tially restrictive fiscal policies by the Puerto Rican government.

While many economic consequences of statehood could be significant, CBO has
quantified only two: the change in net Federal transfers; and the reduction in in-
vestment by Section 936 corporations. Other effects discussed earlier may be signifi-
cant, but there is little basis for estimating their magnitude.

The features of statehood that CBO can quantify suggest, on balance, reduced
growth prospects for the rest of the century. Overall, from 1992 to 2000, average
annual growth in Puerto Rico’s real (inflation-adjusted) gross product (GNP) might
be slower by about one to two percentage points than under current status. This
translates into real GNP that would be 10 percent to 15 percent lower by 2000 than
it might otherwise have been. The decline in real GNP would reduce Federal tax
revenues and increase Federal spending in Puerto Rico. CBO does not have an esti-
mate of the response of Federal tax revenues to lower GNP. The Joint Committee
on Taxation is responsible for estimating the revenue effects of S. 712. As discussed
later, Federal spending in Puerto Rico would increase by an estimated $0.3 billion to
$0.6 billion in 2000 as a result of the economic changes. This is in addition to the
estimated $3.6 billion increase in 2000 that statehood would imply in the absence of
economic changes. A good deal of uncertainty surrounds all these estimates, suggest-
ing that they should be regarded only as rough guides to the magnitudes involved.

Changes in Net Federal Transfers to Puerto Rico

Under statehood, net Federal transfers to Puerto Rico would increase. Individuals
would become eligible for full Federal entitlements on the date of Puerto Rico’s ad-
mission to the Union, assumed to be October 1, 1992. Puerto Rican individuals and
corporations would become liable for Federal taxes beginning in 1994, but these
taxes would be remitted to the Puerto Rican Treasury in 1994 and 1995. All Federal
excise taxes would be imposed, but the taxes collected would be remitted to Puerto
Rico through 1998. After 1998, the U.S. Treasury would not remit any tax collec-
tions to Puerto Rico.

In the absence of economic effects, these changes would increase net Federal flows
to the island by about $18 billion over the 1992-2000 period (see Table 1). Other
things being equal, tax collections from Section 936 firms would also increase, but
they are not included in this estimate. Those taxes reduce the income of mainland-
grs, ra(tiher than islanders. Therefore, they do not affect Puerto Rican aggregate

emand.

These changes might have two types of effect. First, the net increase in Federal
flows would increase aggregate demand on the island and stimulate the Puerto
Rican economy. Second, they might affect the supply of labor on the island and mi-
gration between the island and the mainland. CBO is unable to quantify the second
effect, but believes that its inclusion would not significantly alter the results.

Reduced Investment by Section 936 Firms

Section 936 benefits would be phased out under statehood. In 1994, a Section 936
firm would receive only 80 percent of the credit it would otherwise receive, 60 per-
cent in 1995, 40 percent in 1996, 20 percent in 1997, and no credit thereafter.
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Table 1.—ASSUMED STATIC CHANGES IN FEDERAL EXPENDITURES AND REVENUES FROM LOCAL
SOURCES AS A RESULT OF STATEHOOD

{In millions of dollars, by United States fiscal year) .
Total
Change 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 00"
2
Change in total spending.............ccooscoce 1,666 | 1,810 | 2,550 | 2,950 | 3,068 | 3,191 | 3,318 | 3,451 | 3,589 | 25,593
Change in Revenues from Local
Sources: *
New excise taxes 0 0 0 0 0 0 0] 395 414 809
Customs duties. 0 0 0 0 0 0 0] 183| 111 334
Rum excise tax 0 0 0 0 0 0 0 265 268 533
Personal tax.......... 0 0] 16 10 939 739) 773 809 846 3,879
Tax on loca! corporations..... 0 0 0 0i 274 471 A95| 519 545] 2,304
Total change in focal source reve-
TUBS ¥ ovvevisevesecensnrescssssnenensensss 0| 163 10| 813) 1,210 | 1,268 1 2,151 | 2,244 | 7,859
Change in net transfers to Puerto Rico *.| 1,666 | 1,810 | 2,387 | 2,940 | 2,255 | 1,981 | 2,050 | 1,300 | 1,345 17,734

! Excluding increased tax collections from Section 936 corporations.

Sources: Congressional Budget Office; Department of the Treasury. ‘ ) . )

Note: Revenue ﬁ}ures are expressed as net of remission of Federal collections to the Puerto Rican Treasury. The earned income tax credit is
netted from personal tax, rather than appearing separately in expenditures. Beyond 1995, expenditure figures were assumed to grow al 4 perent 2
¥eal. For more detail, see Congressional Budget Office, “Background Materials on the Costs of the Puerlo Rico Status Referendum Act” fiov. 5,
989, processed); and Testimony of Kenneth Gideon, Assistant Secretary of the Treasury, before the Senate Commitiee on Finance, Hiv. 14, 1989,

As 1 have already suggested, firms would probably reduce their investment in
Puerto Rico substantially in response to losing Section 936 benefits. The reduced in-
vestment would directly reduce aggregate demand on the island and would ulti-
matek reduce the island’s capacity to produce.

CB( can make only a crude estimate of the extent to which Section 936 firms
would reduce their scale of operations under statehood. As was noted earlier, loss of
Section 936 benefits is more likely to discourage new investment than it is to lead
firms to leave outright. But some firms would leave Puerto Rico even under current
commonwealth status. Such attrition is normally more than offset by expansion of
existing firms and entrance of new firms. CBO assumed that attrition would contin-
ue at its historical rate, but that the remaining firms would invest only enough to
maintain their real stock of capital. This allows the possibility that more firms
{)ni]ght exit while others entered or expanded, but supposes that the effects would

alance.

The investment path described would reduce the capital and output of Section 936
firms. By the year 2000, their capital would fall below baseline levels by 37 percent
to 47 percent (see Table 2). Investment would fall below the baseline by even more.
CBO assumed that the output and exports of Section 936 firms would fall below
baseline in proportion to the previous year’s fall in capital.

Table 2.—ASSUMED CHANGES IN SECTION 936 GROSS INVESTMENT, CAPITAL, AND EXPORTS
{In percentages of baseline levels, by Puerto Rican fiscal year)

Item changed 1991 1992 1993 1994 1995 2000
High-Growth Baseline
Section 936 Gross Investment 0 -6 -3 5% -5 =73
Section 936 Capital 0 -4 -8 =15 -2a -4
Section 936 Exports 0 0 -4 -8 =15 -4
Low-Growth Baseline
Section 936 Gross Investment 0 -2 30 -47 -49 -6
Section 936 Capital 0 -3 -1 -1 -1 -3
Section 936 Exports 0 0 -3 -1 =12 -3

Source: Congressional Budget Office.  Note: Puerto Rican fiscal years start on July 1 of the preceding calendar years.

Estimating the Overall Economic Implications of these Changes
CBO’s analysis of the quantifiable effects of statehood consisted of two steps:



119

¢ Developing high- and low-growth baseline projections assuming Puerto Rico’s
current commonwealth status; and

o Estimating the nét effécts of the increase in net Federal transfers and the de-
crease in investment by Section 936 firms relative to these baseline projections by
using an economic model of Puerto Rico.

The Baseline Projections. CBO developed two baseline economic projections for
Puerto Rico. These are not forecasts; CBO does not have the expertise to develop
forecasts of the Puerto Rican economy. Instead, the projections are mechanical ex-
trapolations based on historical performance. They maintain consistent relation-
ships among economic variables—such as income, output, investment and exports—
and serve as benchmarks against which alternative status options can be measured.

The baselines represent the best and worst growth possibilities that can be consid-
ered likely based strictly on historical experience. Real gross domestic product
(GDP) grows at 4.4 percent a year on the high-growth path and 2.4 percent a year
on the low-growth path. In each case, output of the Section 936 sector grows 1.2 per-
centage points faster than the economy as a whole.

Estimating the Net Effects Using an Economic Model. CBO developed a model of
the Puerto Rican economy that it used to determine the net effects of changed Fed-
eral flows and reduced investment by Section 936 firms. This model makes it possi-
ble to take into account many of the important indirect economic effects of the
change in Federal transfers, as well as the loss in Section 936 investment. For exam-
ple, the model implicitly takes account of any change in investment by local Puerto
Rican firms that supply goods to Section 936 firms. The model also makes it possible
to estimate the amount by which Puerto Rican consumers would increase their
spending in response to increased Federal transfers, and how much this increase
would be offset by the losses in income that they would experience when Section 936
corporations and others reduced their employment on the island.

On balance, statehood would reduce average Puerto Rican growth over the rest of
the decade, given the quantifiable assumptions considered here. The economy would
probably enjoy a temporary surge in response to increased net transfers, but this
would eventually be offset by the loss of Section 936 activity. CBO’s assumptions
imply that the average annual growth rate would fall by one to two percentage
points through 2000 (see Table 3). This growth shortfall translates into ten to fifteen
percentage points lower real GNP than would otherwise have occurred by 2000 (see
Figure 1). Employment growth would fall by one-half to one percentage point, which
translates into 50,000 to 100,000 fewer jobs by 2000. In the absence of changes in
labor supply or migration, these figures would roughly translate into an unemploy-
ment rate four to seven percentage points higher than otherwise by 2000.

The simulations do not take account of some other economic effects that might
occur. First, Puerto Rico might have to reduce public spending to keep its budget
balanced if tax collections fell either with slower growth or action to reduce a high
combined Federal and state income tax rate. These reductions in spending would
further act to slow growth. Second, local firms, like Section 936 firms, would face
higher taxes and might reduce their investment or go out of business. Third, Puerto
Rico's financial sector would contract because tax incentives that now induce Sec.
936 firms to make financial investments on the island would no longer apply.

Table 3.—ILLUSTRATIVE EFFECTS OF STATEHOOD ON THE PUERTO RICAN ECONOMY

[Difference from basehine of average annual growth rate, in percentage points)

1992- 1995 1996-2000 1992- 2000
High-Growth Baseline
Real GNP 0.1 -33 1.8
Real GOP -04 -30 -19
Employment 0.1 19 - 1.0
Real Exports ~24 45 36
Low-Growth Baseline
Real GNP 0.7 ~2.3 - 10
Real GDP 01 2.2 --1.2
Employment 0.5 ~14 0.6
Real Exports ~18 -30 2.5

Sourcé:” Congressional Budget Office.
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FIGURE 1. ESTIMATED LEVELS OF REAL GNP UNDER STATEHOOD
COMPARED WITH ALTERNATIVE BASELINE ASSUMPTIONS
UNDER COMMONWEALTH STATUS (In billions of 1954 dollars)
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SOURCE: Congressional Budget Office.

NOTES: Shaded areas represent recessions in the United States.
Puerto Rican fiscal years start on July 1 of the preceding calendar years.

hs = statehood with high growth.
Is = statehood with low growth.
hb = baseline with high growth.
1b = baseline with low growth.

Impact on Federal Spending of Slower Economic Growth in Puerto Rico

Lower economic growth and higher unemployment in Puerto Rico would work to
increase Federal spending. Spending for unemployment insurance, food stamps, Aid
for Families with Dependent Children (AFDC), and Medicaid would all increase as
additional people and families became eligible for benefits. All of the additional ben-
efit payments in unemployment insurance and food stamps would affect the Federal
budget, and an estimated 83 percent of additional AFDC and Medicaid costs would
fall on the Federal budget. ——

It is difficult to estimate accurately the size of these spending increases, since
only one of these programs—unemployment insurance—is currently an open-ended
entitlement program in Puerto Rico, while all would be so under statehood. CBO
made its estimates on the basis of the Puerto Rican data for unemployment insur-
ance, supplemented with U.S. experience for food stamps,~AFDC, and Medicaid.
Using these data, CBO estimates that the economic changes implied by statehood,
coupled with the static impacts described in Table 1, might increase Federal spend-
ing by between $3.9 billion and $4.2 billion in 2000. This contrasts with the $3.6 bil-
lion Federal spending change in 2000 that would result from statehood alone, with-
out any induced economic changes.
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POTENTIAL ECONOMIC EFFECTS OF INDEPENDENCE

As 1 suggested earlier, Puerto Rico’s economic prospects under independence are
even more speculative than under statehood. Independence could help the island if
it expanded investment and if Puerto Ricans responded with renewed energies. In
addition, it would reduce what some observers view as an excessive economic de-

endence on the mainland United States. However, independence could be harmful
if the progressive loss in Federal transfers that would occur under S. 712 proved too
burdensome, and if obtaining capital from abroad proved as difficult as it has for
many developing countries.

CBO has focused on three of the many issues that are relevant to independence:
net Federal transfers to Puerto Rico; capacity to attract direct investment from
abroad; and capacity to finance Puerto Rico’s balance of payments.

Changes in Net Federal Transfers to Puerto Rico

Under independence, Federal transfers to Puerto Rico would fall and Federal rev-
enues from local sources would rise. An annual block grant would replace current
entitlement programs, such as Food Stamps and Aid for Families with Dependent
Children. This grant would equal the 1993 level of spendin% on such programs and
would extend through the year 2000, when it would expire. It would not provide the
same funds as the entitlement programs would have, because it would not allow for
inflation or for the increased participation that would have occurred. The U.S.
Treasury would no longer remit collections from the excise tax on rum as it does
now. The overall result would be a decline in net fiscal flows from the United States
to Puerto Rico. As Table 4 shows, this would amount to about $7 billion from 1992
through 2000 in the absence of any economic effects. (As in the case of statehood,
these estimates exclude increased tax collections from U.S. corporations operating
in Puerto Rico.)

Table 4 —ASSUMED STATIC CHANGES IN FEDERAL EXPENDITURES AND REVENUES FROM LOCAL
SOURCES AS A RESULT OF INDEPENDENCE ’

{In millons of dollars, by US fiscal year]

fotal
1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1399 | 2000 | oo,
2000

Change in Total Spending 0 0|—100--300 | —500| —600 | —800 |--1,000— 1,200, 4,500
Change in Revenues from L
(Rum excise 1ax) !........... 188 252 255 257| 260 | 262 | 265| 268 2,007

Change in Net Transfers to Puerto Rico......., 0| 188 |—352|~5551—757 | —860 |-1,062|—1,265|—1,468 €507

¥ Excluding increased tax coliections from U.S corporations operating in Puerto Rico

Sources: Congressional Budget Office, Department of the Treasury. )

Note. Independence 15 assumed to occur on January 1, 1993. For more delal, see Congressional Budget Office, “Background Materials on the
Costs of the Puerto Rico Status Referendum Act” (November 5, 1989, pocessed); and Testimony of Kenneth Gideon, Assistant Secretary of the
Treasury, before the Senale Com:nittee on Finance, November 14, 1989.

The decline_in net fiscal flows from the United States would have two effects.
First, Puerto Rican aggregate demand would fall. Second, Puerto Rico would have
more difficulty in financing its balance of payments.

CBO has estimated the economic effects of the reduction in net Federal transfers
using its model of the Puerto Rican economy. The exercise isolates the effect of such
transfers by assuming that no other outside change affects the economy. Compared
with the same high- and low-growth baselines used in analyzing statehood, average
gr%w?fgo(i)n real GNP would fall by 0.2 to 0.3 percentage point per year between 1992
an } -

Capacity to Attract Direct Investment from Abiad

Several issues arise in assessing an independent Puerto Rico’s potential to attract
direct investment. Under S. 712, U.S. corporations in Puerto Rico would lose all ben-
efits of Section 936 upon the proclamation of independence. Puerto Rico might, how-
ever, offer several tax-related advantages. First, by maintaining its current tax
treatment, the republic could serve as a low-tax foreign jurisdiction for U.S. firms.
Second, the republic could negotiate treaties with third countries that would make
their investment in Puerto Rico more attractive than it is now. Third, the republic
could institute a tax-subsidy policy as described by independence advocates that
would be designed, in effect, to replace the benefits of Section 936.
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The net effect of the possible cutcomes cannot be quantified. Therefore, CBO pro-
vides no estimate of the extent to which an independent Puerto Rico might, on bal-
ance, gain or lose investment from abroad.

Capacity to Finance Puerto Rico’s Balance of Payments

An independent Puerto Rico might have severe difficulty financing its balance of
payments. The problem arises because outsiders (mostly section 936 firms) provide
substantial funds for investment in Puerto Rico. The profits they repatriate repre-
sent an outflow in the balance of payments accounts. In the past, this outflow has
apparently been financed by three principal sources: net transfers from the Federal
government; Puerto Rican government borrowing in the United States, generally
gégotl_xgh the tax-exempt municipal bond market; and direct investment by Section

irms.

At least two of these sources would become more restricted under independence,
and possibly all three would. U.S. government transfers would decline under inde-

ndence from the levels that CBO projects under continued commonwealth status.

uerto Rico would lose access to U.S. tax-exempt bond markets. It would have to
pay interest rates on new bonds at least two percentage points higher than now. In
fact, like many Latin American countries, it might have difficulty borrowing abroad
at any reasonable rate. Finally, direct investment from abroad might either rise or
fall from levels that would occur under commonwealth status.

Any decline in funds from outside sources would cause the Puerto Rican economy
to contract. Either the government would have to reduce its borrowing to balance
the shortfall, or real interest rates would rise in Puerto Rico. Either case would lead
to reduced output, employment, and income in the short run. Flexible wages and
prices would mitigate the contraction, but, if the minimum wage was retained, it
would largely forestall their operation.

Other Issues Under Independence

Other factors would also affect Puerto Rico’s development as a republic. First,
Puerto Rican exports to the United States would no longer automatically be duty-
free. Although S. 712 states the desire of the United States to enter a free-trade as-
sociation with an independent Puerto Rico, it makes no actual commitment to
reduce or eliminate its tariffs. At a minimum, Puerto Rico would qualify for most-
favored-nation status. Favorable U.S. tariff provisions would provide a significant
cost advantage to Puerto Rico relative to other foreign locations. Second, an inde-
pendent Puerto Rico would enjoy a cost advantage relative to U.S. localions for
firms that make intracoastal shipments. Shipments from an independent Puerto
Rico to the mainland would no longer have to be carried on U.S. vessels with U.S.
crews. Final![y. the greatest im onferable might be the response of Puerto Ricans
themselves. They might respond positively by increasing work and saving in Puerto
Rgco. dor they might respond negatively by emigrating or sending their savings
abroad.

CONCLUSION

The effects of a change in Puerto Rico’s status are extremely uncertain. CBO
cannot quantify all these effects, and those that it can quantify cannot be stated
with much precision. Therefore, while CBO's analysis may advance the debate, it
cannot be regarded as definitive. Furthermore, as with any major political event, a
change in Puerto Rico's status would require consideration of many factors beyond
the limited realm of economics.

APPENDIX

At Senator Moynihan’s request, the Congressiona! Budget Office (CBO) has esti-
mated both per capita federal transfers to Puerto Ricans and growth rates of per
capita real.gross national é)roduct (GNP) under either commonwealth or statehood
status as specified in S. 712, In doing so, CBO assumed that the Puerto Rican popu-
lation would grow at 0.3 percent per year—roughly its most recent rate of growth.
This rate appears to be very close to more authoritative projections that have been
made available to CBO since the publication of its report. Under statehood, the rate
of population growth could differ from the rate under commonwealth status because
of a different rate of net migration from the island. CBO has not, however, tried to
i_ccount for any differences i1. migration that would occur under the two status op-

ions.

CBO estimated Federal transfers in 1995, as specified in S. 712, for four entitle-
ment programs—Food Stamps, Aid to Families with Dependent Children, Medicaid,
and Supplemental Security Income (Aid to the Aged, Blind, and Disabled under
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commonwealth status). These are the major Federal entitlement programs funded
by general revenues. CBO estimates that Fer capita Federal spending for these pro-
rams under commonwealth status would be about $400. Under statehood, this
igure would rise to about $1,250. These figures compare with estimated per capita
Federal spending of $475 for these programs on the mainland in 1995.

As the accompanying table shows, CBO estimates that real GNP per capita would
initially grow more ra%idly under statehood, as it is defined in S. 712, than under
commonwealth status. But growth under statehood is likely to slow to a standstill or
to turn negative from about 1995 to 2000. Over the entire 1992-2000 period, the
quantifiable effects of statehood are estimated to reduce the average annual growth
rate from between 1.3 percent and 3.1 percent to between 0.2 percent and 1.2 per-
g:ent‘l Tgese are not precise estimates, but are rough indications of the magnitudes
involved.

Table. ESTIMATED AVERAGE ANNUAL GROW RATES OF REAL GNP PER CAPITA IN PUERTO RICO UNDER
ALTERNATIVE STATUS OPTIONS

{In percent]

1992-1995 1996-2000 1992-2000

High-Growth Case

Commonwealth 2.7 33 31

Statehood 28 0.0 13
Low-Growth Case

Commonwealth 0.8 15 1.2

Statehood 1.5 -08 0.2

Source: Congressional Budget Office.

RESPONSES TO QUESTIONS SUBMITTED BY SENATOR DOLE

Question. According to the results of the econometric model used in your study,
what would be the effect of statehood on Net Income, Wages and Salaries, Fixed
Investment, and Investment in Construction?

Answer. The ranges of percentage reductions under statehood from baseline levels
for the variables that you mention are as follows:

Wage and salary disbursements 17 percent to 25 percent
Private fixed investment 25 percent to 35 percent
Private investment in construction 25 percent to 35 percent
Net national product 13 percent to 21 percent

While we are not sure what is referred to by “net income,” we assumed you
meant net Puerto Rican product, which in our report is referred to as ‘‘net national
product.” As shown above, the range of percentage reduction in this variable is 13
percent to 21 percent.

Question. The back-up information on the CBO study provided to the three parties
shows that waﬁes and salary disbursements decrease under statehood from 17 to
25%. How is this figure reconciled with a much smaller proportional decrease in
unemployment (from 50,000 to 100,000 workers compared to an employed labor force
of approximately 1,000,000 in the year 2000).

Answer. One reason for sharper reductions in wages and salaries than in employ-
ment is that “losses in employment under statehood as defined under S. 712 are
concentrated in relatively high-wage jobs in the Section 936 sector of the economy.
Even at that, however, the two estimates may not be entirely consistent. CBO be-
lieves its estimate of the decline in empl%yment is probably more reliable than its
figures on the fall in wages and salaries. The potential overstatement of the decline
in wages “should not have a significant effect on CBO’s economic analysis, however.
Any impact of the excessively high decline in wages on the analysis would be offset
by the excessively low decline in profits of domestic firms that it implies, leaving
unaffected the change in total income of local firms and individuals.

Question. What are the results provided in ‘{,our model on the net fiscal costs of
statehood, exclusive of Section 936 revenues? What results does your model provide
for the dynamic impact on personal and corporate non-936 taxes, excise taxes, and
social security taxes? What 1s the net deficit on the U.S. Treasury if CBO’s estimate
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of net fiscal costs is combined with Treasury’s estimate of recovery of Section 936
revenues under statehood?

Answer. CBO has not made estimates of the net fiscal costs of Puerto Rican state-
hood to the U.S. government. Such estimates must await input from other agencies.
Crude figures on some of these magnitudes were developed in CBO’s economic
model as inputs to its purely economic analysis, but these estimates cannot be used
in other contexts as CBOQ's budget estimates.

Question. Is Treasury's analysis of recovery of Section 936 revenues under state-
hood consistent with CBO’s estimates of relocation of Section 936 assets, exports and
income? Why, or why not? Explain any inconsistencies between Treasury's analysis
and CBO's relocation estimates.

Answer. While Treasury has provided no descriptior\\ of the analysis underlying its
estimated losses in Section 936 capital and tax revenue, they appear to be roughly
consistent with CBO's estimates. Treasury estimates that at least 35 percent of Sec-
tion 936 capital income would leave Puerto Rico under statehood. This estimate
clearly seems consistent with CBO’s estimated range of 37 percent to 47 percent.

Question. What proportion of disposable income is contributed by federal transfers
to individuals under Commonwealth and under statehood? Please provide figures for
the year 2000.

Answer. CBO'’s calculations suggest that federal transfers could rise as a propor-
tion of disposable income from projected levels of between 20 percent and 25 percent
in the year 2000 in the baseline case to levels of perhaps 35 percent to 40 percent in
the same year under statehood as it is defined in S. 712,

Question. Is the gap of 10 to 15% of GNP between statehood and Commonwealth
permanent? Would relocation of Section 936 assets continue beyond the year 2000?
Could the GNP gap widen?

Answer. The decline in GNP relative to baseline levels would be permanent as
long as the underlying assumptions about economic policies were maintained. While
CBO has made no projections beyond 2000, it does not anticipate significant further
reducti%ns in Puerto Rican GNP relative to the levels that would otherwise have
occurred.

Question. Statehood advocates have testified that statehood would bring an addi-
tional 100,000 direct and indirect jobs to replace the jobs lost in the Section 936
sector. Is this increase in jobs likely under statehood, over and above any additional
tourist job increases under Commonwealth? How does the imposition of Federal
@ases tv.m‘c)ier statehood affect investment and job creation opportunities in the tourist
industry?

Answer. CBO cannot judge how likely it is that statehood would lead to increases
in employment as a result of factors beyond the tax and fiscal changes that are ana-
lyzed in CBO's report. It is not possible to analyze such factors using well-accepted
economic methods. The imposition of Federal taxes under statehood could increase
the costs of providing tourist servicee, because some tourist facilities currently qual-
ify for Section 936 tax benefits.
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PURPOSE :#» PRAYED INDEMNITIES FOR SCANDALOUS
DATE + APRIL 9, 1990.
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NTROLLED FEDERAL RIGHTS.

GRIEVANCES

Cepero heredin, former Secretary and bona-fide member of the Nice
Populer Democratic Party, respectfully comes now, slleges, prayss

1. That our Honorable Authorities enjoy Psrfect, Historicel Murdl-
ity although without neither advanced fair hearing nor Legal Assistance
it errenged for Insuler GCeneral Elections, Plebiscite of Exhibit "A" and
Plebiscite 8. 712 supported by Administrative Outies of scandalous matter
subverted in the Orderly Administration of the Federal, Insular Lawe,
Constitutions, Rulings, Democracy, Loyalty and the petitioners' Compensa-
tions moral, legally provided by the Rullng- in the Case Cortés v. Ine
dustriel Commission, 88 D.P.R, 241, Our beloved Fopuler Democratic Party
did criminally denied us the EXCELLENT help sent by our NICE USA for the

or Citizens of Puerto Ricossees Ne wore starving, while our Popular
smocratic Perty did keep under its unlewful Cuotod! our salsries and
Soocfnl Security Taxes,«. afterwards, we enjoyed EXCELLENT LIVING when oup
Fanous USA sent us our monies..«s I pray our LORD to Assist the Permanent
UNCONDITIONAL ASSOCIATION YO THE POWERFUL Us8+A. that such a HUMAN, NICE
TREATMENT extends to our leland. The fabriceted Popular Democratic
Party's Deceitful Plebiscite may be Denied. The Exhibits 8 through F
arose from our Popular Democratic Partx'. scendals. My honorebly dise
chargsd Vetsran son; Nr. Pedro Cepsro & Son misrepressnt my properties.
monies, reputation, The Honoreble Police Department's Grievance Ne.
- 08»146+692 refers to the Competent Chauffeur that badly destroyed my
-gutomobile and hurt ay bod; and misrepresent sur Promiss, may be: asked
to pay liquidated dsmages for its misrepressnted Promiss.

. THEREFORE, our Meritful Populas Democratic Party may bs Ordered
to ceasd and Desfet its entrapment of Cepero's onplo;-cn » wages, Sociel
Security Taxes, and 1iquidated damages amounting to five hundred fifty
thousand gollars and equal ewmount for my wife's fraudulent discharge.
The shawi., Palse Popular Democratic Party Plehiscite may be set sside,

Respectfully Submitted.
(125)

33-337 - 90 - 5
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i Aprdl 21, 1976 st N

Mr. Francisco Cepero Alers

959 Malvis Stréet

Countzy Club

Rio Piedras, Puerto Rico 00924

Dear Mr, Ceparos

. Thank you for your recent letter reyarding the implementa=
tion of the provisions of H.R. 11200, which would institute a new
compact between the Cammonwealth of Puerto Rico and the United States.
1 appreciate your concern in this matter, however, the bill has not
yet bean enacted into law ard is under study by the House Committee
on Interior and Insular Affairs. It is my understanding that the
Subconmittee on Texritorial and Insular Affairs, chaired by Congress-
man Phillip Burton has already commenced hearings on H.R. 11200, and
giﬁstoholdp.mliameetings in Puerto Rico on the impact ot the

I have referred your letter to the Subcamittee for their
review. If I can be of any further assistance, I hope you will con=

tact ma,
L]
?rely,
Il

PETER W. RODINO, JR.
CHATRVAN

PWRivo ——

| EXHIBIT wpe
.~ PUERTO RICO'S ADMINISTAAT
C SCANDALOUS OFFICIAL DUTEs <

MAY BE ORDERED STRICKEN HEREIN
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EOTADO LIBRE ASOCIADO DE PURRTO RICOD
DEPARTAMENTO DEL TRABAJO
Negociado de Conciliacién y Arbitraje

SAN JUAN. P, R :

4 de febrero de 1960

‘8r, Prancisco Cepero
Calle Las Palmas #1051
BANTURCE, Puerto Rico

Estimado sefior Ceperos "

Después de mi visita a usted el dfa 14 del pasado mes
de enero, me comuniqué personalmente con el Ingeniero sefior
Luis A, Brignoni, Subdirector de Obras Piblicas do 1a Capi-

) . .

De 1a informaciln ofrecida por el sefior Brignoni se despren-
de que usted tiene derecho a unos 60 dfas de vacaciones, el in-
© porte de los cuales puede reocibir a su conveniencia pasando por
ol muniocipio, En cuanto a 1la licencis por enfermedad, por no
recordar de momento el sefior Brignoni 1o que dispone el conve-
nio ocon 1a Unién no pudd darnos detslles, pero usted tiene de-
recho a que se le paguen los dias en que ha estado-enfermo se-
¢§n 10 disponga dicho convenio. -,

Como usted nos informé, adenfs, que tenfa horas extras
que no le habfan sido rocoqﬁnladno. le neonceiano- pase por
la oficina del Negoociado de Normas en el Edificio Scharneco en
1a parada 26-1/2 de S8anturce, donde le radicarfn y tramitsrfn
su reclamacién, :

Esperando haberle complacido en su solicitud, me suacribo
. Cordialpente,

gy g

SALVADOR VAZGUEZ VARGAS
Conociliador

EXHIBIT "B®

NDALOUS DEPRIVATION OF SALARIES [
zgéPDUNDER PUERTD RICO'S UNLAWFUL

custooy

L mere p ——— ol
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DR. JULIO E. LERGIER, M.D.
Consultorio: 2203 Ave. Borinquen Esq. Maning, Bo Obrero
Santurce, Puerto Rico

Horas d¢ Oficing:

“Lunes 8 vierass

$308 S0 P M. Teléfona
Sidado 7265980
M0 120 P M. Lie. No. 564

NOMBRE ?Mw-«% alosoiv_ )3

DIRECCI! ’w ’r,FBCHA 5’ .’/5
B_7 ALl lrees

.., MD,
R

DEA -AL 4214982
y I

-

Sho-ex
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’ . $00d UINL edte, CRURL.
@3 Tokyo 104. Japan
: T A s Saeer
. NISSAN MOTOR €O., LTD. ol NISHO" Toge 1T
D11-0154-85

March 28, 1985

EXHIBIT wp»

Mr. Francisco Ceperc Alers
FABRICATED DECISION U
959 Malvis Street QECEITFUL SALE OF DNEpgg"?ﬂ {

¢ Club .
u::n;xzd"\: ~'w- CAR FACTORY DEFECTIVE. '

PUERTO RICO 00924

Dear Mr, Cepero:

Wo are in receipt of your letter of D-coibor 21, 1984, directed
to both Motorambar Inc. and us.

Our records shows, howsver, that any pendency is not left concerning
the matter indicated in your letters. Thersfore, the case is
considered to be closed,

We regret that we cannot be of further assistance to you.

Sincerely yours,

Xqéma&

K. Fukunag

Manaqer

Latin America & Caribbean
Export Service Department

AK8/jt

c.c.: Mr. Samuel Otero
Service Manager
Motorambar, Inc.
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Estado Libre Asochado de Puerto Rico
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Departamento de b Vivienda

r 3 ! CORPORACION DE RENOVACION URBANA Y VIVIENDA
AN DE PUERTO RICO

AVENIOA BARBOSA 606 - APARTADO W — RIO P'ICRAS, PUERTO RICO 00928
-

.

A OUIEN PUEDA INTERESAR

CERTIF1CO: Que esta Corporacién se proponfa vender 3 la sefiors Loreta

Alers Mivalles €1 solar C-5 del proyecto PRR-zs-ﬁorow, Aguada,

OUE los texronos no vendidos del referido proyecto serén transferidos al
Gobierno Municipal de Aguads, conforme a dimposicién de Leyes Estatal y

Federal aprobadas al efecto, -

QUE e1 Gobierno Municipal de Aguada sers rdsponsable de la 'dupoucidn
£inal de dichos terrcnos y viene obligado s honrar los compromisos contraf-

dos por esta Corporacién con anterioridad a la transferencia de los mismos.

QUE habiendo fallecido la sefiora Loreta Alers Miralles, el solar C-5 seré

vendido & 1a Sucesidn por el Gobierno Municipal,

QUE esa Eucesidén debers someter Declaratoria de Herederos a fin de que el
Gobierno Municipal de Aguada tramite la transaccién tan pronto se le trans-

£ieran los terrenos,

EXHIBIT #fw ——

WILFULLY FABRICATED DEC
\ADMINISTRATIVE OFFICIAL DUTY,
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StaTEMENT oF HARDING S. FRANCO

Mr. Chairman: It is a great privilege for me to appear before this Finance Com-
mittee. I am doing it in my personal capacity as a regular citizen interested in the
well being of my Country the United States of America, Puerto Rico included in the
term the United States of America. I am not an economist but merely a student
willing to do my part, my contribution to the best relationship between Puerto Rico
and the mainlantf) United States.

I respectfully request my presentation be made part of the Record at this Hear-

ing.
%also respectfully request the attached document addressed to but not published
by the San guan Star Newspaper also be made part of this Hearing.

I do hereby further request the attached presentations before the Senate Enerﬁy
Commission submitted at the Hearings at Washington on June 2, 1989 and the
other presentation at the Senate Energy Commission on June 16, 1989 at San Juan,
Puerto Rico, both on Senate Bill 710, 711 and 712 in re Plebiscite for Puerto Rico,
PRESENTATIONS that were not made part of such Hearings and I do hereby re-
%uest them to be included as part of the present hearings of today’s Senate Finance

ommittee Hearings on Puerto Rico. :

I am prompted to appear because all Puerto Ricans are tired of being governed
without just representation in the Congress.

The grudge against England was taxation without representation is tyranny. In
Puerto Rico is IMPOSITION without representation is also a type of tyranny which
we hate and abhor,

We must %rab this problem in the American way and solve it in the American
way. Plebiscite is not the American wa%. A referendum to vote for Statehood YES
OR NO is in the American way. And having exerted self and free determination
first by accepting the U.S. citizenship as our identity and later by voting for a
United States Commonwealth back in 1952 it is Congress turn to act by passing an
enabling act for statehood for Puerto Rico or by allowing a representation of Demo-
crats to sit in the Senate and at the House, this would be fairness in the American

way.

- If the United States Federal Government has a commitment to all the United
States citizens of Puerto Rico to help provide for the welfare of the island common-
wealth and our economic development, then the provisions of .S, Internal Revenue
Code Section 936 are not the required tool and certainly not an economic tool for job
creation as claimed by the Washington Office of the State of Florida because several
years have passed and job creation under Section 936 have been disappointing, nev-
ertheless we agree in that Puerto Rico should be a key part of United States efforts
in the Caribbean and in Central America, however, the existence of Section 936
serves to prove to our Caribbean NEIGHBORS that United States commitment to
its citizens of the region has been merely a complete failure,

The Congress is not optimistic about the role of the Commonwealth in handling
the Section 936 business in that which relates the Caribbean Basin policies and em-
ployment in Puerto Rico and there have not come to sight the expected changes in
these areas and Puerto Rico remains a low standard of living community in a high
cost of living area.

IRS CODE Section 936 provides the equivalent of a tax credit for earnings of
qualified corporations operating in Puerto Rico. To qualify for effective tax exemp-
tion a U.S. Corporation must derive at least 50% or more of its gross income from
the active conduct of a trade or business within a U.S. possession. Also 80% or more
of its gross income must be from possession’s sources.

As expressed b(i' the U.S. Department of the Treasury in Washington this credit
attractiveness is directly related to the amount of income the corporation can gener-
ate in Puerto Rico and there is no link to the amount of economic activity carried
on in Puerto Rico.

Increasing employment in Puerto Rico has always been and remains the principal
goal of Section 936, therefore a pro}gosed wage credit may be used to offset IPS
taxggt on any income from Puerto Rico and might work better than the income
credit,

I honestly believe that we in Puerto Rico could have made better use of the funds
derived from Section 936 funds defosited in local banks and totalling in excess of 20
billion dollars like in helping the lowa farmers fight the drought problems and help-
inf Massachusetts and many other states solve their crime problems.

believe the Commonwealth thru incompetence have failed to take advantage of
the vast opportunities created by Section 936 for the Commonwealth leaders, objec-
tionably, have been working openly to constitutionally separate the Commonwealth
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from the United States in their quest for a Commonwealth by itself. Proof of this
was the stand taken by the Governor of Puerto Rico during the Senate Bill 711 and
712 and S. 710 HEARINGS on June 1989 held by the Senate Energy Commission
chaired by the Hon. Senator Bennett Johnston at which time the Governor of
Puerto Rico was rebuked on 17 of his 20 proposals for a so called enhancement of
the Commonwealth, which reminds me of the telltale of the dog biting the hands of
his master who feeds the dog.

I have mentioned the vast opportunities created by Section 936 however the in-
centives granted by Section 936 are too mild and too inadequate to solve the cata-
strophic crisis in the economy created by the U.S. Government in misgoverning a
disfranchised community of American citizens for over 90 years.

The switch from income credit to wage credit will fall short of our expectations
and it is highly recommended that instead of enacting changes in Section 936 we
support the total elimination of the entire 936 concept and therefore the Cohgress
must take the necessary steps to pass an enabling act for the admission of the U.S.
Commonwealth of Puerto Rico as the 51st state of the Union for such step alone will
offset the legerdemain of 936 corporation earnings which fatten bank deposits in
Puerto Rico without producing the expected financing; and the industrial and com-
mercial and economic growth nor the expected employment en masse.

Statehood is the only answer to our economic and political debacle for we do not
enjoy civil liberty in the Commonwealth of Puerto Rico since we do not share in the
making of the congressional laws under which we are governed—and let us face it—
time has come for both the government and the people of Puerto Rico and the
United States to clear the way so we can practice and exert the full duties and
rights as American citizens under our United States Constitution.

The proposed legislation under S. 710, 711 and 712 for the offering of a plebiscite
on fpolitical status to a community of United States citizens is totally unconstitution-
al for there is no precedent in U.S. History whereby a choice to secede has ever
been offered a community of American citizens whose only goal is equality under
the U.8. Constitution, And we cannot establish a precedent for the citizens of any
state to secede. The jurisprudence was established by the results of the U.S. Civil
War: Once in Union, forever in the Union. .

Self determination was alread%r exerted by the Puerto Ricans when we embraced
the American citizenship in 1917 and thru the Nationality Act as amended which
declared citizens born in Puerto Rico after 1940 are deemed to be United States citi-
zens by Jus Soli, by being born in U.S. soil. And further when we voted for the es-
tablishment of the Commonwealth Constitution, thru Public Law 600 within the
body politic of the United States at which time we voted for self government in local
matters only while the U.S. Government retained all the sovereignty and authority
in the Federal sphere, so democratically and fairly we voted and exerted self and
free determination when we voted in 1952 for a United States Commonwealth, not
for a Commonwealth by itself.

The Hearings on S. 710, 711 and 712 where the Governor of Puerto Rico joined the
independence advocates in his adventure and romance with an autonomous Puerto
Rico not within the full authority of the U.S. Constitution, is enough proof that
under the Commonwealth status there is no political nor economic stability. We
must become a state to assure the investors stability will protect their investments
firmly with U.S. constitutional guarantees

And should statehood comes to Puerto Rico only a few corporations will be willing
to remove investments in Puerto Rico and transfer Commonwealth related intangi-
bles and property to foreign jurisdiction just to avoid payment of Federal corporate
taxes. The truth is that the majority of existing active corporations will remain op-
erating in Puerto Rico and statehood alone will serve to attract high caliber corpo-
rations and to increase labor intensive industries besides high tech industries.

It is claimed that the manufacturing companies are directly responsible for 53%
of Puerto Rico’s net income. It is claimed that 30% of Puerto Rico’s commercial
Bank liabilities are the deposits and repurchase agreements of 936 companies. It is
further claimed that 150,000 manufacturing workers represent some 19% of employ-
ment in Puerto Rico. These claims are perplexing since Puerto Rico remains in a
state of political and economic bondage where more than 160,000 families depend on
welfare payments from the United gtates. Under the Commonwealth government
the agricultural products of Puerto Rico that once were the bulwark of our economy
like the sugar industry, the tobacco plantations, the needlework industry, all have
been replaced by high tech industries like the electronic and pharmaceutical who

yielzld great earnings but fail to yield high employment especially the pharmaceuti-
cal.
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To sum it up the truth is that Puerto Rico has been struggling in side a poverty
stricken trap since 1898 as a result of oppressive laws that installed and instituted a
litical dis?ranchisement of a community of United States citizens so Puerto Rico
as been thrown by the United States into a permanent political crisis and it is up
now for the United States to liberate 3 million American citizens by opening the
doors of political equality under full statehood.

If the United States has a commitment to all the United States citizens of Puerto
Rico to help provide for those high aims stated in the preamble of our United States
CONSTITUTION then it is duty of the Congress of the United States to follow the
command of the Constitution and sit two Senators from Puerto‘Rico and sit 5 Con-
gressmen NOW.,

{The San Juan Star and other media]

F'roM HARDING M. FRANCO REPROVING PAT BUCHANAN’S COLUMN IN THE
WasHINGTON Times, FEB. 26, 1990 “P.R. as our 51s1?”

Only a few-days aio a column by Patrick Buchanan a journalist wrote a pusillani-
mous political diatribe against statehood for Puerto Rico. His bamboozling harangue
reminds us of the ugly American who fails to realize that American citizens regard-
less of race are entitled to the spirit of justice and fairness embodied in our great
charters; our Declaration of Independence and our United States Constitution. His
arguments are similar to those Commonwealth advocates aad paid lobbyists who ex-
Bress the similar silent voices of corporations placidly enjoying tax incentives in

uerto Rico that have moved their factories from mainland cities Lo avoid full Fed-
eral taxation while relaxing in our tropical haven of Puerto Rico without having the
least concern for our crushed civil liberties nor for their former community sites
stateside, while not l%n'oviding the high expectations of massive employment under
Section 936 of the IRS Code. It is suspected that these 936 Corporations because of
their tax privileges %ranted by the Commonwealth would be generously supporting
the Anti-Statehood Commonwealth government its open drive to split away from
United States constitutional ties either by the strengthening of an enhanced com-
monwealth by itself or thru the so called associated Republic which amounts to
quasi total autonomy or indegendence. Pat Buchanan claims there is nothing wrong
with the Commonwealth for he closes his eyes to the disfranchisement of near three
million American citizens of Puerto Rico whose only goal is statehood on equal foot-
ing with the 50 states of the Union. It is no surprise for us here in Puerto Rico to
witness the intolerance that is reflected by Mr. Patrick Buchanan's opinions and it
is history that many states of the Union were haunted by bigots who delayed and
postponed the admission to the Union of such territories squirting mud and injus-
tice to so many fine Americans in the past. Pat Buchanan is entitled to his opinion
however the statehood forces have many loyal friends in America and, like in
Hawaii, Arizona, New Mexico and Alaska, we shall overcome.

We apologize for what some nationalists did at Blair House and at the visitors
gallery of the U.S. House of Representatives for they do not reFresent the true
ideals of peace and Justice of the Puerto Rican people and we apologize too for the
twenty anti-U.S. citizens civil right proposals expounded by the Governor of Puerto
Rico during the Hearings at Washington in re Senate Bills 710-711 and S712 recent-
ly in his quest for a too-far reaching enhanced Commonwealth by itself at which
time he was adamantly rebuked by Senator Bennett Johnston whose Senate Energy
and Natural Resources Committee rejected seventeen of the twenty prosposals and
approved the remaining three subject to the sovereignty of the United States. The
truth is that many of those independence advocates will be satisfied when statehood
is granted to Puerto Rico because what makes them angry is the neglect of past
Congresses in making needful rules for the territory under its jurisdiction. Should
Mr. Pat Buchanan have given some time to study for himself the U.S. territorial
and Constitutional tradition and given additional thought to our struggle for state-

before writing his unwarranted column in the ashington Times he could
have saved Face and ridicule especially when so many Presidents of the United
States and Congressmen have expressed their predilection for statehood without
being concerned with an Ulster-type of reaction among localists.

Yes Mr. Pat Buchanan, there sure is an overwhelming clamor for statehood in
Puerto Rico only that we do not shoot anybody nor set up bombs to kill innocent
people. Our tools are democratic and never recourse to innuendoes, bigotry nor de-
rogatory statements.

lebicite legislation is now being considered by the body that represents 240 mil-
lion Americans, the Congress of the United States, and such bills would allow 3.5
million United States citizens of Puerto Rico to choose either statehood on equal
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footing with the 50 states, an enhanced commonwealth which calls for splitting
away from the Constitution of the United States and surely abridges the rights of
all United States citizens who have a legal and natural interest in Puerto Rico, and
finally independence. This kind of plebiscite which the Congress is about to offer a
community of United States citizens is in fact unconstitutional just because you
cannot risk the just acquired rights of American citizens should ani; option other
than statehood wins at the poll sand further because it will establish a bad prece-
dent for one or many states of the Union to follow suite requesting a referendum
Puerto Rican style plebiscite doing away with-the great achievements by the Union
at the Civil War.

Pat Buchanan is frightened that Puerto Rico becomes a welfare state but he is not
reading the right history books which show that Puerto Rican civil liberties have
been held captive bﬂ the United States for over ninety years of U.S. rule without
representation at the U.S. House of Representatives and at the United States
Senate and as Samuel Johnson once said there is no civil liberty when we do not
share in the making of the laws under which we are governed. Thus Mr. Patrick
Buchanan Puerto Rico is the end product of 90 YEARS of United States regime and
rule. Here you have an island under the American Flag whose citizens were granted
the American citizenship in 1917 but were left adrift in the middle of the Atlantic
Ocean and the Caribbean Sea to be practically governed by American corporations
who never cared about the civics of fur people and who never were reminded about
their social function and responsibility towards this community of second class
Americans who were neglected by the Congress and by the different political admin-
istrations who established a colonial apparatus even worse than the Spanish or the
British for the Spaniards at least cared for the spiritual life of the people thru the
Catholic Church and the British taught their English language to their colonies. So
Puerto Rico was abandoned to local politicians who were not interested in the im-
provement of education but rather used the Spanish language as a vehicle of nation-
alism so as to create a foreign atmosphere in order to be despised and rejected as
equals to the American people to prevent the Americanization and the assimilation
of American ways of life, so that later they could claim we are different to the
mainland Americans, with a different language and a culture with the idea that we
should be left alone by Uncle Sam so as to enjoy a paradise without the duties and
responsibilities of citizenship but with the right to live on Uncle Sams' welfare.
These people however forgot that while they planned their strategy, many changes
were occurring like the birth of civic minded people who learned the American way
of life stateside and locally and who became familiar with the rights of U.S. citizens
under the Constitution of the United States and just overnight Puerto Rico became
an integral part of the United States, a permanent part of the United States, while
many mainland Americans became residents of Puerto Rico people who love this
island as a very dear and permanent part of the United States. So Puerto Rico
became the second market for U.S. manufactures in the Western Hemisphere and
the fifth market far U.S. manufactures in the world.

It is time for the Congress to understand that our citizenship is not negotiable in
a plebiscite, and that as Americans we demand to be treated as such; that me need
not any sort of plebiscites and that all that is required is a referendum to vote YES
or NO for Statehood, in the absence of an enabling act by the Congress to admit
Puerto Rico to the Union since self determination was exersiced when we accepted
our U.S. citizenship as our identification in political matters and since we already
voted for a U.S. Commonwealth in 1952 at the time we were granted the Common-
wealth Constitution giving us the right to self-government in local matters only
while we delegated thru the Federal ﬁelations Act those responsibilities pertaining
to the FEDERAL sphere of government. .

Patrick Buchanan you argue there are 300,000 embittered Hispanics who yet
dream of an indepenc?;nt Country yet I never hear about Pat Buchanan counting
the embittered Americans stateside who dream of a communist revolution in Amer-
ica about embittered Republicans or Democrats when they lose an election. Pat Bu-
chanan we must learn, you and I to have respect for the polls no ratter how embit-
tered we feel when we do not get what we dream about. Patrick Buchanan you are
out of reality when you talk about other countries chauvinism but you forget to
mention that the Civil War did not put an end to racial antagonism which is a form
of chauvinism and one day you will be surprised with the unstoppable march of de-
mocracy aid equality before the law in this country of ours, the United States of
America. You speak that we are divided in Puerto Rico, well America is and has
been divided since our Declaration of Independence and our nation is divided be-
tween Republicans and Democrats and there is nothinﬁ wrong with that. And 1%rou
Pat Buchanan is concerned and frightened to see the Liberal State of Puerto Rico
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{oining hands with the Democrats to help Ted Kennedy overturn the Reagan Revo-
ution and there is nothing wrong with that EITHER for as a matter of factual poli-
tics of checks and balances it might be the alternative to switch just for a change
and for a chance to the forgotten man on the streets of America. In this respect let
me add that Senator Edward (TED) Kennedy regardless of Camelot and Chappaqui-
dick has widely paid all his debts to American society and is now on the green
ready to serve ii country like his brother did and by the way Pat Buchanan must
say I had admiration for a truly great President like Ronald Reagan however we
must open the nation’s justice to the veterans of this country, to the poor, to the
elders and to our children who need education and guidance. After all we live in a
pluralistic nation where fairness to all must be the magic touch. And to refresh
¥our mind according to Time Magazine a state task force recently found out that

uerto Ricans have been subjected to an educational oppression along with other
ethnic groups. But I do not put the blame only on the Congress or the gresidenc
but on our local politicians like Munoz Marin and others who relegated the Englis|
language to an obscure place in our history subjecting the illiterate Puerto Ricans
to liy:a' in ghettos in mainland cities to be cast away by progressive American com-
munities.

Pat Buchanan the only item ‘you failed to talk about was the pr(éposed sale by the

Commonwealth Government of the local Puerto Rico Telephone Company and the
rositive angry reaction by the labor unions. Let us make some history. In 1974 the
ocal Commonwealth purchased the Telephone Company from ITT for an unknown
number of millions ofP dollars and up to this time we the people do not know if a
commission of several million dollars were paid to the sale agent or agents and if
that was so, who else shared in the commission if any was paid. It seems that what
lies befyond the sales of the Telephone Co. and the Educational Reform is a mere
subterfuge to hide the defeat suffered by the Governor at the plebiscite hearings at
Washington on June of last year 1989. And the governor adamantly wants to
remain in power as Governor so as to continue defying the loyal Americans of
Puerto Rico and the USA. After his Waterloo at the hands of Senator Bennett John-
ston he needs money and power to challenge the Louisiana Senator. TELCO is his
weapon.

We are also interested if these moneys were accounted for by the Commonwealth
government or by the Federal Government in case this was an interstate transac-
tion; and if there was a commission fpaid on the sales and purchase whether this
commission was subject to payment of Federal and local income taxes. Because the
citizenry is interested in these disclosure I have requested the Federal Communica-
tions Commission at Washington to hold approval of the present deal of sale in con-
nection with the Puerto Rico Telephone Company AND IN ADDITION I have re-
quested information about any commissions to agents responsible for the transac-
tion as a public service. Because this has been a hasty transaction by the Executive
Level where even the Legislature and the opposition were ignored all the way I feel
it would be interesting to know what pieces of real estate are to be included in the
sales transaction and the status of remaining property.

I really object to the sales of public services to foreigners but mainly I do object to
the sales of public service units like the Puerto Rico Telephone Company that_has
been operating with supereminent economy in favor of the people of Puerto Rico
?tﬁi I resent that the Commonwealth has failed to look for other options like the
ollowing:

1. IRS 936 Corporations having more than 20 billion dollars deposited in local
banks should invest in the education and health of this community as PART of
their social responsibility.

2. The tollgate tax for earnings repatriated to their Corporation Headquarters
wivoi;hout payment of Federal taxes should be increase from the present 5% to

0 .

3. Any Corporation who fails to pay the tollgate tax must be investigated and

111;) ;a;\ilure to comply with this obligation the tollgate-tax must be increased by
(2

50@ The excise taxes on foreign made cars should be increased from 26% to
0.

5. An extra excise tax in the amount of $1.50 per bottle of Rum whether local-
ly grcduced or imported and including spirits of over 35% alcohol per volume;
and an additional excise tax on wines irrespective of alcoholic content not to
exceed $1.00 per one fifth of a gallon.

6. An additional gasoline tax of 10 cents per gallon.

7. An additional tax on persons travelling to any part of the world in the
amount of ONE DOLLAR per ticket-airfare.
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8. An additional excise tax on all imports from Korea, Taiwan, Japan and
I?lrae‘;,equivalent of 20% as reflected on the Invoice Value of the imported mer-
chandise.

9. An additional tax on such areas as determined by the local Treasury De-
partment on imports that are having excessive earnings and should contribute
to the welfare of the island.

I have objected to the sales of the Puerto Rico Telephone Company because once
in private hands there is no guarantee the consumers will not be burdened with
higher tariffs and there is no protection for employee rights.

To resume I must inform Mr. Pat Buchanan he has rendered a disservice to qual-
ity journalism to the Republican Party and to the Honorable President of the
United States Mr. George Bush whose statehood support for Puerto Rico is in the
best American tradition of justice and fairness. He deserves our support and our
gratitude. Pat Buchanan has stabbed in the back the whole community of loyal
Americans of the U.S. Commonwealth of Puerto Rico for he says we should keep
quite under the present state of benevolent slavery or political disfranchisement.

HarpinGg FrRaANCO SoTo,
PO Box 12034 San Juan, PR 0091}4.

STATEMENT OF Jost R..GONZALES .

Mr. Chairman and Members of the Finance Committee, I am pleased to have the
opportunity to speak with you today about the potential economic impact of S. 712
in Puerto Rico.

I am José R. Gonzdlez and I am currently the President of First Boston (Puerto
Rico), Inc., an investment banking subsidiary of The First Boston Corporation with
offices in San Juan. [ speak to you today as a former President and Chief Executive
Officer of the Government Development Bank for Puerto Rico (GDB). GDB is the
statutory fiscal agent and financial adviser for the Commonwealth of Puerto Rico
and a major financial institution with assets of over $6 billion.

I represent the point of view that our political status is, and should continue to
be, an instrument for assuring the continued progress and economic well-being of
our people.

Throughout this debate, it is crucial to keep in perspective the fact that the issue
of our political status essentially responds to the desires and aspirations of our
people for stability, dignity and prosperity. Status politics is a means to an end, not
an end in itself.

As a proponent of theé enhancement of the present Commonwealth relationship, I
would seek to improve, not replace, what has proved to be a practical and unequaled
creative solution for the problems of a developing society in its aspirations for digni-
ty and progress. )

For almost a century, Puerto Rico has been a part of the United States. During
the first half of the century, Puerto Rico was “a stricken land,” suffering from des-
perate poverty and destitution, and frustrated by the unresponsiveness and insensi-
tivity of an unrepresentative system of government, Then, with the establishment of
Commonwealth status in the early 1950’s Puerto Rico experienced a dramatic turna-
round. A new political relationship gave Puerto Rico the opportunity to pull its
economy by its bootstraps and dramatically improve sociceconomic conditions on the
island. Spearheaded by an aggressive investment promotion campaign and the effec-
tive use of its local resources, in the span of just two generations, “the poorhouse of
the Caribbean” emerged as a bustling and industrious society, which today enjoys
one of the highest standards of living in Latin America.

This dramatic improvement in living conditions was forged on the basis of a pro-
ductive and d"gniﬁed partnership, through which the United States helped Puerto
Rico help itself.

What we seek today is to enhance that partnership with policy tools that will bol-
ster our self-sufficiency, contributing in our own way to the greatness of the United
States as a small but hardworking developing society. What we seek is opportunity,
not handouts. bat we aspire to is more jobs, not more dependency.

The CBO report on the “Potential Economic Impact of Changes in Puerto Rico's
Status under S. 712" (the “Report”) confirms that under Commonwealth Puerto
Rico will continue on the path of greater economic progress and growth. It also con-
cludes that with the loss of Puerto Rico's fiscal autonomy, statehood would severely
affect the capaciti' for growth of the Puerto Rican economy, and would in fact lead
to significant job loss. In essence, the report confirms that a change in status toward
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statehood would entail substituting jobs for welfare, making Puerto Rico both
poorer and more dependent.

This testimony will comment further on the analysis and conclusions of the CBO
Report, while attempting to place some of the critical economic and fiscal issues in
adequate perspective. More specifically, I will address the following points:

¢ Puerto Rico’s challenge as a developing society in an insular setting with limit-
ed natural resources, and the role of fiscal autonomy in economic development.

¢ The general conclusions and specific estimates of the income and employment
effects of a change in Puerto Rico’s political status contained in the report.

* Certain areas not fully covered by the report, including:

—the effect on Puerto Rico’s access to capital markets, and;
—the effect on the Puerto Rican government sector and its financial soundness.

POLITICAL STATUS, TAX INCENTIVES AND ECONOMIC DEVELOPMENT

Before reviewing the specifics of the CBO Report, however, one should spend some
time reviewing basic background information that is only briefly alluded to in the
Report- the history of modern economic development in Puerto Rico, its relationship
t- the island’s political status and the role of tax incentives.

The dilemma of achieving sustained economic growth and development for an
island society besieged by competitive disadvantages flowing from its exceedingly
scarce natural resources, chronic labor surplus and relatively remote location vis-a-
vis its natural export markets, has been at or near the center of political life in
Puerto Rico for over a century. During most of the time, however, this dilemma has
often been displaced from the top of the public debate agenda by, and almost always
has been confused with, the issue of Puerto Rico’s political status.

The “resolution” of Puerto Rico’s status questions does not predetermine the solu-
tion of all our problems, including our economic development challenge, because the
various alternative political statuses are not in and of themselves, economic develop-
ment programs or strategies. Alternative political statuses do provide, however, dif-
fering ranges of public policy options and instruments which, properly utilized, may
support a variety of economic development strategies. As the CBO Report makes
clear, the use of tax incentives for promotion of productive investment has been a
successfully implemented policy option of this sort for Puerto Rico under the Com-
monwealth relationship and the fiscal autonomy which is an integral part of that
relationship.

The Puerto Rican economy has undergone a remarkable transformation over the
past forty years. The Commonwealth has developed from a poverty-stricken, primar-
ily agricultural economy in 1950 to one driven by export-led manufacturing. The
manufacturing sector’s share of total output increased from 17% in 1950 to 40% at
gresent. This transformation was the result of an economic development strategy

ased on positioning Puerto Rico as a competitive, low-cost manufacturing site for
labor-intensive commodity consumer goods, such as apparel and footwear, within
the U.S. common market.

The key competitive factors which supported this strategy and made it consistent-
ly successful for over two decades included:

—The relatively low level of wages prevailing on the island in relation to the rela-
tively high productivity of the Puerto Rican worker once he was trained for in-
dustrial work;

—The relatively low cost of energy in Puerto Rico vis-a-vis the U.S,, since the
island was outside the protectionist oil import arrangements of the U.S,, and
was thus able to source cheaper foreign oil; and

—The relatively weak international competitive situation of the postwar years,
combined with relatively high tariff protection in the U.S. for the consurier
goods which Puerto Rico began manufacturing.

—The most significant competitive disadvantage that Puerto Rico had to over-
come was the inordinately high transportation costs associated with its particu-
lar location as an island 1600 miles away from its main supplier and export
market, while at the same time being forced to ship on high-cost U.S. flag ves-
sels under the provisions of the Jones Act. Puerto Rico began to overcome this
disadvantage in 1948 through the passage of a comprehensive program of tax
incentives for productive investment in manufacturing which, when combined
with the predecessors of Section 936 of the U.S. Internal Revenue Code, provid-
ed a strong offset to the transportation cost disadvantage and allowed Puerto
Rico to begin its transformation to an industrial society.
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This powerful combination of Federal and Commonwealth tax incentives was, of
course, rooted in Puerto Rico’s traditional fiscal autonomy which dated back to the
establishment of the island’s first civilian government after the Spanish-American
War. Fiscal autonomy and the policy alternatives it offered Puerto Rico, which only
began to be exploited in the 1940’s, would continue to be the cornerstone of success-
ful economic development policies in Puerto Rico throughout its modern growth
phase.

The foregoing strategy and combination of competitive factors served Puerto Rico
well into the 1960’s and early 1970’s, although weaknesses started to appear over
time which by the mid-1970’s led to a clear phase of maturity and stagnation for
Puerto Rico.

The key factors which led to declining competitiveness were:

—Beginning in the late 1950’s, but accelerating throughout the 1960’s and 1970's,
industries in Puerto Rico, mostly as a result of economic development itself,
were experiencing rising wage rates in excess of productivity gains. Thus,
Puerto Rico’s labor cost advantage over other U.S. locations, and certainly over
newly-industrializing foreign locations, was ending. This trend reached its
climax in the late 1970’s and early 1980’s with the full applicability of U.S. min-
imum wage rates in Puerto Rico.

—The secular lowering of U.S. trade barriers beginning with the Kennedy Round
of tariff reductions in the early 1960’s, coupled with more intense foreign com-
petition in the markets for Puerto Rico’s traditional labor-intensive manufac-
tured goods, dramatically heightened competition for Puerto Rico’s industries.
In latter years, particularly the early and mid-1980’s, this was further exacer-
bated by significant increases in the value of the dollar, which made the U.S.

- economy in general, and Puerto Rico’s in particular because of the relatively
heavier weighting of manufacturing in its economy, less competitive with for-
eign countries.

—The enormous increases in oil prices in- 1973 and 1979 made energy costs in
Puerto Rico, which is almost 100% dependent on foreign oil for its energy
needs, much higher than in alternative U.S. or foreign locations.

—The high inflation/high interest rate scenario that characterized much of this
period, particularly the mid-1970’s and early 1980’s, was an additional negative
event for a developing economy like Puerto Rico’s which is highly dependent on
external financing sources for both private and public investment flows.

The combined result of these negative developments was that Puerto Rico, which
had consistently outperformed the U.S. economy as a whole for approximately two
decades, began to suffer much lower rates of growth and higher unemployment, in
general underperforming the U.S. economy from 1975 to 1985. In 1983, for example,
unemployment peaked at 25, the highest level in recent decades.

From 1986 to the present, Puerto Rico has been able to mount a significant come-
back for the following key reasons:

—Beginning in 1986, oil prices began to collapse, leading to a dramatic improve-
ment in theé current account and energy cost competitiveness of the Puerto Rico
economy. Although this trend has moderated in the last 12 to 18 months and in
fact may have reversed, energy prices are still significantly below the peaks
reached in the early 1980’s.

—Beginning in late 1985, the dollar has generally weakened in relation to other
currencies, with significant competitive benefits for U.S. industry in general,
and Puerto Rico’s in particular.

—Labor costs” increased more moderately in relation to productivity improve-
ments, particularly after Puerto Rico absorbed the full implementation of U.S.
minimum wages on the island by the early 1980’s and this process was followed
by a relatively long period of stable minimum wage levels in the U.S., which
have only recently been revised.

—Interest rate levels and inflation have generally subsided since 1983, which has
led to a stronger public and private sector financial posture in Puerto Rico and
lower cost of capital for investment projects on the island.

—The one moderately negative factor during this period of time has been the rel-
atively diminished value of tax incentives that Puerto Rico can offer. These
have declined both as a result of the introduction in 1982 and in 1986 of new
statutory constraints on benefits available under Section 936 of the U.S. Inter-
nal Revenue Code and the generally lower corporate tax rates prevailing in
recent years.
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Nevertheless, tax incentives continued to play during this period a key role in
Puerto Rico’s development strategy and in preserving the island’s cost competitive-
ness.

The foregoing factors have led Puerto Rico to a relatively strong economic per-
formance over the last four years, but this is not to say that all is well and that the
island has returned to its stellar performance of the 1950’s and 1960’s. In fact, as
the U.S. itself knows all too well, we now live in an economically interdependent
world characterized by dramatically heightened international competition in most
industries, continuous change and volatile markets.

It is clearly not easy even for a large developed country like the U.S. to compete
in this sort of market; it is much more difficult to cope with the stringencies of such
% _mz,arket for a much smaller, less well-endowed, developing society such as Puerto

ico’s.

Nevertheless, Puerto Rico, with all its limitations, has excelled in the past in
being able to design and implement an effective economic development strategy and
has over the long-term succeeded where others in our region have failed. I have no
doubt that we can again meet the challenge and continue our progress toward a
better standard of living through our own effort and ingenuity. But I also have no
doubt that an essential ingredient to continue Puerto Rico’s development at this
stadge is a continuation of the fiscal autonomy we have enjoyed for the last 90 years
and the valuable tax incentives that we can offer under such autonomy.

Even in light of their reduced value in a world of generally lower corporate tax
rates, such tax incentives still provide Puerto Rico with a unique “equalizing” ad-
vantage to help it overcome the island’s great locational disadvantages relative to
alternative investment sites. Consequently Puerto Rico still needs, to continue on its
path to economic development, a political relationship with the U.S., like the cur-
rent one, which affords it the flexibility and breadth of action required to craft a
distinct economic development strategy, suited to its own needs and priorities, and
rooted in its own resources and limitalions. An essential component of such a rela-
tionship has historically been, and should continue to be, fiscal autonomy. The sa-
lient conclusions of the CBO Report, and its assessment of the potential economic
impact of changing Puerto Rico’s current political relationship with the U.S,, in fact
confirm the importance of fiscal autonomy in Puerto Rico’s past, present and future
economic development.

CBO REPORT

The CBO Report is, within the constraints imposed by time and data readily avail-
able for the analysis, and the limitations inherent in all econometric models, a gen-
erally good attempt at assessing the impact of a change in Puerto Rico’s political
status under S, 712. Nevertheless I believe several points may be made with respect
to areas that the Report addresses directly that would tend to indicate that its con-
clusions present, if anything, a “best case” in terms of the economic costs of a
change in Puerto Rico’s status.

First, my experience in both public and private sector financial management
leads me to conclude that the investment process of 936 companies is highly tax sen-
sitive, both for new and existing firms. Hence, I would conclude that the CBO’s esti-
mates of the reduction in productive investment and employment by 936 firms over
time as a result of changes in the tax relationship between Puerto Rico and the
United States are if anything, too low and too slow. That is, I would expect a larger
effect to occur faster during the years subsequent to such changes.

The reason for the CBO's very significant, but less dramatic estimates of impact
on private investment and employment stem, I believe. from a relatively benign as-
sumption of the tax sensitivity of the investment process of industrial corporations
in Puerto Rico.

I would not expect this negative effect on private investment and employment to
be mitigated significantly by any sort of “political certainty’ benefit accruing under
statehood. Corporate investors in Puerto Rico are among the United States’ most
sophisticated transnational industrial corporations which are well accustomed to in-
vesting in foreign locations and assessing “political risk,” and already operate in nu-
merous cost-effective foreign locations which may serve as alternatives for the in-
vestments they make in Puerto Rico.

Furthermore, such investors generally do not, in fact, view the Commonwealth as
possessing any significant element of “political risk”” at present and are, therefore,
driven predominantly by financial and tax criteria in their locational evaluation of
Puerto Rico vis-a-vis alternative U.S. or foreign locations. In fact, independent politi-
cal risk surveys consistently rank the Commonwealth of Puerto Rico as one of the
safest locations in the world, surpassing, in fact, many OECD countries.
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Second, the general negative trend in Puerto Rico’s economic growth and unem-
plo¥ment through the year 2000 identified by the CBO as a consequence of a chan%e
in Puerto Rico’s political status, although correct as to general direction, probably
significantly underestimates the potential adverse impact on the island’s economy
because it appears that the CBO did not fully consider the impact on the non-indus-
trial, non-936 sectors of the economy.

To understand this point, one must first understand the general composition of
Puerto Rico’s economy.. There are only three fundamental, primary sectors in
Puerto Rico’s economy: manufacturing, tourism and agriculture. A “primary sector”
for this purpose is one which generates incremental income, production and employ-
ment for Puerto Rico because it produces either: (a) an exportable good or service, or
(b) a substitute for the import of a necessary good or service. All other sectors of the
economy, such as construction, services, utilities, transportation and even govern-
ment, in fact rely upon demand for their services from the primary sectors to gener-
ate their own income and employment.

In Puerto Rico’s case, manufacturing is, and has been since the 1950’s, the pri-
mary sector on which the rest of the economy has relied for overall economic
growth. It currently accounts for approximately 40% of the island’s gross domestic
product, while the other two primary sectors, tourism and agriculture, together ac-
count for less than 10% of gross domestic product. Hence, non-primary sectors of
the economy, which account for approximately 50% of gross domestic product in
Puerto Rico, and which rely fundamentally on the secondary income and employ-
ment effects of manufacturing activity, would suffer dramatically from any reduc-
tion in the levels of investment and production in the industrial sector.

It is my view, furthermore, that although, in fact, Puerto Rico should strive, as a
long-term goal, to increase the contribution of both tourism and agriculture to gross
domestic product, for competitive reasons related to the island’s limited land re-
sources and relatively high labor costs, neither tourism nor agriculture can in the
short-run, nor even in the longer-term, make up the income and employment losses
of the manufacturing sector to the overall economy under a change in political
status.

In sum, for the reasons stated above I believe the income and employment losses
estimated by the CBO underestimate potential economic losses to be suffered by
Puerto Rico as a result of status changes under 8. 712.

Third, with respect to the analysis of the economic effects of a status change to
independence, I find the CBO Report to be surprisingly shallow in its analysis and
optimistic in its assumptions. For purposes of this statement I would concentrate on
only one element of such analysis: the external finance problems of Puerto Rico
under independence.

I believe Puerto Rico’s current account “financing gap” under independence is
highly likely to be a very sizable and chronic problem because of Puerto Rico’s tra-
ditignally low internal savings rate relative to our public and private investment
needs.

The Government of Puerto Rico would have to manage this current account defi-
cit in a difficult international financial marketplace which would require interest
rates approximately 200 to 300 basis points higher than the Commonwealth’s cur-
rent cost of capital in the U.S. tax exempt market, on money loaned for much short-
er terms (7 to 10 years maximum versus the 20 to 30 years available in the U.S. tax
exempt market) and with much restricted availability (because of an increased polit-
ical and credit risk profile and because of the lenders’ current concerns about this
kind of financing).

The combined result of these adverse changes in capital flows to Puerto Rico
under independence is likely to be a severe financial constraint on Puerto Rico’s
g{otwth potential vis-a-vis the CBO’s baseline projections under the current political
status.

SPECIFIC COMMENTS ABOUT AREAS NOT COVERED IN DETAIL IN THE CBO REPORT

There are a number of areas of economic impact on Puerto Rico of a change in
political status under S. 712 that are not explicitly addressed in detail in the CBO
Report. I would like to comment on two: the effect on the market for Puerto Rico
securities and the effect on governmental finances.

THE MARKET FOR PUERTO RICO SECURITIES

As recognized by the Securities Industry Association of Puerto Rico (the “SIA”) in
a Supplementary Statement delivered to the U.S. Senate Committee on Energy and
Natural Resources during public hearings on S. 712 in San Juan, Puerto Rico in
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June 1989, there are several types of Puerto Rico securities which would be adverse-
ly affected by a change in political status.

First, Puerto Rico municipal bonds that qualify under Section 103 of the U.S. In-
ternal Revenue Code are, by virtue of the Puerto Rico Federal Relations Act and
predecessor legislation, exempt from Federal, state and local taxation. This allows
the Commonwealth of Puerto Rico to market its bonds to U.S. investors on a nation-
wide basis and to price those bonds at rates significantly lower than would other-
wise be achievable, given Puerto Rico’s credit rating. The SIA estimated that any
change to the Puerto Rico Federal Relations Act that adversely altered the so-called
“triple tax exemption” of Puerto Rico municipal bonds by, for example, eliminating
the state and local tax exemption that is generally not a feature of U.S. municipal
bonds except within the issuing jurisdiction, would materially reduce the value of
these securities between 4% to 5% of the outstanding principal amount. This would
represent a loss in value to U.S. mainland holders of these securities of between
$400 to $500 million of the face value of the Commonwealth’'s outstanding public
debt as of December 31, 1988, and a corresponding potential loss to the U.S. Treas-
ury through the capital loss provisions.

econd, in addition to issuing municipal bonds that qualify under Section 102 of
the U.S. Internal Revenue Code for Federal tax exemption, Puerto Rico also issues
other types of obligations exempt from Puerto Rico income taxation for sale exclu-
sively to residents of Puerto Rico, the proceeds of which are used for the funding of
the capital improvement programs of public corporations such as the Puerto Rico
Industrial Development Company and the Puerto Rico Tourism Company, and other
public and private sector economic development projects, which for various techni-
cal reasons do not qualify for Federal tax exemption under Section 103 of the Code.
These bonds were sold on the basis of the Puerto Rico tax exemption and the cur-
rent tax status of Puerto Rico residents under Federal law, which provides that resi-
dents of Puerto Rico are generally exempt from U.S. income taxation on their
income from Puerto Rico sources. The SIA estimated that the imposition of Federal
income taxation upon residents of Puerto Rico who have invested in good faith in
these securities could devalue by approximately 10, or $100 million, these securities.

Third, the Commonwealth has for years provided support for the housing market
by providing Puerto Rico tax exemption for certain types of mortgages and mort-
gage-backed securities related to housing in Puerto Rico. This has allowed the
Puerto Rico housing market to remain strong when other markets have faltered,
and has reduced the effective cost of housing programs sponsored by the Common-
wealth. This favorable tax treatment, once again, has been based on the fact that
under the current relationship between the U.S. and Puerto Rico residents of the
Commonwealth are not subject to Federal income taxation on their Puerto Rico
source income. In this case the SIA estimated that the imposition of Federal income
taxation upon residents of Puerto Rico could result in a market devaluation of these
securities equal to approximately 8% of the outstanding face value of these securi-
ties, or approximately $150 to $180 million.

Beyond the potentially negative effects on investors’ financial assets described
above, the elimination or curtailment of the current tax attributes of Puerto Rico
securities would result in a significant increase in the cost of capital for public and
private sector economic development projects and infrastructure in Puerto Rico, and
would therefore materially adversely affect the future growth of the Puerto Rican
economy. This effect, however, is not directly taken into account in the CBO Report.

GOVERNMENTAL FINANCES

A second key area of analysis of the economic impact of a change in the political
status of Puerto Rico that i1s not, in my opinion, adequately covered in the CBO
Report is the effect of a status change toward statehood on the finances of the
public sector of Puerto Rico.

The first critical effect that must be carefully evaluated with respect to Puerto
Rico’s public sector finances is the revenue impact on the Commonwealth govern-
ment of the imposition of Federal income taxes on corporate and individual resi-
dents of Puerto Rico. Specifically, such an imposition of Federal taxes would imme-
diately tend to displace the Commonwealth’s existing tax base and impair its ability
to continue funding budgetary expenditures from traditional revenue sources.

This displacement of current tax base would force the Commonwealth to choose
between increasing its tax rates to uncompetitively high levels in an attempt to pre-
serve current levels of expenditures in public services, or the implementation of
severe cutbacks in such expenditures in public services in order to be able to live
within more limited revenue sources.
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Other alternatives are not likely to provide permanent solutions to this problem.
Running a budget deficit, as an adjustment measure is not an option under Puerto
Rico’s Constitution, which mandates a balanced budget and, in any case, is highly
unlikely to be an option given the stringent constraints of the credit markets on the
Commonwealth’s debt management policy. Selling assets, as an alternative ‘‘stop-
gap” measure, is unlikely to generate funds over the long-term sufficient to meet
the revenue shortfalls that might be experienced under a status change, and, in any
case, the financial soundness of a policy of non-recurring asset sales to fund recur-
ring budgetary expenditures would be highly questionable and would probably lead
l(t.o an adverse re-evaluation of Puerto Rico’s creditworthiness in the financial mar-

ets.

The fundamental reasons for this fiscal dilemma for the Commonwealth should
not be lost sight of, for therein lies the basic reason for not incorporating Puerto
Rico into the Federal tax system: with a per capita income that is only a third of
the U.S. national average, Puerto Rico cannot be expected to carry a full Federal
tax burden and still be realistically expected to sustain state government tax reve-
nue levels necessary to pay the cost of basic public services expected in a developing
industrial society. Hence, under statehood, the government of Puerto Rico could re-
alistically only be expected to provide a standard of public services significantly
lower than the current one, in line with its income per capita relationship to the
rest of the nation, with likely adverse effects on the quality of life on the island and
long-term increased labor migration prospects.

The second direct adverse effect on the public sector of Puerto Rico arises from
the negative consequences of a status change on the cost of capital for essential
public sector investment projects, notably infrastructure. These negative conse-
quences arise from two main sources: the loss of Puerto Rico's current tax advan-
tages with respect to its public sector borrowings, and the general deterioration of
the credit quality of the Commonwealth under a status change. )

The first of these relates to the fact that the borrowings of the Puerto Rican
_public sector currently rely heavily on various key tax advantages that we described
earlier; specifically, the “triple tax exemption” of Puerto Rico bonds in the U.S. tax
exempt market, and the existence of a local tax exempt market to tap available
local savings at a relatively low rate when the U.S. market is unavailable. The loss
of these two advantages under a status change would lead to a narrower and costli-
er market for Puerto Rico bonds.

The second source of negative consequences of a status change on the Puerto
Rican public sector’s cost of capital relates to the general deterioration of creditwor-
thiness of the Commonwealth as’ a result of the shrinkage of its tax base and the
impairment of its revenues which was described above.

The combination of these two factors leads to sharply reduced availability of
credit to Puerto Rico’s public sector and a higher cost of capital and, consequently,
lower public investment in growth-sustaining projects, particularly infrastructure
necessary to support private sector investment,, which itself would likely be con-
strained by inadequate infrastructure. This constraint, in turn, would negatively
impact aggregate demand in the economy as a whole, with a resulting reduction in
overall growth and employment in the economy vis-a-vis the CBO’s baseline projec-
tions under Puerto Rico’s current political status.

STATEMENT oF HEX, INC.
PUERTO RICAN STATEHOOD: A PRECONDITION TO SOUND ECONOMIC GROWTH

[By J. Tomas Hexner, Glenn Jenkins, Helen F. Ladd, and K. Russell LaMotte !]

The recent Congressional Budget Office report 2 focused attention on the poten-
tially adverse effects that eliminating section 936 of the internal revenue code

! This memorandum provides the essence of a report unde:i{preparation by Hex, Inc. of Cam-
bridge, Massachusetts. J. Tomas Hexner is the Chairman of Hex, Inc. Glenn Jenkins is the Di-
rector of the International Tax Program at Harvard Law School and Fellow, Harvard Institute
for International Development. Helen F. Ladd is Professor of Public Policy Studies at Duke Uni-
versity and Senior Fellow, Lincoln Institute of Land Policy. K. Russell LaMotte is a research
assistant at the Lincoln Institute and will attend Harvard Law School this fall.

7l;goxgrglsaligrsgl Budget Office, “Potential Impacts of Changes in Puerto Rico’s Status under S.

.’ April, .
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might have on the Puerto Rican economy. Because the shift from Commonwealth
status to statehood would require that section 936 be ended, many people have con-
cluded from the CBO study that statehood would be harmful to the Puerto Rican
economy. The CBO report notwithstanding, we believe that the long run economic
growth of the island represents a much broader problem and that statehood is a
necessary condition for its solution.

The main points of our argument are as follows.

1. Future economic growth for Puerto Rico requires a development strategy that
is private sector oriented, that is gimmick free, that deals with the realities and dy-
namics of the 1990s and the 21st century, and that does not languish on the static
rhetoric of the mid-twentieth century.

2. Statehood is the best path to this required development strategy. By resolving
the status issue once and for all, statehood will reduce the uncertainty faced by po-
tential investors. More importantly, statehood requires the elimination of section
936 of the tax code, a subsidy that is grossly inefficient and costly to the U.S. tax-
payer, increasingly ineffective in providing jobs in Puerto Rico, and inconsistent
with the island’s future long run growth. In addition, statehood will produce a more
efficient and streamlined public sector that can turn its attention to investment in
basic infrastructure and education.

3. 8. 712 is basically a solid bill. It appropriately gives Puerto Ricans the right to
choose their own destiny and is sensitive to the fiscal constraints on the U.S. budget
imposed by large deficits and the Gramm-Rudman-Hollings process. However, cer-
tain changes in the timing of the transition and the nature of the statehood grant
are desirable and would help assure that statehood leads to the desired goal of pro-
moting a more effective long run development strategy for the island.

THE NEED FOR A NEW PRIVATE SECTOR ORIENTED DEVELOPMENT STRATEGY

Puerto Rico’s economy is not a case of “if it works, don’t fix it.” Although the
economy experienced strong economic growth during the 1950s and the 1960s as it
was transformed from an agricultural to a manufacturing economy, development in
recent years has atrophied. Currently the island is experiencing high unemploy-
ment (15 percent), low labor force participation (45 percent), and high migration to
the mainland in search of jobs (hovering around 1 percent per year). Moreover, a
1990 snapshot of Puerto Rico bears a close and uncomfortable resemblance to the
stagnation and frustration of many developing countries with the following features:
a high degree of centralization, a capital city mentality, a decaying infrastructure,
and an apparently bloated public sector, some of which is suitable for privatization.

The problem is that Puerto Rico continues to rely on an outdated development
model based on government assistance and tax incentives to attract investment.
This approach is inapplicable in today’s economic and financial climate, particularly
considering the budgetary problems of both the U.S. and Puerto Rican governments.
Future economic growth in Puerto Rico should not be dependent on a tax code pro-
vision that is as inefficient, expensive, and uncertain as section 936, that benefits
special interest groups at the expense of the U.S. taxpayer, and that depends on the
caprice of Congress in a period of fiscal retrenchment. Fine tuning of the status quo
represents a wholly inadequate response and provides an inadequate stimulus and
insufficient base for Puerto Rico’s long-term economic health.

Sustainable growth in Puerto Rico demands much more. Government’s role is to

rovide a conducive policy setting and a sound financial foundation, not heavy-

anded controls and regulations. Successful and sustainable economic growth in
both the U.S. and throughout the world must be fueled by the response of the pri-
vate sector to the forces of the market place.

Fortunately, Puerto Rico has the assets needed for such private sector growth.
Labor is one such asset: it is relatively inexpensive (the average hourly manufactur-
ing wage isejust over half of the mainland’s and $2.29 lower than Mississippi’s),
highly skilled, productive, and plentiful. Puerto Rico’s excess supply of labor should
be particularly attractive to U.S. firms facing increasingly tight labor markets on
the mainland. Well developed financial, communication and transportation net-
works are other crucial assets. A bicultural heritage and strategic location make the
island a natural conduit between. North and South America in a period of rapid
regional economic integration. These attractions, plus an ideal climate and natural
environment, have already begun to attract major investments in the island’s tour-
ism sector. Given its affiliation with the U.S, Puerto Rico also offers advantages
that similar locations competing for investment simply cannot match, including ex-
em{)etion from U.S. tariffs, use of the U.S. dollar, and protection under the U.S. %egal
system.
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None of these assets depends on an inefficient tax subsidy or Congressional gener-
osity. The potential exists for strong economic growth based on stability and private
sector initiative. We believe that statehood, with its emphasis on self-reliance, its
resolution of the status issue, and its stability, is a precondition of that growth.

ECONOMIC GROWTH AND SECTION 936

Section 936 has outlived its usefulness. While clearly helpful for promoting the
owth of Puerto Rico’s manufacturing sector in past decades, section 936 is no
onger an appropriate economic development tool. Hence, opposition to statehood
should not be based on concern about the loss of 936. To the contrary, eliminating
936 will provide the stimulus needed to modernize the island’s development strate-

gyRecent years have witnessed a dramatic change in the composition of section 936
corporations. As Puerto Rican wages have risen above those in competing Caribbean
and Asian countries (while still remaining well below those on the mainland), the
share of section 936 activity in labor intensive industries such as textiles has dimin-
ished significantly while the share in capital intensive electronics and pharmaceuti-
cals industries has increased commensurately. In 1960, chemicals and machinery
made up 22 percent of the net manufacturing income in Puerto Rico; by 1989 that
share had increased to over 73 percent.? Increasingly a subsidy for capital intensive
firms, section 936 represents a perverse economic development tool for the labor
surplus economy of Puerto Rico.

As a subsidy to labor, section 936 is grossly inefficient. Section 936 now primarily
transfers income to mainland parent corporations and serves as a subsidy to the
parent corporations for tax planning rather than as a stimulus for job creation in
Puerto Rico. The tax subsidy to wages is astounding. In 1983 (the latest year for
which comglete data is available %), the tax benefits received by 936 corporations
averaged 125 percent of employee compensation; for the pharmaceutical industry,
tax benefits were 265 percent of employee compensation. The bankruptey of section
936 as an incentive to hire labor alsc emerges from outcome data: while manufac-
turing’s share of Puerto Rico’s gross domestic product increased from 29 percent to
40 percent between 1975 and 1988, the share of manufacturing income accruing to
labor declined precipitously from 48 percent to 27 percent.5

Moreover, the 936 incentive will become increasingly ineffective in the future as
firms respond to the 1986 reduction in the U.S. corporate tax rate, to proposals out-
lined in the Treasury’s White Paper on intercompany pricing,® and to the uncer-
tainty associated with the inevitable periodic attempts by the U.S. to get rid of this
inefficient and costly subsidy.

At a time of severe budget pressure in the U.S., American taxpayers should not
be asked to give up large amounts of tax revenues for such an inefficient subsidy.
On April 26, 1990 Philip D. Morrison, the International Tax Counsel of the Depart-
ment of the Treasury testified that the 936 corporations received $2.1 billion in net
tax benefits in 1990 and that these benefits are predicted to grow at 10 percent per
year. Estimating that 75 to 80 percent could be recovered by the Treasury if 936
were phased out as proposed under the statehood option of S. 712, he predicted that
an additional $2.7 to $2.9 billion (in 1990 dollars) would be available to the U.S.
Treasury by 1997.

It is time for both Congress and Puerto Ricans to acknowledge the need for
change. The U.S. needs cost effective programs and Puerto Rico needs investment in
people and facilities that effectively promote private sector development and income
for Puerto Ricans. Whether or not statehood is adopted, section 936 should be elimi-
nated. The statehood option is desirable in that it forces an immediate change in
the island’s development strategy while at the same time providing the precondi-
tions for an alternative economic vision.

A BRIEF DIGRESSION ON FEDERAL GRANT PROGRAMS AND ECONOMIC DEVELOPMENT

Statehood also calls for the extension of full Federal entitlement programs to
Puerto Rico. How might this extension affect the island’s long term economic
growth? Critics claim that expanded welfare would cause over-dependence to the

8 April, 1990 CBO Report, Table 3.

4 Data on section 936 corporations is from the Department of Treasury, “The Operation and
Effect of the Possessions Corporation System of Taxation, Sixth Report,” March 1989.
- 8 Puerto Rico Planning Board, “Economic Report to the Governor 1988,” Tables 9 and 11.

% Treasury Department, Office of International Tax Counsel, Office of Tak Analysis, A Study
of Intercompany Pricing, October 18, 1988.
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detriment of productive work and real economic expansion. Proponents of statehood
point to the stimulation of aggregate demand associated with the inflow of Federal
funds and draw attention to the national trend of combining skill development and
training with welfare programs. Neither argument is without merit, but both miss
the main point. The real issue is not what increased entitlements will do to stimu-
late demand or reduce work effort, but rather whether the economy can generate
jobs. Without more jobs and sustained economic growth, Puerto Ricans will continue
to be poor, to be dependent on Federal welfare, and to migrate to the mainland to
find work. Solving the job problem calls for a shift to statehood. Statehood both
builds the foundation for economic growth and also assures a more adequate safety
net of fair social welfare programs.

PRESSURE TO RESTRUCTURE THE PUBLIC SECTOR

A political fact of life: without statehood, the size and efficiency of the Puerto
Rican public sector will not change. Casting no aspersions on the multitude of sin-
cere and dedicated government officials, the Puerto Rican public sector, when
viewed from a macro perspective, appears beset by problems including a bloated
payroll, a centralized bureaucrac!y, a history of balancing the budget with one-time
windfalls and gimmicks, a lack of accountability, and poor planning and insufficient
investment in infrastructure and public works.

Between 1975 and 1988 the averaﬁe annual growth rate of public sector employ-
ment was 2.6 percent, substantially higher than the 1.4 percent growth rate of non-
government employment.” A 1985 prominent citizens’' report commissioned (and
seemingly ignored) by the current Governor recommended a vast overhaul of the
Commonwealth’s governmental structure on the grounds that this bureaucratic
growth was an ad hoc response to employment crises on the island and did not rep-
resent improved service delivery.® A more recent May 6, 1990 article in the San
Juan Star echoed this diagnosis, attributing the growth to the “Twin traditions of
political patronage and government expansion to reduce unemployment.” The 1985
report goes on to argue that the expansion of government has harmed Puerto Rico's
private sector: “The government has assumed responsibilities and direct operations
in the country’s economic sector in which private capital enjoys a comparative ad-
vantage in providing more efficient service.” ® The reference here is to public sector
involvement in traditionally private sector activities such as shipping, commercial
banking and other enterprises.

Statehood will force changes in the way the Puerto Rican government operates.
On the one hand, additional Federal funds for entitlement programs will free up
some locally generated funds for other purposes. On the other hand, Puerto Rican
taxpayers newly subject to Federal taxes will demand lower Puerto Rican income
taxes, a more streamlined public sector, and possibly some decentralization of taxes
and spending to the municipal level. A combination of privatization of various ac-
tivities, spending cuts, and alternative revenue sources would provide space for the
imposition of the new Federal income taxes with no increase in the (already high)
tax burdens on Puerto Ricans. An overhaul of the ineffective collections process
would (with the assistance of the Internal Revenue Service) also yield substantial
revenues: a 1987 report on tax reform in Puerto Rico prepared by Booz, Allen &
Hamilton estimated that $1.5 billion in personal income is currently untaxed be-
cause of non-filing and under-reporting and that an additional $135 million could be
collected by improving the administration, enforcement, and comgliance incentives.

No sconomy seeking investment and reinvestment can afford a bloated and reput-
edly ineffective and overcentralized public sector., Long run growth is possible only
with meaningful and painful public sector cuts to generate some of the funds neces-
sarf' for refurbiﬂhipf the infrastructure and for reducing the island’s tax burden.
Only statehood wili force these painful but essential decisions.

THE STATEHOOD rKOVISIONS OF 8. 712: NEEDED ADJUSTMENTS

With minor changes to the current version of S. 712, the transition to statehood
can be accomplished with minimal disruption and in compliance with the discipline
of the Gramm-Rudman-Hollings le%islation. Under a slightly modified transition
plan, between 1992 and 2000 statehood would generate over $2.5 billion (in net

7 Treasury Department, “Sixth Report,” Table 3.3.
8 See “A Study on the Organization and Function of the Executive Branch of the Puerto
ilgggn Government,” prepared by the Committee for the Economic Development of Puerto Rico,

9 Committee for the Economic Development of Puerto Rico, p. 32.
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present value) to the U.S. Treasury, which if desired could be considered a source of
funds to smooth the transition to statehood.

The statehood provisions of S. 712 stipulate the immediate extension of most U.S.
social welfare programs,'® a gradual phase-out of the section 936 tax credit, a de-
layed imposition of Federal income taxes for Puerto Rican citizens and corporations
until 1994, and contain certain assumptions about the form and content of a ‘“state-
hood grant.” By extending the entitlement programs immediately while delaying
the implementation of taxes, S. 712's transition program frontloads the Federal
costs. This frontloading is undesirable in that it aggravates the U.S. budgetary prob-
lems during the initial years of statehood, understandably produces U.S. opposition
to statehood, and focuses the statehood debate in Puerto Rico too heavily on the ex-
tension of entitlements.

Hence, the transition assumptions of S. 712 should be adjusted to treat the ex-
penditure and revenue sides of the transition comparably. According to historical
precedent, the Constitution imposes few constraints on the transition package, and
grants Congress broad powers to make economic adjustments to minimize disrup-
tions and dislocations associated with the transition to statehood. The flexibility to
design an appropriate transition applies both to the tax side and to entitlement pro-
grams. From the U.S. perspective, extending full health and social welfare programs
to Puerto Ricans before they are required to pay Federal taxes seems inappropriate.
Delaying the expansion of welfare benefits can also be justified in terms of the ad-
justments required in Puerto Rico: a delay would provide more time to plan for the
expansion of these Federal programs and to begin to make the necessary adjust-
ments in locally financed health and welfare programs.

Table 1 reflects our modified transition assumptions. Specifically, the table as-
sumes that Puerto Ricans will not begin to pay Federal excise and income taxes
until 1994 and, to bring taxes and transfers into line, that none of the h~alth and
welfare programs are extended until that same year. S. 712's assumption about the
phase out of section 936 (a five year period beginning in 1994) is retained to assuage
any potential disruptions and to render fair treatment to corporations who made
section 936 a significant element of their locational investment decisions. Table 1
does not include a statehood grant because that is a separate issue to be considered
in light of these financial flows.

IMPACT OF STATEHOOD ON THE U.S. TREASURY

Table 1 shows that, excluding any special statehood grants, the shift to statehood
would have a beneficial effect on the U.S. Treasury over the 1992 to 2000 period, the
time period used in the April CBO report. In particular the shift to statehood would
reduce the present value of net Federal outlays for Puerto Rico over the period by
$2.5 billion. Thus, Puerto Rican statehood could reasonably free up Federal budget-
ary resources relative to what would occur under continued Commonwealth status.
"Even under the assumption of Federal budget neutrality, substantial Federal reve-
nue could be available for a special statehood grant to Puerto Rico should Congress
deem that desirable.

Table 1.-—FINANCIAL BENEFITS AND COSTS OF STATEHOOD RELATIVE TO COMMONWEALTH, NO
STATEHOOD GRANTS

(in milkons of dotlars)

1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | Total

From Perspective of U.S. Treasury:
Additional Outlays

Entitlements * 0 02550 | 2950 | 3,068 3,191 | 3,318 | 3451 | 3,589 |.......o...

Additional Reven!

936 Phase QUL 2 ........ocooveccveccrirrrrnns 45| 128 538 1,204 | 1,889 | 2,610 | 3,325 3491 3,666
Non-936 Corp. Taxes 3 249 | 427 448 4711 495 5191 5451.
Indiv. Income Taxes 4 645 676 707) 739 773 809 846 .
New Excise Taxes ® 309 325| 341] 358 376 395 4144
Net QUbIaYS..........ocovvenresressisissnsinnien (45) | (128) | 809 { 318 (317) | (987) |(1,651)((1,763)(1,882)

s{)lement.al Securiti Income r(:fram (SSI), the introduction of
a

10 The exception is the Suf;
which wauld be delayed until 1994 to provide for the require ministrative adjustments.
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Table 1.—FINANCIAL BENEFITS AND COSTS OF STATEHOOD RELATIVE TO COMMONWEALTH, NO
: STATEHOOD GRANTS—Continued

{in millions of dolars)

1992 | 1993 | 1994 19951 1996 | 1997 | 1998 | 1999 | 2000 | Total

Present Value of Net Outlays

(10% discount rate) ................... (41) | (106) | 608 [ 217 | (197) | (557) | (847) [ (823) | (798) }(2,544)
From Perspective off Puerto Rico: ¢
Net Inflow to Puerto Rico.........vnriened 0 0f 1,347 1,522 1,672 | 1,623 | 1,674 1 1,728 | 1,184 |............

Present Value of Net Inflow (10%

discount rate) .... 0

=2

1012 1,040 | 9761 916| 859 806| 757 6366

Al entries represent estimates of the additional costs or revenues associated with statehood compared to Commonwealth status. Additional outlays
Tor entitlements are set equal to zero in 1992 and 1993 based on the authors’ proposal that the exganswn of entitlements be delayed until 1994,
Similarty, excise axes would not be imposed until 1994. The ghase out of section 936 complies with the terms of S. 712, The table includes no
stac}fmd grant. Specifically, the cover over (transfer to the Puerto Rico Treasury) of Federal taxes paid by Puerto Ricans included in S. 712 is
ex

1 Entitiencent figures from April CBO Report, Table 7. ]

2936 phase out figures from November, 1989 Treasury testimony; l)osl~1993 figures are calculited from an arbitrarily assigned 5% growth rate.

3 Non-936 corporate taxes from November Treasury testimony; post-1996 figures from April CBO, Table 7.
py ;d.:ndividual income taxes from November Treasury testimony; post-1996 figures from April CBO, o™~ 7 They are net of the Earned Income Tax

it.

® New excise taxes from November Treasury testimony; post-1998 figures from April CBO, Table 7. (Customs duties and rum excise taxes are
excluded bacause their treatment would not change under statehood .

¢ Calculations not shown. The entries can be derived from the top panel by considering Federal outlays as inflows and Federal revenues (minus
936 revenues) as outlays.

Before discussing such a grant, the net financial flow from the perspective of
Puerto Rico should be noted.

IMPACT OF STATEHOOD ON THE NET FLOW OF FUNDS TO PUERTO RICO

Not only does Puerto Rican statehood impose no additional costs on the U.S.
Treasury, but it also substantially increases the flow of funds to Puerto Rico. The
explanation for this apparent paradox is that the additional revenue to the U.S.
Treasury generated from the elimination of section 936 will be paid not by Puerto
gicans but rather by the mainland corporate parents of the section 936 corpora-
ions.

Under the transition assumptions advocated above-—and without providing for
any form of statehood grant—the net inflow of Federal transfers by the year 2000 is
estimated to be $1.8 billion dollars and the present value (in 1991) of the total inflow
through the year 2000 is $6.4 billion. In terms of net financial flow, statehood is
clearly beneficial for Puerto Rico. However, these financial flows should be scruti-
nized in the context of their economic effects as projected fully and carefully in the
April CBO report which predicted a lower growth rate under statehood due to re-
duced investment caused by the elimination of the section 936 tax provisions. The
CBO scenario needs to be addressed and provides a strong argument for designing a
statehood grant that could stimulate and partially fuel Puerto Rico’s economic
growth in the short run to provide breathing room until the full long term positive
ef{fct}s}s ?3 the economy of the move to statehood as discussed in this memorandum
take hold.

PREPARING A STATEHOOD GRAMT

Every state that has entered the Union since 1803 has received some form of
statehood grant. Examples of these grants range from natural resource transfers to
monetary aids. Historically Congress has recognized the desirability of enacting spe-
cial assistance measures for new states and has shown remarkable flexibility in tai-
loring the statehood grants to their particular needs.

S. 712 includes a statehood grant in the form of a cover over of Federal taxes paid
’lla_y Puerto Ricans. The Federal Government would turn over to the Puerto Rican

reasury all the proceeds from the Federal tax on individuals and corporations in
1994 and 1995 and all the revenue from the new Federal excise taxes at least
through 1998.1* The present value (as of 1991) of this statehood grant is $2.8 billion

11 In addition, the United States would continue to rebate to Puerto Rico customs duties and
excise taxes on rum. We have not include these rebates as part of the statehood grant because
they would be provided under enhanced Commonwealth status as well as under statehood.
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which is slightly above the $2.5 billion that would be consistent with U.S. budget
neutrality over the ten-year period.

This approach to the statehood grant deserves serious rethinking based on two
considerations. First, this cover over approach may reduce incentives for the Puerto
Rican public sector to adjust to statehood. Second, the statehood grant should be
uged to offset more directly the economic disruptions that may accompany the elimi-
nation o{‘ 2936 and to help Puerto Rico restructure its economy to move into the 21st
century.

Statehood will require significant changes in the operation of the Puerto Rican
public sector. Although difficult, the number of public sector employees will have to
be reduced and government operations will have to be streamlined and made more
efficient. Because the new Federal taxes will not be paid until 1994, the transition
period itself provides over two years for the Puerto Rican government to prepare for
the change. No reason exists to delay the pressure for these changes by providing
the Puerto Rican Treasury with a full cover over of the new Federal taxes paid by
Puerto Ricans. Even if some cover over is deemed desirable to ease the govern-
ment’s adjustment to statehood, it should at most be partial.

Another compelling argument for a creative approach to the statehood grant is
the need to help Puerto Rico restructure its economy to provide growth in private,
not public, jobs. As we have argued throughout this memorandum, eliminating the
936 tax provisions is in the long run interest of the Puerto Rican economy. Even
with the tax provision, unemployment has been high in recent years and will con-
tinue to be high in the future, unless new initiatives are undertaken. The elimina-
tion of the tax provision simply focuses attention on some basic structural problems
in the Puerto Rican economy and the need to develop a new approach to economic
development. -

Following the lead of mainland states, Puerto Rico should deemphasize tax breaks
and other gimmicks in favor of investment in basic infrastructure. Investments in
physical infrastructure and in education would do more for the long term economic
development of the island than any set of tax breaks. In this light, then, it is hoped
that the Finance Committee will consider an alternative statehood grant which
would be specifically designed to promote the conditions for strong private sector
economic growth in Puerto Rico.

GREGORIO IGARTUA,
Aguadilla, P.R., April 20, 1990.
Senator LLoyp BENTSEN, Chairman,
Committee of Finance,
U.S. Senate,
Washington, DC.

Dear Senator Bentsen: Your Committee will hold hearings next week in relation
to the financial aspects of the three proposed political status formulas for Puerto
Rico, to be included in a plebiscite bill. The “Briefing Report—Puerto Rico—Infor-
mation for status Deliberations” of March, 1990, published by the U.S. General Ac-
counting Office, contains information in pages thirty one and thirty two—'‘Federal
Relations of Tax Laws,” which in my view, is incorrect, misleading and unfair to the
American citizens of Puerto Rico. I am sending to your Committee copies of two
papers wrote, which reflect opposing views to the G.A.O. Briefing Report on those
pages. (See Appendix A and B). Please make this information part of the official
record of the Committee Hearings.

In summary, my papers are for the following propositions:

—That the American citizens of Puerto Rico are legally forced under the present
political status to comply and participate in Federal tax programs in an equal
footing as those citizens of the fifty states, with some exceptions.

—That the American citizens of Puerto Rico are compelled to pay different Feder-
al taxes without political representation in Congress, without consent.

—~That the actual Federal tax policy applicability to the American citizens of the
territory of Puerto Rico without political representation is contrary to the
moral principles which inspired the Founding Fathers of the Nation, and de-
fended by everybody under the American flag ever since. Within this perspec-

12 A third concern has been expressed by the Treasury Department, which has testified that
the cover over approach poses significant adminiscrative difficulties.
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tive, the actual applicability of tax policies to Puerto Rico represents an ever
increasing embarrassing situation to the U.S. Government.

—That the Federal tax policy issue (the fact of the many millions of dollars con-
tributed to the different tax programs by the American citizens of Puerto Rico)
cannot be ignored, as the GAO Report did. It presently constitutes per se a
main catalytic agent within the economic analysis, forcing not only in one direc-
tion the American citizens of Puerto Rico to attain a final decision on the politi-
cal status of Puerto Rico by pressuring their analysis of their actual Federal tax
policy rights and obligations without consent; but also, from the other direction,
forcing with a certain pressure at this date, or with much more pressure at a
future date, the American citizens of the fifty states to question Federal tax
policies such as

—That the actual Federal tax policy applicability to the American citizens of the
territory of Puerto Rico without political representation is contrary to the
moral principles which inspired the Founding Fathers of the Nation, and de-
fended by everybody under the American flag ever since. Within this perspec-
tive, the actual applicability of tax policies to Puerto Rico represents an ever
increasing embarrassing situation to the U.S. Government.

—That the Federal tax policy issue (the fact of the many millions of dollars con-
tributed to the different tax programs by the American citizens of Puerto Rico)
cannot be ignored, as the GAO Report did. It presently constitutes per se a
main catalytic agent within the economic analysis, forcing not only in one direc-
tion the American citizens of Puerto Rico to attain a final decision on the politi-
cal status of Puerto Rico by pressuring their analysis of their actual Federal tax
policy rights and obligations without consent; but also, from the other direction,
forcing with a certain pressure at this date, or with much more pressure at a
future date, the American citizens of the fifty states to question Federal tax
policies such as that of IRC 936 and Federal grants applicable to the American
citizens of Puerto Rico within the context of their tax policy rights and obliga-
tions as full American citizens. (See Appendix A, footnote 115; Appendix B, pgs.
41, 42, and Appendix C).

—The IRC 936 tax policy applicable to Puerto Rico within the context of cost-ben-
efit effects constitutes in the one hand a mathematic constant in terms of the
creation of jobs within the local economy; and, on the other hand, it constitutes
a mathematic variable increasing disproportionately in terms of tax free income
for the 936 Corporations. Within the tax policy context, these two conflicting
situations are provoking a political embarrassing situation to Congress. The
American press is questioning the tax benevolence of the policy. Congress is in
the difficult position of decidiirg whether to continue with the 936 tax policy, or
whether to eliminate the policy with the consequence of taxing income “from
sources within Puerto Rico—a territory,” which equals to “taxation without
representation,” something the Founding Fathers of the Nation fought against.

Finally, I would like to point out to your Committee certain factors within the
. Puerto Rico status deliberative process, which should be considered and defined
more effectively, particularly within the economic context:

~—How does independence for Puerto Rico, that is separation or economic disinte-
gration from the U.S. market, can be realistically justified within the context of
the current tendency of Nations to integrate into regional economic markets?

~—How can the United States and Puerto Rico justify that the latter should not be
granted statehood or independence, within the context of the international
policy, as adopted by a United Nations resolution calling for the decolonization
of all territories by the year 2000.

~How is an independent Puerto Rico going to solve the following situations:

—Elimination of permanent accessibility to the U.S. market, with all the
benefits it represents.

—Elimination of the U.S. billionaire aid to Puerto Rico, which is actually
received, and would also be received as a State even more, not by mere
grants from Congress, but by the local payments to the U.S. Treasury
through the various tax golicies applicable to Puerto Rico.

—Negative effects in the balance of payments due to the payment of roy-
alties for imported patented technology, necessary for the local economic in-
frastructure. )

~Environmental policies diametrically different than those supported ac-
tually by the independence movement, defending presently the non exploi-
tation of natural resources in Puerto Rico. In fact, one pro-independence
commentator proposed that ““ . ... Puerto Ricans could as well decide that
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a country that is much poorer than the U.S. does better by sacrificing some -
of its ecological concerns to more immediate economic needs of its people.”
(47-2 P.R. Bar Journal 172-1986)

—Migration to the U.S. has been called the “escape valve” of the econom-
ic problems of Puerto Rico. Once eliminated or controlled under independ-
ence, how can unemployment be diminished under a society with a highly
increasing population.

—How strong or influential would be the participation of the Republic of
Puerto Rico in international organizations or in its negotiating process with
other countries?

—Would the local labor force be more or equally efficient or satisfied
with lower economic benefits in the Republic of Puerto Rico?—(See,

.-Negron, 47-2 P.R. Bar Journal 172 at footnote 156—" . . . Puerto Ricans
should not dream about being able to develop a larger labor intensive sector
without lowering their legal minimum wage relative to the U.S. level—
something which as an independent country Puerto Rico could probably
achieve . . . )—If independent Puerto Rico taxes U.S. corporations doing
business locally, that is IRC 936 eliminated and a foreign U.S. tax credit
applicable, what new or more creative economic policies can be proposed or
adopted, even through subsidies, that have not been implemented in other
countries, in order to make it more attractive and competitive for foreign
manufacturers or businesses, particularly from the U.S. Some economist fa-
voring independence for Puerto Rico are proposing that under the Republic
the 936 tax benefits could be substituted “evenly by taxing U.S. corpora-
tions in Puerto Rico, for which taxes these would in turn get a foreign tax
credit in the U.S., and channeling back to the corporations the taxes im-
posed locally through subsidies. In fact, these are claiming the latest GAO
and Congressional Report on Puerto Rico “sanctifies” this proposal. (See

~ Appendix D).

—How will independent Puerto Rico solve the problem of the present
public debt which amounted to $11,236.9 millions for fiscal year 1988, for a_
per capital debt of three times that of Mexico, one of the most highly in-:
debted countries in the world. (See Appendix E).

—How will independent Puerto Rico control the massive outflow of cap-
ital the new status will generate. (See Appendix E)

—What is the mathematical certainty of the economic inference that Puerto Rico
would be under statehood, at least in an economic position equal to that of the
state in the lowest economic category?

—It has been suggested by some politicians that there are some variables that
need to be clarified; of particular worriness—whether the 936 corporations will
stay or leave the Island under statehood or independence. These have inclusive-
ly proposed that the 936 corporations should be consulted on the political status
issue so they can confess whether they will continue local operations under the
different alternatives. Obviously, the 936 corporations will promote that politi-
cal alternative which represents the best potential for continuity of their tax
benefits, and in this respect their position on what is the better political status
for Puerto Rico, would be misleading and incorrect. Withing the alternative of
statehood there are certain factors which serve as evidence that these will con-
tinue operations in Puerto Rico. First, they originally established operations in
Puerto Rico with full knowledge of the political status change possibility, 95%
of the population preferring for many years statehood and permanent associa-
tion. Secondly, most 936 corporations have very high capital investments in
their plants in Puerto Rico, to the extent that as a State there is no economic
reason to move operations from the State of Puerto Rico to any other of the
Nation. Moreso, once the IRC 936 tax policy is eliminated, there is no tax justi-
fication to move, operations from the State of Puerto Rico to another country,
with political uncertainty, where taxes will have to be paid anyway (Even if
they get a U.S. foreign tax credit). Also, the efficiency of the local labor force,
wheather conditions and other factors favor permanency of operations in the
State of Puerto Rico.
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The political status deliberative process of Puerto Rico is complicated. It demands
responsibility from all the parties involved, and respect for the American citizens of
Puerto Rico. Many factors need to be pointed out, but ultimately there are certain -
variables which cannot be defined with mathematic precision or certainty under all
of the three proposed political status formulas. Within this perspective, we will
always have to rely on our instinct and prayers to our Lord.

Sincerely ours,
GREGORIO IGARTOA, Attorney at Law.



164

: ‘ APPENDIX A

REVISTA .

DEL COLEGIO DE ABOGADOS
DE PUERTO RICO -

VOL 45 Enero-Diciembre, 1984 NUMS. 14

EL PODER INVESTIGATIVO DE LA ASAMBLEA LEGISLATIVA
Francisco Aponte Pérez

FEDERAL COURT CERTIFICATION REVlISITED
Mario Arroyo D4vila

LA JURISDICCIONALIZACION DEL SECTOR PENITENCIARIO,
Olga Elena Resumil de Sanfilippo y Angelo P. Sanfilippo :

LA ELEVACION DEL CASO DE PUERTO RICO ANTE LA

. -ASAMBLEA GENERAL DE LAS NACIONES UNIDAS EN LA
DECADA ACTUAL ’
Carmen Gautier Mayoral

PROPUESTA PARA UN CURSO SOBRE LOS DERECHOS DE LA
MUJER, ESQUEMA DE ESTUDIO Y GUIA BIBLIOGRAFICA
. Carmelo Delgado Cintrén A3

. U.S. IRC SECTION 936 A TAX POLICY ANALYSIS WITHIN THE
" P.R. PERSPECTIVE = TAX EXPENDITURES V. GOVERNMENT
DIRECT EXPENDITURES ~
Gregorio lgartua

LA AMERICANIZACION DE FILIPINAS ~ LA JUSTICIA — LA
IMPOSICION DEL IDIOMA INGLES EN LOS TRIBUNALES EN
EL PERIODO 1898 - 1906
Alfonso L. Garcfa Martinez

CARTA DEL LICENCIADO ENRIQUE GONZALEZ AL
GOBERNADOR DE PUERTO RICO




166

- U.S. IRC SECTION 936:
A TAX POLICY ANALYSIS WITHIN THE P.R. PERSPECTIVE
— TAX EXPENDITURES v. GOVERNMENT DIRECT
EXPENDITURES

GREGORIO IGARTUA

“...Fashioning a tax structure requires an intimate knowledge
of, and sensitivity to, the society in which it is to function...” t®

I. Introduction

Our government tends to encourage the creation of capital in almost
every sector of the economy by resorting to different policies. Usually, it
will decide for justified economic reasons to favor an activity or group
through monetary assistance which may be channeled or delivered by
electing from a wide range of options —e.g., direct grants, loans; etc. In
addition, it may attempt to pursue this goal by dealing with the tax
system, particularly by the implementation of a tax policy — e.g., perma-
nent exclusions from income, deductions, deferrals of tax liabilities,
credits against tax, special rates, other — with the expectation that a
desired result will be achieved.?:

A typical case of a tax policy applied with the expectation of achie-
ving a desired result is the one covered by section 936 of the U.S. Internal
Revenue Code (as amended) and some other related provisions which
applies to Puerto Rico. Under this section, the so popularly known
“possessions corporations” (companies incorporated in the United Sta-

1a. Excerpts of this paper were published in “The San Jusn Star™ B6 (July 24, 1983).

1b. J. T. Sneed, The Criteria Of Federal Income Tax Policy, 17 Stanford L. R. 867 (April, 1965),
[hereinafter: cited as Sneed (1965)}

2 See generally, Surrey & McDaniel, The Tax Expenditure Coucepl Current Developments And
b;;;gllng Issues, XX: 2 Boston College L.R. 225 (1979) (hereinafter cited as Surrey & McDaniel
(1979)

109
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tes) are fully exempted from federal tax on income from their operations
in Puerto Rico. Itis the purpose of this paper to examine and analyze: the
effects of this tax policy on the economy of Puerto Rico and on the
Federal Treasury; whether the expected results by its adoption, have
been achieved,; its tax expenditures considerations vis a vis a government
direct expenditures alternative approach; and, to suggest some possible
changes. No deep analysis is made of any of the constituent elements of
section 936, since many good articles have already covered this subject.
Since in the case of Puerto Rico we are dealing with a social macro-
structure that has its own dynamics and institutional peculiarities, it is
proper to start the present analysis by setting forth below a legal, politi-
cal, and economic background.

I1. Legal. Political and Economic Background

—Puerto Rico

Puerto Rico is a highly populated 3,500 squarc miles island, in the
Caribbean, with limited natural resources. It became a territory of the
United States in 1898 as a result of the Spanish-American War. Ever
since that year its people have been politically divided into three main
possible status formulas —independence, commomwealth, and state-
hood. The resulting state of uncertainty and political suspense affects
P.R. negatively by obstaculizing what the people ultimately want, where
P.R. is going, and how it will proceed. Moreover, newly proposed public
policies affecting Puerto Rico will be subject to scrutiny by politicians,
who will favor them depending on convenience within the context of
their preferred status formulas. (Section 936 has not been the exception
to this rule). In addition, the local legal, political, and economic system is
continuously exposed to the ambiguity of being considered by the Fede-
ral Government as a state for some purposes, and differently for others.

The rights of the residents of Puerto Rico, who were granted Ameri-
can citizenship in 1917, have changed in a way parallel to the gradual
transfers of powers of the U.S. Government to themn. From an American
military establishment during the first years P.R. changed to a republican
form of government similar to the one of the fifty states of the Union at
present, with the difference that it is ruled under the territorial clause of
the Constitution of the U.S. Federal Statutes generally apply to Puerto
Rico. In addition, P.R, shares a common currency, citizenship and open
borders with the United States. The Merchant Marine Act applies to
Puerto Rico, therefore, only United States flagships can be used for the
transportation of merchandise to and from the mainland.? Notwithstan-

3.46 U.S.C. 883. The present adminisiration has requested Congress to make some changes relating

to this policy (liberalization allowing foreign flag passenger service between Puerto Rico and the

Mainland) with negative response. In addition, there is common defense with the U.S. An analysis of

local military participation in conflicts where the U.S. has been involved can be found in; J.A.

;hm:; )& Lopez, 2,285 boricuas han muerto en los conflictos bélicos de E. U., E| Mundo SA (March
, 1983

Lo
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ding, the island has a separate fiscal structure, enjoying primary jurisdic-
tion to tax Puerto Rican source income, while the United States has
secondary jurisdiction to tax the Puerto Rican source income of U.S.
citizens, residents and corporations.* Puerto Rico’s authority to enact its
own tax system derives from the Foraker Act of 1900. Nevertheless, there
is a close relationship between the local tax rules and the federal tax rules,
to the extent that in 1954 the legislature adopted its present income tax
laws based on the U.S. Internal Revenue Code of 1939 (As amended in
1954).

At the turn of the century the main local industry was the sugar
industry. Immediately thereafter, great quantities of American capital
were invested in this industry to the extent that it experimented an
extraordinary growth during the next 40 years, from 335,750 tons per
year to nearly 1,300,000 tons.* During the 1940's Puerto Rico started its
popularly known economic development program “Operation Boots-
trap”. The keystone of this industrial incentive program was the tax
exemption policy adopted by the “Industrial Tax Exemption Act of
1948 providing qualified firms an exemption from income, property,
and municipal taxes, for substantial periods of time depending on the
selected location in the island.s Other legislation exempted from excise
tax all raw materials, machinery, and equipment used in manufacturing
for export or sold to other manufacturers in Puerto Rico; and provided
incentives for government financing, availability of buildings under low
rent agreements, and training for employees.” A government agency was
established for the administration of this program — Fomento. As a
result of this incentive policy, and particularly to benefit from the tax
holiday, many firms established plants in Puerto Ricoin the early 1950's.
From 1947 to 1972, Puerto Rico achieved an average annual growth rate
of 6% in real terms,® -

The rapid expansion of the industrial sector during the 1950's was
accompanied by an extremely large migration of citizens of Puerto Rico
to the mainland. So many people left that migration was named the

.

4. The Operation And Effect Of The Possessions Corporation System Of Taxation, 6, Third Aaual
Report, Dept. of the Treasury (June, 1980) (hereinafter cited as Treasury Report (1980)) See also,
The Operation and Effect Of the Possessions Corporation System of Taxation 26, Fourth Annual
Report, Dept of the Treasury (Feb. 1983) (hereinafter cited as Treasury Report (1983)}

$.J. Simon, La Amarga Trayectoria df la Industria del Azicar en Puerto Rico, $6-57,E1 Nuevo Dia
(November 8, 1981), (hereinafter cited as J. Simon (1981)).

6. See generally: Treasury Report (1980), supra note 4, at 12; Treasury Report (1983), supranots 4, at
1, 23 & 42; Luis P. Costas Elena, /. R.C. Section 936 And F [ Tox Exempiions In
Puerto Rico (Primera Parte), Vol. 40 Num. 4 Rev. Col Abog. P.R. 563, at 569 (Nov. 1979)
[hereinafier cited as Costas (Nov., 1979)) D.N. Keifer, Tveating Puerto Rico As A State Under
Federal Tax And Expenditure Programs: A Preliminary Economic Analysis, Vol. 39:4 Rev. Col.
Abog. P.R. 657, at 663 (Nov.,1978) [hereinafter cited as Keifer (1978)); 1948 P.R. Laws 482

7. M.

8. /d., Treasury Report (1980); and Treasury Report (1983) at 3. Honorable Luis Mufioz Marin was
Governor of Puerto Rico during these years,

111

33-337 - 90 - 6
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“escape valve” of the economic problems of the island. Many econo-
mists underestimate the effectiveness of the incentives policy by arguing
that the real economic growth experimented from 1950 through 1970 was
primarily due to this migration. They espouse the proposition that,
notwithstanding the abilities of the leaders guiding an economy, it is
hardly difficult to find a country that would not experience economic
growth by exporting large percentage of its citizens in a 20 year period.!?
The economic picture of the island at present and during the past ten
years has turned negative due to various factors, including the adverse
effects caused by the recession of the U.S. economy and the high US
interest rates. Real GNP grew by 2.3% in 1980, and .7% in 1981.10A
Many believe that rather than looking for solutions through the adoption
of economic policies, the real answer lies within the issue of the political
status of Puerto Rico. Several factors serve to make this a strong argu-
ment. As mentioned before, although Puerto Rico is not a state, it is
subject to the applicability of most U.S. policies. These are adopted by
the U.S. Government taking into consideration a set of political, legal,
and economic variables partly different from the local ones —e.g., diffe-
rent political relation, wages, fiscal structure, etc. As a result, the local
political, legal, and economic system is continiously exposed to contra-
dictory forces after policies are applied. In addition, policies for local
ebpplicability can be adopted, revised, or derogated unilaterally by the
.S. Government, subject of course to constitutional limitations, crea-
ting an atmosphere of uncertainty in some instances that can be negative
particularly to the economic environment — e.g., uncertainty in theminds
of potential outside investors because of possible changes in minimum
wage policies, in IRC 936 policy or others. Moreso, the actual political
relation serves as an additional ingredient for judicial interpretation
relating to the legality of local applicable policies, which may be negative
and limitative in some cases within the perspective of Puerto Rico. Past
experiences with the maritime laws (note 3), fiscal structure, the local
applicability of federal minimum wages, federal aid, and tariffs are
evidence of the above statements. 08
The fact that the island has a separate fiscal structure with the
peculiarity that local tax policies apply in most cases, that federal tax
policies apply in others, and both tax policies in still other cases, makes
the economic game completely different. With appropiate tax planning
the citizens of Puerto Rico can legally avoid (even completely) paying
annual income taxes both to the local & Federal Treasury. In addition,a
citizen of Puerto Rico, who pays local and also federal taxes because of
his income from sources within the U.S., will be contributing to a
treasury that will treat him differently for purposes of federal aid pro-

9. J.A. Herrero, La Economia de Puerto Rico: El Presente Critico, Vol. XLV: 3 & 4 Rev. Jur. Univ.
P.R. 197, at 201 (1976), [herewnafter cited as Herrero (1976).] See also: W. Rodriguez, Regresana E.
U;; ;os puertorriquefios, El Nuevo Dia 6, (March 6, 1983); Treasury Report (1983), supra note 4, at 33
10. /d.

10A. Id., Treasury Report (1983), at 36.

10B. /d., at 32 & 33, and 56.
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grams because of the political status of the jurisdiction in which he
resides.

Another conflicting area is the one dealing with wages. On the one
hand, Federal minimum wages have been established in Puerto Rico
sistematically without consideration being given to the fact that the
economic variables (including those affecting the forces of supply &
demand of labor) within the present “commonweaith political status” are
different from those in the mainland (fiscal, etc.)!! On the other hand, this
policy serves as an inducement to an industrial structure that is not labor
intensive while P.R. faces at the same time a problem of high levels of
unemployment.'2 Thus, for purposes of wages, local employers are for-
ced to meet the obligations of stateside employers. Puerto Rican Distri-
bution of Employment in 1950, 1970, 1979, and 1981 changed as follows
in selected sectors: 13

Agricul-  Manufac- Home Services Government
ture turing Needlework
1950 214,000 55,000 51,000 77,000 45,000
1970 68,000 132,000 less 2,000 116,000 106,000
1979 38,000 160,000 less 2,000 142,000 190,000
1981 41,000 155,000 less 2,000 150,000 203,000

The increase in employment in the government sector was primarily due
to an increase in federal aid to the island from 290 million in 1968 to 2.057
billion in 1979, and 3.035 billion in 1982.14 In addition, the island received
nearly 734 million under the food stamps program,!'s which some
analysts say has served as an incentive for some people to leave the
employment sector to join the unemployment ranks.!6 One other factor
which led to an increase in employment in the manufacturing and servi--

11. R. Alonso.,Criterios para la Forjacién de una Nueva Polltica de Desarrollo Econdmico para
Puerto Rico, 43 Rev.Jur Univ. P.R. 667, (1974) (hereinafter cited as Alonso (1974)} See generally,
Treasury Report (1983), supra note 4, at 43. Notwithstanding, average wages within Puerto Rican
manufacturing industries are lower than those of Stateside firms. /d. at 63.

12, Id.; and, Treasury Report (1983), at 4, 32°& 52. ‘

13. Treasury Report (1980), supra note 4, at 21; Treasury Report (1983), supranote 4, at 37. See also
“Serie Hisidrica del Empleo, de Desempleo y Grupo Trabajador en Puerto Rico 1979, Junta de
Planificacién, Manufacturing employment in 1982 was 149, 300. Government employment was 220,
800 in 1982.

14. Id., (1980) at 29. $2,791 millions with food stamps. Hon. Luis A. Ferre Governor of P.R. during
the period of 1969-72 deserves special credit for these federal aid increases, together with the
Resident Commissioners of P.R. in Washington. The food stamp program in 1981 reached $860
million, /d., Treasury Report, at 47,

15. /d.

16, Id,, See generally Herrero (1976), supra note 9, at 200,

13
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ces sectors was the change in federal tax policy of IRS section 931 to 936
(in 1976) which resulted in the inflow of more than six billion dollars into
the Puerto Rican money markets during the years hence.!?

Federal assistance programs and policies may have lessened to some
extent the local economic problems, but at the same time these have not
been enough and the issue of the political status cannot be ignored. (In
fact, because of its political status, Puerto Rico is not treated as a state for
purposes of all federal aid programs). The total outstanding public debt
in fiscal 1981 was around 7.51 billion.!* Unemployment is well above
23.5%.1° The situation may worsen if one considers the fact that assis-
tance to P.R. in some of the federal programs was reduced by the recent
budget cuts adopted by Congress. (This will reduce local government
employment and personal disposable income —e.g. Termination of the
CETA program alone cost Puerto Rico 26,000 jobs).20 Moreover, the
Island has not achieved parity with the rest of the Nation in per capita
.income levels or general standards of living.2! However, this comparison
may be judged as pretentious. On the other hand, the Island has achieved
economic growth and “ambiance” far superior to any Latin American
Nation.

Some analysts argue that the real problem of unemployment in
Puerto Rico is the result of mismanagement at Fomento, the government
agency primarily in charge of administrating the industrial incentives
program. These critics argue that Fomento is a beggar policy institution,
that it has never fulfilled its promised employment goals, that it has
violated its exemption contracts with favoritism for outside investors,
that it has deluded itself with the fallacy of extraordinarily large projects,
and that the tax exemption policy has cost and continues to cost too

17. See J. Baird, The Flap Over Puerto Rico's Tax Bonanza, Inst. Investor 121 (May, 1980)
(hereinafter cited as Baird (1980). See note 80, infra.

18. See generally, J. Pietrantoni, President, Govt. Dev. Bank, “Addres Banco Popular Seminar,
March 3, 1982, Wash, D.C. Around $4 billion in 1975; see also, L.P. Costas, I. R.C. Section 936 And
Fo I Tax Exemptions in Puerto Rico (Segunda Parte), 14:1 Rev. Col. Abog. P.R. 101 at
111, (Feb., 1980) [hereinafter cited as Costas (Feb., 1980)]. The public debt of P.R., as of Sept. 1982
amounted to $7.9 billion- M. Bhatia, A Toast to Keynes, P. R ‘s economic hero, The San Juan Star
B6 (June §, 1983).

19. See, P.R. Unempioyment Rate Hits All-Time High, 23.5% The San Juan Star, July 17, 1982. See
also B.P. Finn and J. Meszaros Reaganomics For Puerio Rico, P.R. Buss. Review | (Special
Supplement — July — August 1981) (hereinafter cited as Finn (1981)] See also Treasury Report
(1980), supra note 4, at 21. See also, Latasa d pacién local se aun 24.1 %, El Mundo
5A (Sept.2l, 1983); Feeling the pulse of P.R.’s economy, The San Juan Star B2 (June §, 1983); J.
Oyols, An advance look at the Carrion Report, The San Juan Star B2 (Oct. 9, 1983).

20. /d., Finn.Total Federal Aid to Puerto Rico is expected to increase nominally during the next few
years, However, P.R. will experience reductions in important areas such as nutrition and job
creation programs. See J. Simon, E. U. enviard fondos por $5000, El Nuevo Dh4(Apnl 10, 1983).
See also Appendix D.

21. See, B. Finn. “New Federal Year, The Bucks stop Here” The San Juan Star B-9, Oct. 4, 1981.

114
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much.22 But still the problems of P.R. are not just the result of an
“alleged” mismanagement of a government agency. Rather, the problems
are the result of a more complex set of variables, which when analyzed
ultimately will always lead to the issue of the political status situation.

Another example which makes the political argument evident is the
one dealing with the balance of payments situation in Puerto Rico.
Under the present status. P.R. does not have any voting representative in
Congress (just a Resident Commissioner). The United States has sole
power to establish the tariffs against foreign goods, thus native export
industries are completely dependents upon these policies which are adop-
ted mainly within the U.S. political & economic perspective.? As a result,
their competitiveness may be reduced. In 1978, imports of goods and
services equaled 87% of gross national product.?¢ During fiscal year 1981
total imports were $3,594,149,146.23 Imports of crude oil rose from $200
million in 1972 to $1 billion in 198226, our purchases abroad.?’ For
example, for businesses and individuals in the United States these
imports meant more than 153,000 jobs.28

Imports are affecting the Puertorican economy badly. In order to
balance the trade deficit P.R. needs to increase its exports. But these were
just $1,003,320,214 during 1980-81,2 which leaves a negative balance of
$2,590,828,932 for that year.® Thus, the outflow of money is more than
twice the inflow of money, leaving as a result a financial deficit or burden
that must be covered. The 1983 Budget Request Report of the Puerto

22, See generally L.P. Costas, IRC Section 936 And F h Tax Exemption in Puerto
Rico (Part I11), 41:2 Rev. Col. Abog. P.R. 225 (May, 1980) (hereinafter cited as Costas (May, 1980)}
Costas (Nov., 1979), supra note 6. But see, J. Simon, Fomento prefiere el transisior en vez, Nuevo
Dia 4, 31 enero, 1982,

235. 48 U.S.C.S. 734, 739, 821. See: J. Collins, Intense lobbying efforts surround CBI rum issue,
Caribbean Bus. (May 11, 1983); Treasury Report (1983), supra note 4, at 49 & 56,

24, See-Treasury Report (1980), supra note 4, at-$8.

28. Petici Presup ias, Depto. de Comercio 2, Aflo Fiscal 1983 [hereinafter cited as
Presupuesto (1983)].
26. See Treasury Report (1980), supra note 4,at 21. Also, J. Oyola, An advance Look at the Carrion
report, The San Juan Star B2 (Oct. 9, 1983).

27. See generally, Puerto Rico's Purchases From the United States - Fiscal Year 1977, Economic
Develop Admiaistration 1, (June, 1978); or, 7:6 Bus. Rev. 8, Govt. Dev. Bank, June 1982. See
also, Treasury Report (1983), supra note 4, at 129.

28, Id. See also, Puerto Rico As A Distribution And Trade Center, Economic Development
Administration 1, Office of Economic Research (July, 15, 1981); and, Economic Study Of Puerto
Rico, Vol I, ch. 3, U.S. Dept’ of Comm. (Dec., 1979).

29. Presupuesto (1983), supra note 25, at 2,

30. /d. Other figures appear in: Island’s GNP Growth Rate Poorest in 4 Years, 3, The San Juan Star,
Jan. 20, 1982; H. Ledesma, Banco Popular Seminar, Wash., D, C., March 3, 1982. Notwithstanding,
the Commerce Department has made some recent claims of surplus in balance of payments for
1981-82 (P. R. logra primer superdvit comercial en 22 aflos, El Mundo SA (Oct. 27, 1982) & (Feb. 2,
1983), but these have been questioned by local analysts as exagerated because of the way it includes
936 transfers of goods back to the U. S. See also, O. Carrasco Amadeo, Comercio Exterior: un
potencial, una esperanza, El Mundo 8A, Nov. 8, 1982. “By the end of fiscal year 1981-82 Puerto Rico
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Rico Department of Commerce states the following external and internai
reasons affecting exports:¥!
— lack of knowledge of export techniques in the industrial and
commercial sectors
— lack of interest from the manufacturers in the export commerce,
due principally to lack of knowledge of its advantages
— lack of additional experienced and trained personnel in the
Department
— lack of adequate resources to increase promotional activities
outside
Other factors which have adversely affected the balance of payments
situation of Puerto Rico are: that the industries that have moved to
Puerto Rico traditionally have as their principal purpose exportation
and not the substitution of local imports; the propensity of Puerto Ricans
to save, which appears to be extremely small; the bankruptcy of some of
the main export industries —e.g. in the agricultural sector the sugar
industry; the relatively small number of, and conservative commercial
attitude of local investors; and, a negative effect on local money supply
caused by the continuous deficit in the balance of payments.32
The economy of Puerto Rico is really affected by four pnmary
factors: the world economy; the national economy; the political status of
the Island; and the locally adopted policies. The first two factors it can
only influence minimally. The third factor can only be solved in the long
run and not within the next two years. The last factor is within local
control and is the one that can be used toimplement necessary corrective
steps in the short run. But, is there any real solution to the economic
problems of Puerto Rico for the near future? It may be necessary that the
government, in order to cover for the commercial deficit, sells its national
wealth or increase the emission of public debt.3?
Even higher interest rates makes it harder to obtain public funds. In
addition there cannot be unlimited growth in the public debt without

registered for the first time in 22 years a positive balance of payments. Exports ($8,795.3 millions)
exceeded imports ($8,490.5 millions) by $304.8 millions. These figures include the volume of
comercial exchange between U. S. parent-corporations and their island subsidiaries. Since thereare
no statistical figures available allocating the main source of the commercial activity it is difficult to
verify effectively the volume of exports which corresponds to these subsidiaries and which to efforts
from the native industrial sector”, P. R. Latortue, La balanza comercial de Puerto Rico, 11 El
Reportero (May 17, 1983).

31. See, Presupuesto (1983), supra note 25, at 51.

32. See generally; Treasury Report (1980), supra note 4, at 58, A. Asmar, Andlisis Breve del Informe
Tobin 2, Ensayo 1, Temas sobre Economia de P. R., Facuitad de Ciencias Sociales, Depto. Econ.,
Univ. de P. R. (Junio, 1976) (hereinafter cited as Asmar (1976)]; L. Smith, Notas sobre la Polftica de
Inversidn y sus efectos sobre el control de capital en Puerto Rico, 43 Rev. Jor. Un. P. R. 601, at 603
(1974) [hereinafter cited at Smith (1974)]; Herrero (1976), supra note 9, at 200. For the purpose of
this paper “trade deficit” includes a negative balance of payments between P. R. and the U. S.
mainland.

33. See Herrero (1976), supra note 9 at 203.
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reaching the day when a final account will have to be rendered.3* The
reality is that under present circumstances Puerto Rico may be facing
harder times because of the economy. An economic debacle was postpo-
ned in 1972 by the extraordinary increase in federal aid, and, in part in
1976 by the federal implementation of IRC section 936. Notwithstan-
ding, there are two facts that must be kept in mind when planning to
change the economic picture of Puerto Rico. First, Puerto Rico cannot
depend totally on public debt and federal aid to finance public invest-
ment or expenditures.’s Secondly, any economic development policy to
be adopted must take into consideration P.R.'s own peculiar characteris-
tics. It must be viable and realistic.’

I11. Adoption of IRS Section 936

1) Constituent Elements

One of the major changes of the Tax Reform Act of 1976 was the
adoption by Cougress of I.R.C. section 936, effective since taxable years
beginning after December 31, 1975. Settion 936 replaced I.R.C. section
931, the statute that was applicable previously to U.S. companies opera-
ting in Puerto Rico. Under previous law, if possessions corporations
decided to repatriate profits on a current basis, these were subject to full
U.S. corporate income tax. But, if the corporation elected to accumulate
its profits until the end of the tax exemption grant, it could then liquidate-
the subsidiary company into the parent corporation with profits free of
any taxes in Puerto Rico or the United States. This had the result of great
accumulation of funds which were invested outside of Puerto Rico orthe
United States until liquidation. (Particularly, in the Eurodollar market)

Since the adoption of section 936, possessions corporations can
repatriate profits to their U.S. parents on a current basis free of any U.S.
tax.3? This repatriation policy had been long sought by Puerto Rico.
Thus, an electing possession corporation is granted a credit against its
federal income-tax return commensurate with the ratio that its qualifying
taxable income bears to its total taxable income. As a result, if all of the

34. See, Asmar (1976), supra note 32, at 10.

35. ld ar 4.

36. See generaliy, Alonso (1974), supra note 11, at 670.

37. See generally, R. Hudson, Tax-Exempt Possessions Corporations In Puerto Rico — An
Overlcoked Oporiunity, Vol. XXXI Univ. Of Fla. L. Rev. 42 (1978) (hereinafter cited as R. Hudson
(1978)} Tax Reform Highlighis — Section 936, Econ. Dev. Adm, (Dec., 1978); Treasury Report
(1980); supra note 4; Coatas (Nov., 1979), supra note 6, Costas (Feb., 1980), supra note 18; Costas
(May, 1980), supra not¢ 22; Puerto Rico, 1980 Tax Management Portfolios, BNA Num. 139 — 3rd.;
R. Griggs, Operating In Puerto Rico In The Section 936 Era, 32 Tax L. R. 239 (1977); R. Sierra, £l
Nuevo Trato Coniributivo Federal de las Corporaciones Norteamericanas en P. R. 38:2 Rev. Col.

Abog. P. R. 235 (May [1, 1977). The main el of the p ions corporation tax exemption
became part of U. S. law as section 262 of the Revenue Act of 1921, and were added for the purpose of
promoting the competitiveness of U. S. busi perating in the p i See, Treasury Report

(1983) supranote 4, at | & 9. -
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taxable income of the corporations qualifies, no federal income tax is
due. Notwithstanding, liquidation of a possessions corporation benefits
are still tax free under section 332.

The tax credit of 936 is given in lieu of the ordinary foreign tax credit
provided by section 901 of the Code. It is applicable to qualified posses-
sion source investment income, which includes only income from sources
within a possession in which the corporation actively conducts a trade or
business, regardless of whether or not such business produces taxable
income in a taxable year,3® with income earned elsewhere subject to the
normal U.S. tax rates. The credit is not allowed against taxes imposed by:
section 56 (relating to corporate minimum tax); section 531 (relating to
the tax on accumulated earnings); section 541 (relating to personal
holding company tax); or section 1351 (relating to recoveries of foreign
expropiation losses)¥. Losses from other sources are to be taken into
account, in determining the amount of tax attributable to the income
from the active conduct of a possession trade or business or from
qualified possession investment income.

In order for a possession corporation to qualify for the 936 benefits
(as amended by the “1982 Tax Equity & Fiscal Responsibility Act™) it
must meet the following staturory requirements:4

— it must have domestic corporate status.*

— it must elect to use the 936 benefits for a period of 10 years*2, In
order to avoid double benefits while an election is in effect, the
corporation cannot file consolidated returns.4?

— Eighty (80) percent of its gross income must be from sources
within a possession of the United States#4.

38. L. R. C. section 936 (d) (2). See, Treasury Report (1983), supranote 4,9, 12. The Tax Reform Act
of 1976 left intact the exemption for income derived by U. S. corporations from operations in a
possession, but eliminated the exemption for income derived from foreign countries. (Sec. IRC 936
(c) — Gross income received in the U. S., regardless of source, may not be taken into account as
income from sources without the U. S. (IRC Section 936 (b). Thus, the exemption is limited to:
income from the active conduct of a trade or business in a possession, or from the sale or exchange of
substantially all of the assets used by the corporation in the active conduct of such trade or business;
and to Qualified Possession Source Investment Income (QPSII), which is non-business income
derived from the possession in which the corporation has its trade or business and which is
attributable to the investment of funds derived from such trade or business. “For u.s. pmm
companies, the QPSII exemption makes Puerto Rico a very ad 1 for fi
investments compared to the United States... or lowtax foreign counmel Id, at 58, There are three
requirements for investment income to qualify as QPSIL. /d, at 70, In relation to recapture of overall
foreign losses, see, IRC 904 ().

39. IRC Section 936 (a) (3). See also, IR.C Section 47, SOA (c), & 1378.

40. See generally, R. Hudson (1978), supra note 37, at 43; Treasury Report (1980), supra note 4;
Costas (Nov., 1979), supra note 6; Costas (Feb, 1980), supranote 18; Costas (May, 1980), supra note
2 .

41. LR.C. section 936 (a) (1).

42. LR.C. section 936 (e) (1).

43. LR.C. section 1504 (b) (4).
44. LR.C, section 936 (a) (2) (A).
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This test must be met also for the 3 year period immediately
preceding the close of the taxable year when the ten year benefit
period starts to run.

—Sixty-five percent or more of its gross income must be derived
from the activé conduct of a trade or business within a possession
of the United States after calendar year 1984.4% Taxpayer must
establish to the satisfaction of the Secretary that the funds inves-
ted were obtained from the active conduct of a trade or business
within the same possession and were actually invested in assets in
that possession. In the case of intermediaries (e.g. — banks) it
must be shown that these didn’t reinvest the funds outside of the
possession.

— The corporation must be neither a Domestic International Sales
Corporation (DISC), nor a former DISC.4¢

— Greater benefits can be obtained if: the corporation applies for
the Puerto Rico’s tax exempt program,; if profits are reinvested in
Puerto Rico; and, if with a significant business presence in a
possession, the corporation elects out of the new rules on intangi-
ble income.¥’

As of June 1982, 807 corporations had filed a section 936 election
form, including about 600 which were in operation under the predecessor
931 exemption.®8 Most of these firms are also enjoying tax exemption

43. I.R.C. section 936 (a) (2) (B). Until 1982 the test was 50%, but was amended to 659 after 1984.
Subsection (a) (2) (C) provides for a transitional rule with respect to taxable years beginning after
December 31, 1982, and before January 1, 1985, as follows: 1983 — 55%; 1984 — 60%. See also: IRC
sections 861 — 63; Treasury Report (1983), supra-note 4, at 14 & 23. “The greater level of required
active business income will mean that less passive investment income can be earned by a corporation
still wishing to qualify for effective tax exemptions under section 936”.

46. L.R.C. section 936 (f).

47. See, I.R.C. Section 936(b) (5). R ly enacted subsection (h) states that the intangible property
of a 936 corporation for any taxable year shall be included on & pro rata basis in the grossincome of
all shareholders of such corporations and shall be excluded from its (corp.) gross income. The term
“intangible property” covérs — patent, invention, formula, process, design, pattern, know-how;
copyright, literary, musical or artistic composition; trademark, trade name, or brand name; fran-
chise, license, or contract; method, program, system, procedure, campaign, survey, study, forecast,
estimate, customer list, or technical data, or any similar item — which has substantial value
independent of the services of any individual (936 (h)(3)). Intangible income excluded as received by
the possessions sharcholders is: (a) grossincome from intangible property licensed to the corporation
since 1948 and currently in use; and, (b) gross income derived from the disposition of any product or
the performance of any service that the IRS determines to be a reasonable profit on direct and
indirect costs allocable to the income {936 (h) (3) (A) & (C)).

Notwithstanding, & 936 corporation may elect out of the rules on intangible income (936 (b) (5))
—If it does, it must compute its taxable income from its possession operations under one of two
methods: the cost sharing method, or the profit split method. In addition, any transfer of intangible
property to a foreign person by a possession corp. or a U. S. affiliate of a possession corp. after
August 14, 1982, s treated as tax avoidance transfer. See generally, Treasury Report (1983), supra
note, 4, at 14-23.

48, Treasury Report (1980), supra note 4, at 65; Treasury Report (1983), supra note 4, at 131-32.
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benefits under the Industrial Incentive Act of Puerto Rico.

Notwithstanding, local policies and recent amendments by Congress
may undermine to some extent the attractive economic peculiarity of
section 936 to U.S. firms. On the one hand, Puerto Rico imposes a
“tollgate” tax on dividends paid by possessions corporations to their
stateside parent company (less than 10%).4 Although the tax is attacked
on grounds that it reduces to a certain extent the 936 net benefits, its
effects are really minimal, both to the firm and to the local Treasury.5On
the other hand, Congress and the Federal Treasury Department are
constantly reviewing the section 936 policy and may at any time be
expected to come up with some changes.5! The most recent ones were
those covered in the “Tax Equity and Fiscal Responsibility Act of 1982.
For several years, the U.S. Treasury Department felt that mainland
companies had been receiving unintended tax benefits by transfering the
intangibles to their subsidiaries.52 To lessen this abuse, the provision was
therefore modified,s3 with the expectation that it will raise $1.2 billion in
federal taxes from the 936 corporations over the next three years.s4 It is
estimated that the new policy besides costing industries in Puerto Rico
more millions a year, may alsg stall efforts to attract more high techno-
logy and pharmaceutical plants since they will be hardest hit. Notwiths-
tanding, the amendments have added a degree of certainty to the
statutory computation of income subject to the 936 tax credit. In addi-
tion, the Administration has decided to extend to Puerto Rico two
United States business tax breaks —investment tax credits and an accele-
rated depreciation write-off on plant and machinery.

2.) Legislative Purpose

Before 1976, under the policy of IRS section 931, most possessions
corporations earnings were invested mainly in the Eurodollar market,
where they continued to enjoy United States tax exemption. Congress
was concerned because these investments did not benefit the possessions
economies, while at the same time they resulted in a revenue loss to the
United States. Moreso, these corporations could repatriate earnings free
of tax on liquidation. To help Puerto Rico attract more job-creating
investment, and particularly, to encourage the corporations to repatriate
earnings on a current basis back to the United States, Congress legislated

49. See generally, R. Sierra, The Puerto Rico Tollgate Tax, Int. Tax J. 824 (Feb., 1978). New local

Treasury regulations provide for special treatment on this matter.

50. See, R. Hudson (1978), supra note 37, at 44.

$51. See letter of Senator Dole to Treasury Secretary Regan of October 20, 1982 affirming more
ibl lysis of Section 936, notwithstanding the 1982 amendments.

52. See, H. Turner, “New 936 Tax Rules Give Firms A Choice On ‘Safe Harbor™, The San Juan Star

Bl, April 25, 1982.

$3. See, Conference Report Accompanying H. R. 4961 related to L.R.C. Section 936. See note 47,

infra.

54, See, H. Turner, House Oks. Tax Bill With 936 Agreement, The San Juan Star 1, August 20, 1982,
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to adopt section 936. That these were the main objectives can be clearly
understood by reviewing the reports of the Congressional Committees.
Specifically, the report of the “Joint Committee On Taxation™ states in
pertinent part:$$

...Under prior law no tax was paid to the United States as long
_as no dividends were paid tc the parent corporation.

Because no current U.S. tax was imposed on the earnings if
they were not repatriated, the ainount of income which accumu-
lated over the years from these business activities could be subs-
tantial. The amounts allowed to accumulate were often beyond
what could be profitably invested within the possession where the
business was conducted. As a result, corporations -generally
invested this income in other possessions or in foreign countries
either directly or through possessions banks or other financial
institutions. In this way possessions corporations not only avoi-
ded U.S. tax on their earnings from businesses conducted in a
possession, but also avoided U.S. tax on the income obtained
from reinvesting their business earnings abroad.

After studying the problem, Congress concluded that it is
inappropriated to disturb the existing relationship between the
possessions investment incentives and the U. S. tax laws because
of the important role it is believed they play in keeping invest-
ment in the possessions competitive with investment in neighbo-
ring countries. The U. S. Government imposes upon the
possessions various requirements, such as minimum wage requi-
rements and requirements to use U. S. flagships in transporting
goods between the United States and various possessions, which
substantially increase the labor, transportation and other costs of
establishing business operations in Puerto Rico. Thus, without
significant local tax incentives that are not nullified by U. S.
taxes, the possessions would find it quite difficult to attract
investments by U. S. corporations.

However, investing the business earnings of these possessions
corporations outside of the possession where the business is being
conducted does not contribute significantly to the economy of
that possession either by creating new jobs or by providing

8. General Explanation Of The Tax Reform Act Of 1976, H. R. 10612 94th. Congress, Public Law
94-455, Joint Commitee on Taxation 273-74, (December 29, 1976), [hereinafter cited as Explanation
Report (1976)) See also: H. R. 10612, 94th. Congress, Ist. Sess. Rep. 94-658, at 254 (Nov. 12, 1975);
H. R. 10612, 94th. Congress, Ist. Sess, J.C.S. 12-76 (April 14, 1976); H.R. 10612, 94th. Congress, 2d.
Sess., Rep. 94-938, at 277-82 (June 3, 1976); Treasury Report (1980), supra note 4. For over two
thirds of a century Congress has repeatedly recognized the need, in order to foster industrial &
economic growth in P. R., to provide incentives for United States industries, to establish manufactu-

ring facilities here. As carly as 1921 Congress d the pred of IRC ion 931 which
completely exempted from U. S. tax, income of domestic corporations deriving most of their income
from the active conduct of trade or busi in Puerto Rico and other possessions.

121



168

REVISTA DEL COLEGIO DE ABOGADOS DE PUERTO RICO

capital to' others to acquire new plant and equipment. Accor-
dingly, while Congress believes it is appropriate to continue to
exempt trade or business income derived in a possession and
investment income earned in that possession, it does not believe it
is appropriate to provide a tax exemption for income from
investments outside of the possession.

~ In addition, Congress recognized that the provision of prior
law denying a dividends received deduction to the U. S. parent
corporation forced a possessions corporation to invest its income
abroad until it was liquidated (usually upon the termination of
the local tax exemption) when it could be returned to the United
States tax free. These accumulated business profits were thus not
available for investment within the United States, and the income
produced was (under prior law) not subject to U. S. tax. Congress
believed that while it is appropriate to tax the foreign source
investment income from possession business earnings, posses-
sions corporations should at the same time be given the alterna-
tive of returning the business income to the United States prior to
liquidation without paying U. S. tax. Permitting taxfree repatria-
tion of the accumulated earnings only upon the liquidation of the
possessions corporation, while taxing the foreign source invest-
ment income derived from the accumulated earnings would les-
sen to a significant extent the tax incentive of making the initial
investment.

To accomplish these two major changes, the Act revises prior
law to provide for a more efficient system for exemption of
possessions corporations. Under the Act, these corporations are
generally to be taxed on worldwide income in a manner similar to
that applicable to any other U. S. corporation, but a full credit is
to 5 given for the U. S. tax on the business and qualified
investment income from possessions regardless of whether or not
any tax is paid to the government of the possession. The effect of
this revised treatment is to exempt from tax the income from
business activities and qualified investments in the possessions to
allow a dividens received deduction for dividends from a posses-
sions corporation to its U. S. parent corporation, and to tax
currently all other foreign source income of possessions corpora-
tions (with allowance for the usual foreign tax credits for foreign
taxes paid with respect to that other income). Congress believes
that this revised treatment will assist the U. S. possessions in
obtaining employment-producing investments by U.'S. corpora-
tions while at the same time encouraging those corporations to
bring back to the United States the earnings from these invest-
ments 1o the extent they cannot be reinvested productively in the
possession...
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The Government of Puerto Rico expected then with great optimism
that 936 would effectively work as an incentive for U. S. investments in
Puerto Rico, which would result in the creation of many new jobs. Also,
it was believe that the new policy would result in more foreign funds
being transferred to P. R., particularly with local commercial banks as
recipients.s¢ Moreover, the increment of 936 corporation deposits should
have expectedly initiated an increment in the credit supply for construc-
tion, commerce, and industry; and, a reduction in the finance costs for
the benefited areas, since this measure should increase supply without
reducing demand’’. An improvement in the credit conditions should also
result in a reduction in interest ratess.

In order to analyze currently the operation and effect of the posses-
sions corporation system of taxation, Congress ordered the Treasury to
submit an annual report to the committee including revenue effects of the
provision as well as effects on investment and employment in the posses-
sions%, It was pursuant to this annual analysis that section 936 was
amended partially last year; as previously mentioned®, particularly to
lessen the abuse caused by taxpayers claiming tax free income generated
by intangibles developed outside Puerto Rico.

IV. Tax Policy Consideration

A) Tax Expenditures - In General

Direct expenditures such as - direct grants, loans, interest subsidies,
guarantees of loan repayment or interest payments, insurance on invest-
ments, and others - are viewed by Government as useful to implement
social and economic policiess!. Another mechanism available to govern-
ment in achieving these goals is the tax system with its different imposi-
tions. Within this context one approach to view taxation is as if it is part
of the general budget policy which has as its end the maximization of
general welfare by pushing public expenditures to the point where the
marginal return of satisfaction from them equals the satisfaction lost
because of the resulting inability to make private expendituresé2. From
this perspective, the particularized ends sought to be accomplished
through the tax system are tremendously numerous. Even dominant
political forces frequently employ it to satisfy their more immediate

56. See generally Costas (Feb., 1980), supra note 18, at 115 & 132; Treasury Keport (1983), supra
note 4, at 68.

§7. See generally E. Ason, C rios Sobre las R daci del Uso de los Fondos de las
Corporaci 936, Confi ia Nim. 7 Pig. 3, Fac. Ciencias Soc., Depto. Econ., Univ. P. R,,
(Mayo, 1977) [hereinafter cited as Ason (1977)}

$8. Id.

59. See, Explanation Report (1976), supra note 55, at 282,

60. See notes 47 & 53 infra. The U. S. Treasury most recent Report is the one cited in note 4 (1983).
61. See D. Surrey, I"x Incentives As A Device For Implementing Government Policy: A Compari-
son With Direct Governmemt Expenditures, 86:4 Harv. L. Rev. 705 (1970) (heréinafter cited as
Surrey (1970)}

62. See, Sneed (1965), supra note 1, at 575,
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wants and aspirations®3. But mainly, taxation has a tremendous impact
upon economic stability, thus the government should adopt those fiscal
measures that are best suited to achieve its economic objectivesé4. In
designing systems related to fiscal measures desired, the following
guidelines should be consideredss: to achieve a dependable tax yield the -
base upon which a particular level is assessed should consist of stable and
easily identifiable features of the social and economic order; the design of
the structure, considering both the tax base and the applicable rates,
should impose a burden sufficiently light and compatible to prevent
substantial distortion of those features which constitute the base; the
pain of paying taxes should neither be maximized nor eliminated; the use
of the taxing power to encourage or discourage specific conduct requires
both intelligence and restraint; the allocation of the tax burden should
reflect the political, social, and ethical aspirations of dominant groups.
Once the above guidelines have been observed, fiscal policies can be
implemented as possible solution to national or state problems, particu-
larly through income tax incentives$é. The present’federal income tax
contains many tax incentives provisions which have been adopted to
assist particular industries, business activities, financial transactions, and
others¢?. These special provisions of the federal income tax system which
represent government expenditures made to achieve various social and
economic objectives are known as “tax expenditures”, and provide
deductions, credits, exclusions, exemptions, deferrals, preferential rates
and others, to serve ends similar in nature to those served by direct
government expenditures or loan programs?, These are also used as tax
incentives to induce certain voluntary activities or behavior in response
to the monetary benefit availables.

63. /d., at 596.

64. Id, at 591.

65. Id., at 567. -

66. Contra, S. Surrey (1970), supra note 61, at 705: “Professor Surrey argues that the tax incentive is
generally inferior to the direct subsidy as a means of achieving social goals: that incentives are usually
less equitable, since they benefit persons in high tax brackets most, and more difficult to develop and
administrate, since they are handled by tax i and administrative agencies which have little
expertise in non-tax social policy. He suggested then a strong presumption against their use”, See
also, Surrey & McDaniel (1979), supra note 2.

67. Id.

68. /d., at 706. “Essentially, the tax expenditure concept, as applied to an income tax, regards sucha
tax as posed of two disti 1 The first element contains the structural provisions
necessary for implementation of a normal income tax. These structural provisions include the
definitions of net income; the specification of accounting periods; the determination of the entities
subject to tax; and, the specification of the rate schedule and exemption levels. These provisions
compose the revenue raising aspects of the tax. The d element ists of the special preferences
found in every income tax system. These special preferences, often called tax incentives or tax
subsidies, are departures from the normal tax structure, designed to favor a particular industry,
activity or class of persons. Tax subsidies partake of many forms, such as permanent exclusions from
income, deductions, deferrals of tax liabilities, credits against tax, or special rates™. Surrey &
McDaniel, supra note 1A, 227-28, 232-33; & 246.

69. Id. at 711-712. -
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Since “tax expenditures” constitute a revenue loss to the U.S. Trea-
sury, the Congressional Budget Act of 1974 requires a listing of all these
implemented in the United States budget™. The Act defines tax expendi-
tures as:

“...those revenue losses attributable to provisions of the Fede-
ral tax laws which allow a special exclusion, exemption or deduc-
tion from gross income or which provide a special credit, a
preferential rate of tax, or a deferral of tax liability;...”!

A 1978 Senate Budget Committee Report explains the intent of listing
and measuring federal tax expenditures, as follows?%:

“The listing of a provision as a tax expenditure in no way
implies any judgement about its desirability or effectiveness rela-
tive to other tax or nontax provisions that provide benefits to
specific classes of individuals and corporations. Rather, the lis-
ting of tax expenditures, taken in conjuction with the listing of
direct spending programs, is intended to allow Congress to scru-
tinize all federal programs — both nontax and tax -- when it
develops its annual budget. Only if tax expenditures are included
will Congressional budget decisions take into account the full
spectrum of federal programs. Because any qualified taxpayer
may reduce tax liability through use of a tax expenditure, such
provisions are comparable to entitlement programs under which
benefits are paid to all eligible persons. Since tax expenditures
are generally enacted as permanent legislation, it is important
that, as entitlement programs, they be given thorough periodic
consideration to see whether they are efficiently meeting the
national needs and goals that were the reasons for their initial
establishment”.

Section 936 clearly comes within the definition of a“tax expenditure™. In .
this sense, it refers to the tax an exempt local subsidiary would pay if it
were producing the same output but taxed at the full U.S. rate.

“Tax expenditures” such as the section 936 policy have been defended
by public and private interests on various grounds. Some favor the point

70. Tresury Report (1980), supra note 4, at 32. See also Surrey (1970), supra note 61, at note 2; Surrey
& Mc. Daniel, The Tax Expenditure Concept And The Budge: Reform Act of 1974, XVI1:5 Boston
College Ind. & Comm. L. R. 679 (June, 1976); P.R. McDaniel, Tax Expenditures In The Second
Stage: Federal Tax Subsidies For Farm Operations, 49 So:Cal L:R 1277, (1976)... The primary task
with respect to these tax expenditures is no longer identification in a corceptual framework.
Attention must turn instead to evalualion of tax expenditures, both in terms of their effieciency and
equity and in terms of their relationship to direct expenditures programs. Tiat is, Congress in its
regular legislative process must recast these tax expenditure programs as direct spending programs
and evaluated them just as it does direct spending programs.

71, Id., Treasury Report.

72. Id. An excellent table analyzing tax expenditures as a direct revenue loss appears in Surrey
(1970), supra note 61, at 709-11. See also, Surrey & McDaniel (1979), supra note 2, 226-27.
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that they achieve a particular purpose, claimed to be desirable, other than
the measurement of net income under an income tax?3, Other sponsors
simply assume that if the benefit sought is helpful to them in reaching a
desired result, the incentive is in the public interest’s. Supply-side theo-
rists affirm that tax [incentives] for business and individuals also cause
changes in relative prices and consequently affect the allocation of
resources, the alternative of economic units, and real economic activity?s.
Some other advantages of tax incentives (or expenditures) are: tax
incentives encourage the private sector to participate in social programs;
tax incentives are simple and involve far less Governmental supervision
and detail; tax incentives promote private decisionmaking rather than
government-centered decisionmaking’. Some asserted disadvantages of
tax incentives {or expenditures) are: tax incentives permit windfalls by
paying taxpayers for doing what they would do anyway; tax incentives
are inequitable...; tax incentives distort the choices of the marketplace
and produce unneutralities in the allocation of resources; tax incentives
keep tax rates high by constricting the tax base and thereby reducing
revenues; tax expenditures comiplicate enormously the task of tax admi-
nistration; and, others?,

Notwithstanding the different attitudes toward tax incentives (or
expenditures) as means to achieving desired resulits, the adoption of any
such policy must be delivered in harmony with the purposes which have
shaped throughout the years the rates and structure of the federal income
tax. These are: to supply adequate revenue; to achieve practical and
workable income tax system; to impose equal taxes upon those who
enjoy equal incomes; to assist in achieving economic stability; to reduce
economic inequality; to avoid impairment of the operation of the market
oriented economy; to acomplish a high degree of harmony between tlie
income tax and the sought-for political order; and economic growth’s.
Finally, tax exemption techniques must be devised as to assure a proper
balance between taxes paid and benefits received, that is, within the fields
of cost-benefit and cost-effectiveness analysis, so that the objective can be
accomplished without disturbing the forces of supply and demand in the
market no more than necessary”. It is within the above contex that the
section 936 policy will be analyzed below.

73. Id. Surrey, (1970) at 707.

74. Id. at 713,

75. Supply-Side Economics: Reality and Outlook, E ic Bulletin, Puerto Rico Planning Board
(March 1981), reproduced in P. R. Buss. Review 19 (July-August, 1981).

76. S. Surrey (1970), supra note 61, at 715-19; See also M. Ramirez, Exencidn Contributiva
Indusirial de Puerto Rico — Réplica, 38:4 Rev. Col. Abog. P. R. 486, at 487 (Nov., 1977).

77. Id. Surrey, at 715-26; See generally, Surrey & McDaniel (1979) supra note 2, at 253-80.

78. Sneed (1965), supra note 1, at 568,

79. Id., 568. See also Surrey (1970), supra note 61, at 714.
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B) Section 936 — Cost-Benefit Effects

As stated before, Congress’s two main objectives in adopting section
936 were to permit repatriation of profits of local subsidiaries back to
U.S. parent corporations prior to termination of their respective tax
exemption periods; and, of relevant importance to Puerto Rico, to
induce U.S. corporate investment in active trades and business locally.
The new provision exempted income generated by 936 business opera-
tions in Puerto Rico and it went so far as to treat as tax exempt income
the profits made from retained earnings reinvested in P.R. giving the
government the opportunity to stimulate investmen of 936 funds locally.
In 1976, the costs of this policy in general terms were the foregone tax
revenues for the U.S. Government, and the local Treasury’s lost revenue
for not taxing the 936’s corporate income fully. The then expected
benefits were primarily; additional employment generated by these cor-
porations; multiplier impacts of 936 corporate expenditures (employ-
ment, savings, local purchases); increase in local Treasury's revenues via
personal income tax paid by new employees; and, investments by 936’s in
local public works, mortages, commercial paper and loans. Seven years
have passed since the enactment of section 936, from which an analysis
can be made to determine whether Congress objectives have materialized
and how good of a tax policy is section 936.

More than $7 billion have been invested in Puerto Rico since the
enactment of section 936 in 1976%, For local banks this figure means more
than one third of their depositsé!. But, more than fifty five percent of all
those deposits have gone to the three larger banks —Banco Popular,
Chase and Citibank®2, Thus, most native banks (except for Banco Popu-
lar) are not having much access to direct deposits of 936 money, and are

- unlikely to receive much more than currentlys3, Some analysts propose
that the problem with this tendency is that some of these larger banks
may be conservative by nature in their policies, and therefore, may tend
not to channelize these resources toward productives ends84,

80. Treasury Report (1983), supra note 4, at 59, & 69. See generally Treasury Report (1980), supra
note 4, at 69 et seq. Treasury Secretary Carmen A. Culpeper, Culpeper Defends 936, Wages, Fewer
Reports, The San Juan Star B2 (Dec. 26, 1982). See: Appendix A Distribution of 936 Deposits
Among The Banks In P. R. as of Dec. 31, 1982; Appendix B — 936 Funds in P. R. Banking Industry
Resources & Deposits.

81. /d., Treasury Report (1980) See Table showing where in gozs. Currently the 936 poll
contains about 36 billion-fund: ilable for productive investment in Puerto Rico, $4.9 billion of
which are placed in the commercial banking sector. /d., Culpeper. See alvo, C. Beardsley, Fondos
936 en Sistema Banca Comercial de la Isla Ascienden a $5,200. millones, E] Mundo 7B (may 31,
1982). See also, Treasury Report (1983), suprs note 4, chapter 4.

Appendix A; Treasury Report (1983), supra note 4, 89-91.

82. See also; L. Costas (Feb., 1980); supra note 18, at 132-34, Baird (1980), supra note 16, at 122-23;
J.P, Rice, Chase should benefit from loans, rates, The San Juan Star Ba (July 24, 1983).

83. Jd, Costas, at 134.

84, See Ason, (1977), supra note 58, at 8. See also, Treasury Report (1983), supra note 4, at 89.
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The increment in deposits from 936 corporations should have conse-
quently reflected an increment in the credit supply for construction,
commerce and industry®s. Additionally, it should have reflected a noted
improvement in the general credit conditions through a reduction in
interests rates or other credit terms, and a reduction in the existing
limited credit available to the residents of Puerto Rico?¢. Unfortunately,
the inflow of funds from these 936 corporation into Puerto Rico is having
to some extent rather a depresing influence due to limited investment
opportunities on the island®”. The real fact is that the Puertorican eco-
nomy cannot provide sufficient investment opportunities to absorb the
earnings of all the possessions corporations operating in Puerto Rico#s,
As a result, more 936's earnings are being repatriated earlier than other-
wise, notwithstanding the tollgate tax imposed on these by the local
government®. Moreover, the earnings that are invested in Puerto Rico
have three basic characteristics which have precluded that these have a
more direct impact on the economic development of Puerto Rico: low
risk, liquidity, and short term maturity®. As a result banks are not having
too much long-term transactions, while investing funds deposited with

85. Id, av 3.

86, Id., at 1&3.

87. See, Costas (Nov., 1978), supra note 6, at 668: See alto, B. Klingman, The 76 Act Hits The
Tropics: The Improved Invesimen: Climate In Puerto Rico, Tax Adviser 12, at 17 (Jan,, 1977)
[hereinafter cited as Klingman (1977)}; las 936, El Nuevo Dia; primer plano 7 (June 20, 1982). But
see, Culpeper,-supra note 80: “In addition, the existence of such a large pool of funds tends to lower
the cost of borrowing locally. The differential between the Puerto Rico CD rate and the Eurodollar
rate has increased since the imposition of our new regulations on the use of 936 funds last February.
Of course that differential app ller in absolute terms at lower interest levels, butin proportio-
nal terms it is still increasing. In November 1982, when the Eurodollar rate averaged 9.7 percent and
the 936 rate averaged 5.7 percent, the differential was 400 basis points — & significant advantage for
investor in Puerto Rico.

The all-important liquidity afforded the Puerto Rico financial system by this pool of funds has
uses beyond direct lending. However, in recent months the existence of 936 funds and the consequent
availability of low-cost financing has made possible the solution of a significant number of banking
problems and has reduced to a mini the failures of financial institutions in Puerto Rico. Thus
the benefits of 936 funds to banking tr d the local y and are of significant import to
Federal bank regulation agencies such as the FDIC and FSLIC. They have been able to solve
problem bank situations without actual deposit payments from their insurance funds.

88. /d. Klingman; A. Patureau, 936 mortage rules "too stiff”, The San Juan Star Bl (Jan 16, 1983).
Notwithstanding, more investment opportunities through government planning are being offered
presently by the local Administration. Bur see, Treasury Report (1983), supra note 4, at 67, 69, &
106.

89. Id., Report (1983), at 130. See Costas (Nov., 1978), supra note 6, at 668. See also, J. Oyola, How
to lower P.R. interest rates to 3% The San Juan Star B3 (July 17, 1983), proposing some ideas to
succesfully channeling 936 funds into long term investments in P.R.; A. Patercau, Treasury probing
“936" deals, The San Juan Star Bl (Sept. 18, 1983). 936 corps. repatriated a record $2 billion to the
U.S. in the fiscal year ended June 30.

90. C. Figueroa, 936 Financial Intermediation And The Development Of The Service Indusiries,
P.R. Buss. Rev. 16, at 17 (Special Supp. July-August 1981). See comments by M. Mier, Beardsley,
supra note 81.

128



1756

U.S. IRC SECTION 936: A TAX POLICY ANALYSIS WITHIN THE...

them outside Puerto Rico through some technical mechanisms they have
discovered. The U.S. Treasury Department admits that “there is little
evidence that the increase in funds has had any significant effect on the
total availability of credit, or long-term interest rates, in Puerto Rico™!.
Therefore, the prevailing economic environment shows a situation of
unbalance with an excessive supply of funds available for short term
investment, great need for local long term investment, and no actual
adequate institutional mechanism available to channel effectively the 936
funds in order to get the most benefits for the local economy?®2.

One other area where the effectiveness of section 936 policy has been
questioned by some competent authorities is the one rejated to employ-
ment. The 936 corporations in Puerto Rico have failéd to resolve the
problem of chronically high employment in Puerto Rico?. This isdue to
several factors. First, most of the 936 corporations that establish a
subsidiary in Puerto Rico are not labor intensive, maybe because of the
federal minimum wages which apply locally, although this can be over-
come easily by the tax exemptions. Also, some of these industries bring
top personnel from outside Puerto Rico. In addition, in most of the cases
the operations of the industries that relocate in P.R. are specific segments
of a larger process of production. As one specialist noted:%

“What the aforesaid studies of Fomento have failed to realize
or take into account is that possession corporations mostly are

91. The Operation And Effect Of The Possessions Corporation System Of Taxation, Second
Annual Report, Department of the Treasury (June, 1979), But see, M. Escobar, Problems of
channeling 936 funds, The San Juan Star B 6 (Feb 20, 1983). Probably, the fact that Congress has
shown a tendency to supervise continously the 936 policy and make changes to it, has affected also
the determination by 936 corporations to make long term invesiments locally because of the degree
of uncertainess involved. :

92. One institution that could assist in the investment of 936 funds properly is the Government
Development Bank. But see, J. O'Neill, Is GDB investing 936 funds properly, The San Juan Star Bl
(Oct, 24, 1982). See A. L. Seda, Creativity, consensus needed on 936, The San Juan Star B4, March
13, 1983. The local Treasury has taken some regulatory steps to improve this situation —e¢.g.: R,
Arrieta, Fondos 936 para la construccion de viviendas, E|l Nuevo Dia, primer plano 4 (Dec. 1, 1982)
In addition, the Banking Regulations which became effective February, 1982 were intended to help
with this problem aithough long term effect is somewhatless certain. See generally, Treasury Report
(1983), supra note 4, 78-87. But see, T. Sella, P.R. rated safe for investors over short term 2, The San
Juan Star (May 16, 1983); A. Patereau, 936 incentive urged affecting mortgages, The San Juan Star
32(Sept. 2, 1983). An economist proposed a new 936 incentive that would reduce or eliminate the
tollgate tax on repatriated profits in exchange for the 936 corps making a substantial investment in
P.R. mortgage instruments.

93. See generally, Costas (Nov., 1979), supra note 6; Costas (Feb. 1980), supra note 18, at 131.
Notwithstanding 936 corporations now provide 40% of all local manufacturing jobs accordingto a
study by the island Treasury Deparniment. See also J. Omang, P.R. Views Tax Bill As Spoiler of
Island's Economy, The Washington Post Al, (August 2, 1982). Of course, most of these corporations
were established in Puerto Rico before 1976.

The Fourth Treasury Repor estimates 936 employment in P.R. in 1980 at 72,000. /d., Treasury
Report (89-83) at 7. /d., at 118-119 for Estimate on Forward & Backward Linkages.

94, Costas, (May, 1980), supra note 22, at 266-7.
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subsidiaries of multinational parent companies and that their
operations in Puerto Rico are only specific segments of a larger
process of production performed by the total corporate family.
For the Puerto Rican operations the multinational parents select
a discrete portion of such process, incorporate that portion and
thereinto shift much of the familial profit. In the case of pharma-
ceutical companies that discrete portion involves mixing to pro-
duce patented drugs and in the case of electrical and electronic
equipment businesses it involves assembling, or sub-assembling
to produce patented equipment. Such mixing or assembling
requires only a specific pre-determined plant. Its original size has
been chosen for economic optimality and psychological credibi-
lity —to perform the desired portion most efficiently and not tie
down the possession corporation to Puerto Rico, thereby presen-
ting a credible threat to leave Puerto Rico in negotiating from the
Puerto Rican government additional exemption decrees and
other concessions. Accordingly, beyond the initial plant cons-
truction and purchase of the original equipment, the Fomento
exempt possessiog corporations have little need or desire for
concrete expansion”.

Tax expenditures costs in a ratio compared to employees hired by 936
corporations can also seem to demonstrate the previous assertions. In
1978, nine companies for which the federal tax expenditure represented
more than $100,000 per Puerto Rican employee, accounted as a resuit for
11.4 percent of the total tax expenditures but only 1.3 percent of the
employment of the companies for which employment data were availa-
ble?. Thus the mechanics of the 936 policy presently allow an exagerated
balance in cost-benefits for different corporations.

One other negative consideration is that the cost of the 936 polxcy asa
tax expenditure has been foo high as compared to its local effects. The
936 policy is among the ten highest corporate tax expenditures in the
Internal Revenue Code?®. In 1977, the 936 tax expenditures estimate was
$641 million?”. In 1978 it was estimated at $840 million9. In fiscal 1981
these were $1,278 million, and are estimated at $1,373 million for fiscal

95. Treasury Report (1980), supranote 4, at 51. The U.S. Treasury estimated that the revenue loss for
cach job created is so high that the federal government would save money if it simply paid the
workers' wages directly instead. In the case of drug companies, the Treasury is losing more than $3in
taxes for each $1 in wages paid to a worker. But all these benefits have been decreased since the 1982
amendments to 936. A. Patureau, 936 revamp will hit drug firms hardesi, The San Juan Star Bl
(August 1, 1982).

96. Costas (Nov., 1979), supra note 6, at 564. See also R. Sierra, P fons Corpor Critique
of Treasury Report, Int. Tax J. 14, at 18 (1980). In 1980, Federal tax benefits per Puerto Rican
employee averaged $17,186. Treasury Report (1983), supra note 4, at 113.

97. Treasury Report (1980), supra note 4, at 10, n. 6.

98, Id,, at 34,
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1982%. For several reasons, some argue that section 936 constitutes a
misguided and ineffective expenditure of federal funds!®, Mainly, the
fact that this is an exemption on corporations that have easy ability to
pay taxes, most of which are listed in Fortune 50010t

The above analysis demonstrates that the local and U.S. Government
expectations with the adoption of section 936 were high within the
context of employment and other benefits to Puerto Rico, although not
from the point of view of increase in money supply to the mainland due to
the now allowable annual repatriation of profitsio2, In fact some compa-
nies are taking back annually as much as $43,000 in profit per island job.
103 Possibly one reason for experiencing incongruent results may be the
fact that no matter what economic policy is adopted to assist the local
economy, the different economic variables afecting the forces of supply
and demand in the Commonwealth of Puerto Rico are different than
those in the mainland. But this argument leads ultimately to other
considerations which relate in turn to the different political status alter-
natives for Puerto Rico. Thus, witchin this reality the best advantages
must be presently sought to improve the economic condition of the
island. Notwithstanding, 936 policy has had some favorable effects
locally, to the extent that its derogation would be negative to the eco-
nomy within the present political status. Currently, one third of income
tax colections, and a significant fraction of local gross product are
directly traceable to the 936 corporations. The following excerpt from
Treasury Secretary Carmen Ana Culppeper’s testimony, December 15
on section 936 before a U.S. House subcomittee on banking, finance and
urban affairs, is quite revelant:!04

Though 936 firms are effectively exempt from U.S. taxes on
their Puerto Rico source earnings they are not fully exempt from
Puerto Rico taxes, and of course personal income resulting from
their operations has always been fully taxable.

The result is that the Puerto Rico Treasury now depends toa
great extent on revenues stemming directly from 936 operations.
In fiscal year 1982, about 15 percent of our General Fund reve-
nues resulted from such direct operations, not counting secon-
dary effects such as tax revenues from local suppliers of 936 firms
and other multiplier effects.

99. Treasury Report (1983), supra note 4, at 10]. Costas (Nov., 1979), supra note 6, at 564.

100. /d., at 587.

101. /d., at 563. See also, T. Doulan, Tax Headache Strikes, Barron's 11 (April 13, 1981).

102 See. The 1982 A di to IRC Section 936, P.R. Bus. Rev. 1 (Sept., 1982).

103, J. Omang, supra note 93. But see, H.L. Friedman, Travenol reveals 936 impact, The San Juan
Star B1, (May 1, 1983) —*“During 25 years, $256 million in taxes were waived while $630 million was
pumped into P.R. economy.”

104. Culpeper, supra note 7. See also, J.R. Madera, The Impact Of The P Corporation
System Of Taxation On The Economic Development of P. R., 1983 Court of P.R., Econ. Develop-
ment Administration.
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Another revenue source stemming directly from the 936
system is the so-called “tollgate tax”, paid on 936 earnings as they
are repatriated to the U.S. This tax operates as a postponed
income tax and can be adjusted depending on prior uses of funds
and the length of time they remain in Puerto Rico.

Obviously such a tax is useful for more than revenue genera-
tion, serving as a control for the use of 936 funds while on the
island and a valve for their flow from the island. Currently we
receive about $80 million per year in revenues from this source,
about 4 percent of our General Fund.

The uses of these funds and their effect on the cost of capitalin
Puerto Rico are impressive. Our own Industrial Incentives Act,
in conjuction with Puerto Rico Treasury regulations issued last
February, strictly regulates the uses to which 936 funds must be
put in order to qualify for favorable “toligate tax” treatment.
Generally they must be invested locally in elegible activities,
which include productive assets, public financial instruments, or
qualifying mortages, directly or through local financial
intermediaries.

Nearly half the $6.9 billion in total eligible activity —$3.2
billion— is in commercial loans, about one quarter is in govern-
ment obligations, another 16 percent is in mortages, and the
remainder is in other development— related investments. Much
of this activity would not exist without Section 936 and without
conscious regulation by the Puerto Rico Treasury.

Even more important as a revenue source is the personal
income tax resulting from 936 payrolls. During 1982 we expect to
receive $240 million in personal income taxes from employees of
936 corporations, about 11 percent of our General Fund revenues
and more than one third of our total personal income tax.

Most economists estimate the employment multiplier of 936
firms at 2.5 or higher. Thus the effect on our fiscal system is very
significant, probably accounting for more than two thirds of our
personal income tax collections.

These figures indicate more than just the importance of
Section 936 to the Puerto Rico Treasury. They should show you
an increasingly efficient fiscal system — a Treasury increasing its
936 — based revenues even though the economy is in recession
and is adjusting to production under the corporate income tax.
Neither of these developments would be possible without the
stable and favorable climate of the Possessions Corporation
Taxation System.

One other issue that may affect the local 936 investment because of

the uncertainty and instability it creates is the continuous supervision of
the section by Congress. A clear example of this is the fact that notwiths-
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tanding the Summer 1982 Amendments to 936, a few months thereafter
we were hearing again some warnings by congressmen!95, It is acceptable
that the policy has to be evaluated periodically by the U.S. Treasury
Department as other tax policies are. But there must be a feeling of
stability and credibility for the policy to work effectively.

Althoug it is “not impossible” that section 936 be repealed, it is
improbable. On the one hand, the tax expenditures of 936 may not be
viewed as a Federal expenditure. Rather, if such corparations were fully
taxed in Puerto Rico or elsewhere, the United States would anyway allow
a foreign tax credit for income taxes paid to these countries. (Thus, these
would be foregone taxes to the U.S. Treasury anyway). In addition, the
U.S. money supply in a way is more solid today under 936 than under
section 931 because of the current repatriation of earnings, a policy that
the U.S. will undoubtedly change. Possession Corporations in Puerto
Rico will not move their operations to other foreign countries because of
the earnings, reinvestment, and repatriation benefits of 936. Nor will they
move back to the mainland to pay full income taxes!%, Notwithstanding,
the applicability of a tax policy similar to U.S. IRC 936 would be
different under each of the three possible political status alternatives for
Puerto Rico. o i

10S. Dole: 936 compromise “too generous”. The San Juan Star | (Aug. 5, 1982); P. Serralles, Drugs
stocks affected by Section 936 threat, The San Juan Star B8 (Dec. S, 1982); J. Simon, Aplazanun
giganie projecto 936, El Nuevo Dia 3 (Dec. 3, 1982); A, Patureau, Dole letter stivs hope, doubt at 936
meet, The San Juan Star B1, (Nov. 21, 1982); See, Senator Dole letter to Treasury Secretary Regan
of October 20, 1982 —“...there s inuing Congressional n that evgp thie revised section 936
may not be adequately targeted...” This Congressional attitude towards the 936 policy has been
critized by U.S. and P.R. Treasury officials which have stated the need for certainty of tax treatment
as essential for U.S. investment in Puerto Rico. A. Patureau, Treasury official urges Congress to
delay any planned 936 changes, The San Juan Star 3 (Nov. 20, 1982); See, Culpeper, supra note 75.
Also, K. Wagenheim, Budget Office takes 936 off its “hit list”, Caribbean Business 5(March 9, 1983),
106. See, Treasury Report (1980), supra note 3, at 61-2. In fact, after the 1982 amendments 40 plants

in P.R. d plans of expansion: R. Merino, 40 Empresas Planean Expandirse, El Mundo 1
(agosto 17, 82). It is improbable that Congress will attempt to review the amended version of 936
before the 1984 Presidential election. Next Congressional Review may not reppeal the section but

may introduce amendments that will relate the 936 credit to the creation of direct employment, and
to regulate the qualified Possession Source Investment Income. See also, Treasury Report(1983),
supra note 125-129, & 50; F, M. Andic, 936 has subtle advantages for U.S.; The San Juan Star B3
(June 19, 1983).

106A Independence —
Under this political status, section 936 would not apply to Puerto Rico. Theincome taxes

paid to the local government by foreign invesiors —e.g., U.S. Corps. doing business in
P.R.—could get a tax credit in their respective countries.

Commonweaith —
Under this political status, the inual applicability of section 936 is not guaranteed
absolutely. However, it is improbable that it be repealed b it i anyway

foregone tax revenues to the U.S. Treasury. If repealed, the U.S. corps. doing business
locally would get a tax credit for income taxes paid to P.R. Also, lega! constitucional

»
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Finally, although it is favorably argued that tax incentives (as 936) are
basic to the economic development policies of Puerto Rico, it is also
argued that these have not placed the island in a competitive level with
southern states in relation to: market access; good transportation system;
availability of raw materials; low cost of energy; excess labor demand at
lower wages; lower state taxes; and favorable industrial climate (relating
to labor laws and labor tendency to unionize). 197 Notwithstanding,
departing from the fact that we have to consider demand and supply
variables within our present political status, the United States Govern-
ment should also consider implementing additional policies (e.g.- consi-
dering that the people of Puerto Rico are American citizens, an increase
in direct expenditures to Puerto Rico in a way equal to the 50 states) to
offset the above disadvantages. These would further contribute to the
solution of local problems and make the island a more competitive site
for outside investment.

C. Government Direct Expenditures —— An Alternative

As previously mentioned, Governmentmay use “direct expenditures”
such as grants, interest subsidies, direct federal loans, federal insurance
or guarantee of private loans, and others to accomplish the purposes and
objectives which the special tax provxslons seeks to achieve or ¢ncou-
rage!®8, Authorities seem to be divided in proposing which policy may be
more effective and appropiate for Government to adopt in its social and
economic pursuits — some argue tax expenditures are more effective
than Government direct expenditures and vice versa!®, It is argued by
supporters of Government direct expenditures that... “the cause of infor-
med and efficient government is advanced by eschewing tax concessions
in favor of direct goals™...!10 In this sense, it is suggested that the adminis-
tration of tax concessions is normally a less exact process than exists
when the program is one related to governmeéntal funds because they

issues could arise because of the apphcabllny of Federal taxes to income from sources
within P.R.
Statchood—
Section 936 would not be repealed ically b P.R. ¢ a states of the
Union. The agreement of incorporation between the U. S. and P, R. could prowde for its
continuity for many years. in addition, P. R. would benefit from: ir
in federal programs; political stability; perpetual accesibility to the U.S. mlrkev.. and,
others. Many of the local capital intensive industries would not leave the island overnight
to other countries with doubtfull political stability, or to the mainland, where variable
costs may be higher.
107. See Costas (May 1980), supra note 22; Treasury Report (1983), supra note 4, at 44; M. Bhatia,
Effects of recession: P. R, vs. Southern States, The San Juan Star B2 (June 19, 1983).
108. Note 61 infra. On the other hand, tax expenditures represent use of the tax system to provide
financial assistence.
109. Compare Surrey (1970), supra note 61, with, Sneed (1965), supra note 1, at 602-04. See also,
Surrey and McDaniel (1979), supra note 2.
110. /d., Sneed at 602
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involve less negotiation of the arrangements, less suspension, less red
tape, no new bureaucracy and so on. Two local tax expenditures that
have been critized by some on grounds of supervision are: the administra-
tion by the U.S. Treasury Department of section 936 possessions corpo-
rations which some say can liberally decide when, where, to what extent,
and in what way they want to enjoy the benefits of the section; and the
administration by Fomento of the exempted industries in-Puerto Rico
with its lack of appropiate records!!!. To the contrary, tax expenditures
are supported by those whe critized the government intervention as
expensive and bureaucratic'i2.

Moreso, it is also argued that the administration of tax expenditures
programs involve a certain degree of waste, carelessness, and evendisho-
nesty, otherwise inconceivable in direct expenditure programs!!3. Some
are for the proposition that these programs allowed undeserved deduc-
tions and tax credits, affording greater benefits to the rich!!4. Senator
Kennedy has opposed vigorously the section 936 policy, precisely on
these similar arguments. He once said in relevant part as follows!!>:

“In anticipations of the enactment of Section 936 many posses-
sions corporations are placing as much as possible of their ear-
nings in a liquid state so as to cash in on the benefit of immediate
tax-free distribution if Section 936 is enacted. Many are motiva-
ted by a widespread belief that any enacted Section 936 will not
last very long, but would be repealed when Congress woke up to
its real effects. They want therefore, to be ready to take advantage
of the new Section 936 gift while they can. In fact, lurking

- beneath the desire to cash in on a new Section 936 is the worry
that when iis generous benefits combined with the exemption
benefits of Section 931 become fully known and the financial
reports of the beneficiaries of this moneymaking machine are
scrutinized —really for the-first time — the whole scheme will
crash down. They thus are hoping they can obtain Section 936
without Congress looking into Pandora’s Box that contains the
Section 931 exemption. For that Pandora’s Box would disclose
the tax windfalls that U.S. multinationals are obtaining under
even the present tax exemption.”

111. See Costas (Nov. 79), supra note 6, at 566-7; and, Costas (Feb. 80), supra note 18, at 104-5.
Notwithstanding, the 1982 dments (0 section 936 may invalidate this claim.

112 See Sneed, supra note 1, at 603. For a comparison of tax expenditures & government direct
expenditures in the United States see Surrey (1970); supra note 61, at 711; of course, they are also
favored by those benefiting from them. See also: Surrey & McDaniel (1979) supra note 2; H.
Fridman, Main cry to Cof C: “Push Tax Reorm”, The San Juan Star BI (june 12, 1983).

113. See Sneed (1965), supra note 1, at 602. ~

114, Id. A deeper analysis sbout the real affects can be found in: Surrey & McDaniel (1976), supra
note 70. Also the tax expenditure policies may raise constitutional issues. (pg. 707). Surrey &
McDaniel (1979), supra note 2.

115. Reprinted in Sierra (1978), supra note 49, at 840.
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Notwithstanding, the effects of the above statements can be positively
reduce if such tax expenditures are effectively scrutinized by the legisla-
tive and executive branches, or are subject to annual budgetary review
processes!!s, Finally, it is argued against tax incentives that these greatly
decrease the ability of the Government to maintain control over the
management of its priorities!!?.

In relation to section 936 policy and within the above context, the
determination of whether it is more effective or appropiate than a federal
government policy of direct expenditures depends on various factors.
First, one has to question whether the governmental goal which led to the
adoption of the policy is an appropiate one (Evidently in the case of
section 936 this has to be answered in the affirmative)!!8, Then comes the
question of — to what extent will the tax approach or the direct approach
achieve the desired objective!!9, Next, comes the analysis of determining
that if both approaches are viable, which is more effective!?°, In this
respect, it is important to know, whethur there is money available to
apply alternatively a direct expenditure policy. Another important issue
is whether the government is interested in more direct supervision to
solve the problems of Puerto Rico (as through with direct assistance) or if
it is willing to have the private sector participate by providing solutions
with economic ventures. Other considerations involve the possibility that
the problems caused in the legislative process and in tax administration
would be present under either approach!2!, But also, in the case of Puerto
Rico, with its own peculiar economic and political status situation, a
joint policy approach, both of tax and direct expenditures right prove to
be more effective. if implemented with maximum considerations to the
local reality. In summary, any change in policy to ward tax expenditures
or government expenditures or to both, has to be as a result of a prior

116. Compare Sneed (1965), supra note 1, at 602 with Surrey (1970), supra 61, at 730.

117. Id., Surrey, at 730.

118. See generally, Surrcy & Mc Danie), supra note 2, at 251.

119. Id. To what extent the tax app h has achicved the desired objective or result has been
analyzed in this paper. To what extent the direct approach can achieve the desired result as an
alternative to the 936 policy can be determined analogaly by examining how effectively other direct
investment policies have worked in Puerto Rico, or elsewhere. Promotion of certain economic
sectors, as the one of employment, is much better handle in a free enterprise system as ours, by
channeling policies through the private sector. In this case with a policy equal or similar to section
936. A report on how much the Federal government is spending now in Puerto Rico, and on what
programs, can be found in: K. Wagenheim, What the Feds spend to aid Puerto Rico, Caribbean
Buss. 2, (March 9, 1983). ...“Federal expenditures in Puerto Rico can be sub-divided into four major
categories: 1) grants to state and local governments; 2) salaries and wages paid to Federal employees;
3) direct payments to individuals; 4) procurement... Comparisons of per capita Federal expenditures
by state and territory show that P.R. received only $1,422 per capita in Federal aid during Fiscal
1982, compared with a nationwide average of $2,591. See also, K. Wagenheim, Caribbean Buss. 2
(March 9, 1983). See Appendix D.

120. Id.

121. 1d.
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cost-benefit cost-effect analysis of each of the alternatives proposed. This
is the real test.

V. Conclusion

Seven years of experience with the 936 policy have served to measure
to some extent how certain were the expectations of Congress in its
adoption. Unquestionably, the change in policy from section 931 to 936,
providing for current repatriation of profits rather than at liquidation of
the possessions corporation, helped increase the money supply of the
U.S. economy. Although, it has been argued that section 936 is too costly
as a tax expenditure for the Federal Treasury, it can be questioned
whether this may be exaggerated for several reasons. On the one hand,
such corporations if fully taxed in Puerto Rico or elsewhere would be
entitled anyway to a tax credit for such paid income taxes. On the other
hand, the direct benefits to mainland corporations because of the credit
(and the indirect benefits to other sectors of the economy) are of tremen-
dous magnitude to the U.S. economy when compared to the policy as an
expenditure'22, Thus, by adopting the 936 policy, the Federal Govern-
ment has successfully device a scheme that induces American Corpora-
tions to confine operations within U.S. borders (in this case P.R.) with all
the direct and indirect economic benefits this represents, and which
avoids outflow of funds to the treasuries of foreign countries to the extent
that the income from 936 corporations would constitute otherwise fore-
gone tax revenues. Although the 536 foregone tax revenues are not
received by foreign treasuries nor by the U.S. Treasury (since it is
received as income to the 936 corps), it constitutes funds within the U.S.
money supply which serves in turn as a positive catalytic agent within the
American economy in different ways. Moreso, this tax expenditure
argument may not be as strong as before the 1982 amendment to section
936 was implemented, since the tax credit has been reduced.

From the local point of view, it would be unfair and unrealistic to say
that the 936 policy has not worked effectively at all. In fact, the policy and
the increase in federal aid served as a catalytic agent to postpone an
economic debacle in Puerto Rico. Notwithstanding, local unemploy-
ment continues to rise and 936 corporations cannot be expected to aid
with the problem much more since most are not labor intensive indus-
tries. Within this view, in its periodic revisions of the policy, Congress
and the Federal Treasury Department should consider the possibility of
adding to the 936 credit a variable that would relate the credit more
directly to job creations by the possessions corporations.

Althoug presently section 936 needs no major changes (other than
regulations for QPSII) the practical reality is that it needs to be scrutini-
zed periodically (as any other tax policy) by the corresponding compe-

122. The Department of the Treasury of Puerto Rico should keep annual figures in relation to this
matter for comparative purposes.
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tent agencies to avoid abuses by elected corporations. The 1982
amendments under the “Tax and Fiscal Responsibility Act”, limiting
income from intangibles, is a clear example of this need. This reviews
should carefully analyze for each specific period of time, the advantages
and disadvantages of the policy: within the contex of cost-benefit and
cost-effect variables so that any suggested changes can be implemented
without disturbing local supply and demand resulting from ite present
applicability more than necessary. But, one important factor that must
also be considered by the competent authorities is that periodizal scru-
tiny must be carried out within the perspective that the policy (as any
other tax exempt policy) needs stability and credibility in order to be
attractive and reliable to investors. Thus, there must be a general feeling
that only minor changes (not major changes) may result in the short run
* (within the next few years from these)m The Government of Puerto
Rico should consider the preparation of a 936 Counter Report to each of
the 936 U. S. Treasury Annual Report (e.g., 90 days after the publication
of the Federal Report). This would offer the local Government the
opportunity to respond competently and effectively to the Treasury
Report. In addition, interesting parties would be much better informed.

Within the local economic perspective, in the short run and conside-
ring the actual political reality, various corrective steps can be attempted.
The primary goal should be the maximum posible reduction of imports
and the maximization of exports to decrease the possibility of a deficitin
the balance of payments. To this end, the sector of production 1s impor-
tant because it may reduce imports to the extent that these are produced
locally in as much as possible. Also, it generates exports and thus inflow
of funds. In addition, exports can be largely increased if the Government
appropriates more funds to this purposes: employs adequate personnel;
concentrate more effort, in commercial missions and participation in
international commercial activities; and, educates the people of Puerto
Rico to be more economically oriented. The fact is that local people need
to be aware of the potential benefits they can get in international com-
mercial ventures!2¢. The government cannot rely endlessly in only indus-

123, A reasonable strategy was the one adopted by the U.S. Treasury Department in its response to
Senator's Dole letter of October, 1982, In addition, the U.S. Treasury should be very carefull in

preparing the 936 Reports as required by Cong S hould avoid contr dictions that
could embarass either the U.S. Government or P.R. See, e.g., Treasury Report (1983), supranote 4,
at: 4 compared to 63; 20 — conclusive statements with evid fromar i y period; 32

compared to 33; 57 & 58 too hypothetical; 74; others, See also, K. Wagenheim, 936 corporations
lukewarm toward 4th. Treasury Report, Caribbean Bus. 7 (April 13, 1983); H. Tumner, Corrada 936
Report shouldn't alarm P.R., The San Juan Star 3 (May 3, 1983); A. Patercau, Feds snipe at 936
again in new report... and Fomento chief roars a reply, The San Juan Star B2-3 (May 1m 1983).
124. See, A. Patureau, Corrada: isle trade can triple in decade, San Juan Star 18 (May 20, 1983); C.R.
Jimenez, An Expor: straiegy mapped for P. R. business, The San Juan Star B6 (june 12, 1983).
124A. See, A. Pmumn A report about the 1983 winter season, The San Juan Star B1 — 8 (March 6,
1983). Also, H. Fridman, 85 million tourism drive only so-so, The San Juan Star B (July 24, 1983).
H. Fridman, Arraras vous 1o fight irreal tourism policies, The San Juan Star B4 (July 23, 1983); P

138 .
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tries from the mainland to go and resolve the economic problems of P.R.
The explotation of local resources should be maximized. Local investors
should try to get a share of the U.S. market. Also, tourism should be
heavily promoted abroaduw, while protecting it at home by pursuing a
reasonable and competitive market. Another area where the government
can attempt to reduce imports with positive results is that related to
energy — e.g. effective policies can be implemented to reduce the con-
sumption of electricity, which in turn accounts heavily for the import of
crude oil to Puerto Rico. In addition, (notwithstanding possible conflic-
ting political views) considering the fact that the people of P.R. are
American citizens, the Government should pursue the goal of increased
participation in federal direct expenditures programs, in a manner simi-
lar to that of the 50 states. Another consideration is the one that proposes
that the Government dispose of “lesing businesses” such as the Navieras
Shipping Line, The Telephone Co. and the Electric Power Authority'»®

Finally, notwithstanding the possible solution and alternatives that
may be brought to the aid of local problems, one must seriously consider
the fact that the local political status issue will in most of the cases affect
their implementation. Still, something has to be done to change the
present situation and avoid an economic debacle. Within this perspec-
tive, it is time for the policy makers to realize that the variables of supply
and demand are different in Puerto Rico than in the mainland. That,
while the present political status continues, policies must be adopted that
are viable and realistic given the peculiar characteristic of Puerto Rico.
Moreso, in the case of a tax policy (as section 936) the fact that “...
fashioning a tax structure requires an intimate knowledge of, and sensiti-
vity to, the society in which it is to function...”12s,

Herndndez & J. de Cérdova, Who gets what from the new tourism incentives. The San Juan Star B9
(June 26, 1983); A. Patereau, Big hotels outlook bleak without nore i es, The San Juan Siar
B! (June 19, 1983); C. Morales, Tourism still a stepchild despite new law 52, The San Juan Star B3,
(June 12, 1983); H. Fridman, Incentives Act: new day dawns for small hotel, The San Juan Star 13}
(June 5, 1983).

124B. A Patereau, Laffel urges P. R. to adopt rest of his policies, The San Juan Star B4 (June 12,
1983).

125. Sneed, note | infra.
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APPENDIX A

!

ESTIMATED DISTRIBUTION OF 936 DEPOSITS AMONG BANKS
AND TRUST COMPANIES WITH BANKING POWERS

IN PUERTO RICO

JUNE 30, 1983 — § THOUSANDS
SOURCE — DEPT. OF THE TREASURY

LOCAL BANKS

BANCO POPULAR
DE P.R.

BANCO DE PONCE

BANCO ROIG

BANCO DE CAGUAS

BANCO COOPE-
RATIVO

BANCO FINANCIERO
DE P.R.

SUBTOTAL-
LOCAL BANKS

FOREIGN BANKS

CITIBANK
CHASE MANHATTAN
BK
BANK OF AMERICA
CONTINENTAL
ILLINOIS
ROYAL BANK OF
CANADA
BANCO DESANJUAN
BANK OF
NOVA SCOTIA
SCOTIA BANK
DE P.R.
BANCO DE SAN-
TANDER P.R.
BANCO CENTRAL
CORP.
BANCO COMERCIAL
DE MAYAGUEZ
BANK OF BOSTON

SUBTOTAL-
FOREIGN BANKS

TOTAL-AILL
COMMERCIAL BANKS

936 TOTAL
DEPOSITS DEPOSITS
380450 2048557
151102 1160159
311 141266
14515 35374
0 39149
0 47405
579178 3471910
1331296 2170583
1044022 2220798
594583 628287
181838 328812
, 311703 645801
44835 329795
168281 178805
84840 343706
171693 737592
149102 694463
49724 208962
96459 129315
4228376 8616924
4807554 12088834

£40

936 DEPOSITS

AS A % OF
TLT DEPS

18.57
13.02
234
41.03

0.00

0.00

16.68

61.33

47.01
94.64

55.30

48.27
13.59

94.11
24.68
23.28
21.47
23.80
74.59

49.07

39.77

AS A % OF
TLT 936 DEPS

7.91
3.14
0.69
0.30
0.00

0.00

12.4

27.67

21.70
12.36

6.48
0.93

3.50
1.76
3.57
3.10
1.03
2.00

87.87

99.91
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TRUST CO.'S WITH

BKG POWERS

UNIVERSAL TRUST .

COMPANY 0 53 0.00 0.00
ESPANOLA DE -

FINANZAS TRUST 0 557 0.00 0.00
GIROD TRUST

COMPANY 4549 216263 2.10 0.09
LAS AMERICAS

TRUST COMPANY 0 22213 0.00 0.00
UNION TRUST

COMPANY 0 27221 0.00 0.00
TOTAL TRUST

COMPANIES 4549 266307 1.7 0.09
GRAND TOTAL 4812103 12355141 38.95 100.00
APPENDIX B
936 FUNDS IN PUERTO RICO
6/30/82
(Source: P.R. Treasury Dept.)
Type of Asset Dollar Value Percent of
(Billions)
Total

P.R. Bank Deposits $4.7 54.0%
Invested with Brokers 1.4 16.1
P.R. Mortgages (GNMA Pools) 1.5 17.2
P.R. Government Bonds 3 34
Other P.R. Assets (Mortgages, 3 3.4

Direct Loans, etc.)
P.R. Subtotal 8.2 94.3
Outside Puerto Rico 5 5.7
TOTAL $8.7 100.0%
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APPENDIX C

P.R. Banking Industry Resources and Deposits
(In Millions, as of April, 1982)

(Source: P.R. Treasury Dept.)

1978 1979 1980 1981 1982

Total Resources $8,428.7 $8,982.8 $10,521.5 S$11,7574 $13,526.3
Total Deposits 6,762.9 7,526.0 8,637.7 9,676.4 11,324.1
936 Deposits 1,450.0 2,298.8 3,023.2 3,550.2 4,668.1
936 Deposits as

a Percentage of

Total Resources 17.20* 25.6% 28.7% 30.2% 34.5%
936 Deposits as a

Percentage of

Total Deposits 21.4%* 30.5% 35.0% 36.7% 41.2%
*Estimate

APPENDIX D
(El Nuevo Dia 4, April 10, 1983)
FEDERAL FUNDS TO PUERTO RICO
U.S. FISCAL YEAR (Millions-of Dollars)
Actual
- 1981 1982 1983 1984

TRANSFER OF FUNDS 2,858.2 3,0350 3,078.0 3,186.6
EXPENSES BY FEDERAL

AGENCIES 545.7 605.5 693.7 777.8
EXCISE/CUSTOMS 316.7 293.6 331.0 465.0
DESIGNATED AID 1,104.6 991.8 990.6 1,021.8
OTHERS 45.8 1.1 414 42.4
TOTAL FEDERAL FUNDS $4,871.0 $4,977.0 $5,134.7 $5,493.6
PAYMENTS — P.R. to U.S. 949.0 961.0 997.6 1,046.5
NET FEDERAL FUNDS $3,922.0 $4,016.0 $4,137.1 34,447.1
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“"TAX CONTRADICTIONS WITHIN THt ACTUAL POLITICAL STATUS OF PUERTO RI1CO

==U.S. TAXATION WITHOUT REPRESENTATEION"

1. INTRODUCT IUN

Govermncnt tonds Lo encourage the creatlon of cup(inl_lu nlmost
cvery sector of the cconomy by resorting to difterent policien.
Usually, it will decide for Justificd cconomic reasons Lo [avor an
activity or group through monctary assistance which may be channeled
or delivered by';loctlng from a wide range of options -- e.g, direct
grants, loans, vtc.' In addition, it may attempl to pursuc this goal
by dealing with the tax system, particularly by the tmplementation of
n tax policy == c.g., permancit oxclu#lons {rom Income, deductlions,
deterrals ol tax llabilities, credits against tax, special rates,
other ~- with the expectation that a desired result will be achieved.
Thus, texing ls an institutional arrangement to cover financial
expenses of government, that is, tax measures are formulated in order
to [inance new or cxpanding government activities. Within the
context of taxation, its traditional objective is to raise revenues.
Other objectives of taxation are:

--alter the distribution of income among individuals
== influence consumer buying habits and investment
practices
== curb {nflation
~-- to stimulate private investment in plant and equipment
through sclective tax rcduct[ons 7
The above objectives have very importarit cffects in the economy as a
whole and fndividually in cltizens. For cxample, heavy taxation of
large incomes and modest taxation of small incomes tend to equalize
the distribution ol Income nmong.Borsons; taxing a particular
‘commodity may have the effect of discouraging purchases from consu-
mers, etc. 1In addition, the tax system may encourage or dampen

incentives to produce efficiently, or may worsen or prevent serious

33-337 - 90 - 7
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inrdships causcd by Fluctuations fn the veonomy  Increases in

unemployment and production excecds in demand my be changed by lowering
¢
taxes leaving more moncy in the hands of consumers, Thus, the

government Influences the economic climate through various means, but

particularly through its tax authority, which on the other hand,
requires Congressional opproval, within the federal context, U.S.

Congressional approval.

The sbove analysis is important within the perspective that
within the broad renge of considerations the political status of
Puerto Rico debate presents, the financial consideration is one of
the most {mportant. The people of Puerto Rico aspire to a way of li-
ving equal or better to that of the american citizens of the states
with whom they have been related since 1898, Over the years the
relationship between Puerto Rico and the U.S. has fostered the inte-
gral role of the Federal Government in the Island, i{nfluencing the
public and private financial and sociceconomic development, in some
cases with complex arrangements.z The economic and legal variables
affecting rights and obligations of american citizens from the
difforent states and (rom Pucrto Rico are almost fdentical.
lf'match esch sgainst the other, the gap comes very near to that
difference of tihe political issuc of no representation in Congress, and
no partlc;pntion in the electoral process of voting for the President.
This political gap makes the government in relation to citizens of
Puerto Rico one not of full consent by the people, since there {s no
real equality in national political and legislative mnnert.J

Defining the lcgal, polftical and ccgnom(c differences that still
exist is important in order to determine whether there 8 any ra-
tional basis Crom keeping Poerte Rico politically ditterently than
any of the other states ol the Wnited States. Within this con~
text, {t is°the purpose ol this paper 1o unnlyzy some existing tax
policy contradictions within the actual political status of the
l:la;d which have uncqual political and cconomic clfects on the
citizens of Pucrto Rico, when compared to those of the states.

The Island has a separate fiscal structure, enjoying primary

jurisdiction to tax Puerto Rican source income, while the United

~ —p e gt o7 A " . .
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States has secondary jurisdiction to tax the Puerto Rican source income
5( U.S. citizens, residents and corporations. Puerto Rico's authority
to enact its own system derives (rom the Foraker Act of 1900,
Neverchelet:; there is a close relationship betwean the local tax
rules and the federal tax rules, to the extent that In 1954 the
’ Legislature adopted Its present income tax laws based on the U.S.
Internal Revenue Code of 1939.5 The fact that the i{sland has a sepa~
rate fiscal structure with the peculiarity that local tax policies
apply In most cases , that federal tax policies apply in others, and
both tax policies in still other cases, makes the economic game
completely different. With appropriate.tax planning the citizens of
Puerto Rico can legally avoid (cven completely) paying annual income
taxes both to the locasl and federal trea:ury.5 In ;ddittlon. a8
citizen of Puerto Rico, who pays local und also federal taxes because
of his income from sources within the U.S., will be contributing to a
treasury that will treat him differently for purposes of Federal aid
programs.because of the political status of the jur.sdiction in which
he Iellde.oo- Differences in economic aid,-or In tax policies may
disrupt an economy.7 The continuity of the Puerto Rico politicsl
status uncertainty provokes in the decisional mental p;ocenl of the
residents of the Island many contradictory thoughts and feelings; for
example, in those who favo;ustatehood fcr Puerto Rico that as the one
of deslring on the one hand statchood, and on the other hand, the
acceptance of the reality that there Is to some extent local tederal
taxatlon "without cqual access or rights to federal congressionnl
reprosentat fon™ within the Natton which they teel a part of and
which they wuntvto Join. lronlcally the lssue ol taxatlon without
representution led the cclonies %0 form a union and a natfon, and
constitutes presently one of the hot !lnnanclal iseucs within the
debate of the political status of Puerto Rico in fts relation with

that samc Nation, the United States of America.

L - Dl SR TR mmm;
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11, Texation Without Ropresentation-Thv Britigh Colonisl System

Democracy has a context in every sphere of life, Some have
!oung its essence (n the relation between government and the peopla.
Within this perspective other political netfons includer

=it 18 equal share in power

«=it {9 extension of privileges since Iimitation is not

justifiablo cthat (s, coxclusion from privilege s
exclusion from beneflfe ,

Thus the notion of cquality poluts the way to the essunco of
the democratic dea=the ellort ol men to altirm their own cssence
and to remove all barricrs to that nlllrmnclon.a

As previously mantionad, there ure differonces batween the
smericen citizons ol Pucrto Rico, and those of the other states.
Is there a rational basis tor thoke dillcrences within the sbove
context of democratic oquality? To give those difierencas the pro-
tection of the legal order (s to prevent demand for equality from the
clcizens of Puerto Rico, and to promute for o syston  or 0 ¥tutus
eroctod upon diflercnces and not upon similaritios. In this cuse we
are reloring pn}tlculnrly to the tax diverepane bes ment foned above,
the applicability of fedoral taxes in Puerto Rico without Congres=
sionsl representscion. (n chlc‘rcspoc«. it is pertinent to snalyze
briefly by analogy some thoughts which reflected the situation in the
colonies) the disadvantages of the British colonial system were pres=
sing heavily upon them, particularly cconomic causcs (The 1765 Stamp
Act ané others taxes). Sct f(orth heiow are some the objections totax
drew up by ‘‘homas Fitch, [rom Connccticut, and which show how the
people of tho colonies (elt about the 1xsue ol being tax without

raprosontationt

"As the chiol excellency of the #ritish constitution
cconsists {n the subjects' being bound only by such laws
to which they themselves consent, as atoresatd, and as,
in order to their enjoying that night, they are (agrecs
able to the constitution) nevesnar iy vested with the
power ol electing thelr reprosentalives, 8o this right or
power (8 & fundamental privilege ang xo cssential a part
ot the constitution that without 1t the subject cannot be
said to be tree., Thercforo, il he be hindered from voting
in such election or obstructed in the lawful use ot that
real right or privilege, a suit will lie for him at common

law,
None of the privileges included in those general rights
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(which {n 8 special manner denominate the British subjects

s free people) Is maintained with grester care and circum=
spection, and of which they arv more jealous, than this
particular, known, approved, anc (ixed one, that no tax,
loan, or benevolence can oe imposcd on tnem buc with their
own congent by their represencatives (n Parliament. This
privilege {s of ancient date, and whenever §t hay been en-
crosched vpon has Leen claimeu, struggled (or, and recovered
a8 being essential for the presvrvation of the iiberty
property, gnd (reedom ol the suoject. For 1t the privilege
ol not being taxcd without their consent be once taken (rom
them, liberty and treedom are certainly gone with {t., That
power which can tax 83 it shail think proper may govern as
it plesases; ong those subjected tu such caxations and govern~
ment must be (er, vary far from being o free people. “They
connot, indeod, be 34,0 to cnjoy vven 30 much as the shadow

of English ltborctol.

Also, set forch below 13 & -- Resolution Proposed by Patrick Henry-176%
veo''Resolved, that the taxation of the people by them- '
seives, or by persons chosun by thomselves to represent
them, who can only know what taxes the people are able to
bear, or the essiost methou ol raising them, and must theme
selvas be astlfected by every tax lnid on the people, is the
only security against a burdensome taxation, and the dis-
tinguishing characteristic of Braitish trctgom. without wich
the ancient constitution cannot oxi1st. "

It 19 partly, within tho above considerations which we have to
consider the polttthl and economic contradictions of whether (¢t {s resson~
able to be ({sble tor tederal taxes in cercain cases ss american citi ‘
sens of Puerto Rico while not having tne right to vote for 8 represen-
tative in Congress, as equaily as american citizens of other states,

this {» caxation without representation, without consent.

111, Federal Taxes in Puerto Rico

The U. S, Congross has the constitutional outhority to collact
taxes undor the Sixteonth Amendment. Any tax policies that may be
adoptad by Congross will consfder certain factors such as: whother it
{s justified, equitable, uniform in respect to the amount of tax, con-
vanient (n relation to payment and viable and cconomical In fus ndmi=

“nistration those factors are considercd hy ¢ongressman representing
citizens or thalr constituenta,  Thus, citizens participate in these
docisions through their votes tur candlidiatos, and by Influencing their

elected ropresentatives. Once tax policies ave adopted, taxes havo
A)
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to be patd. There (s no possiblc_analysis of the merits of che tax,

1f not patd, property is confiscated and the liable citfzen goes to

-

Jatl,
Puerto Ricans don't have represcntation in the U.§. Congress,

as oqually as the states of the Unfon., Notwithstanding, Portoricans
have to pey {ncome taxes on U.§., source income ({f not fxcmpc-d) and
other federal caxes---Federsl soclal socurity, unemployment taxation,
custom dutles, excisc tnx.n.lll- there n rational basis for this fiscal
arvongement?  The (act that the Ixland Bas o separvate el structure
with the paculfarity that local tex policies apply in most cases, that
federal tax policies apply In others, and both tax policies fn still
other cases, makes the vconomic yime completely dilferent, With appro-
prisce tax planning tho cltizens ol Puerto Rico can legally avoid (in
some cases even completely) paying annusi (ncome taxes both to the
local and Federal treasury, thereby affecting the Puerto Rico money
supply, and the disposition of governmont for goods and servicos,

The tables {n Appondix A ol thia paper reflect vital information

related to the Federal Internnl Rovenue collections trom Puerto Rico,

oand fts relation to other reglons aml distpicts, atates and other
orens within the Unfted States tor the year 1988, most Importants
a. Puerto Rico total internal revenue collect lonua-
$1,474,558,000.00

«==This amount {& higher than the total internal revenue
collections vl the following districts in the Nation,
=Burbington=Yoermont
=Aburdecn~South Dukota
«Fargo=-North Dakota
=Chayennc=Hyoming

b, Puerto Rico Corporate Income tuxes
===$87,085,000,00-This amount was higher than that ol three
ERS Diwericts in the Natian-lo this case meome | rom P K,
based corpurations is not included nor the 936 tax credits
of many U.5, buscd corporations doing business in Puerto Rico.

Total individual and emplovment taxes total was $1,367,211,000,00,
which was higher than that ol other tour Distetets in the Natlon.

de Total individun!l Income tax not witheld amounted to $80,492,000.00

Tots! income tax withheld and FICA was $1,2%9,6488,000,00,

[}
which was higher than that of six other Districts in the Nation.

\
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£, Total toxes on uncmployment Insurance wore $27,233,000000, which

was highor than that of 17 other Districts in the Nation,

Table 4 of Appendix A of this paper shows IRS refunds for

Puerto Rico as [ollows,
wweTotnl {nternal revenue refunds- $68,835,000.00

-=~Corpornte f{ncome refunds - $ 8,191,000.00
==wIndividual {ncome refund ~ $46,997,000.¢0
-=-Employment taxces rofunds -~ $13,082,000.00

h, Table 6 of Appendix A of this popor shows the number of
returns (ilod (rom Pucrto Rico, ns {ollowst

-==Total tax returns -338,646

-=«Individunl income tax roturna  « 94,135

==wCorporate income tax -896

—==Employment Loxes ~178,070
(higher than 16 Districes '
in the Nation )

Tho ﬂ;mborl shown above arc cloar evidence of npplicability of
Federal tux policles to Pucrto Rico. They constitute taxation without
roprosentation, without consent of the people of Puerto Rico, n showing
that the gap between Pucrto Rico in its actual political status and
that of tho othor gtntou {s diminishing 1t is portinent to inquire
sgain, whether there is any rational basfs for this political situation
based on unequality not on similarities.

In the case of statehood for Puerto Rico, the Office of the
Comptroller General has prepared various 'Reports to Congress' relat@d

to Puerto Rico and snalyzing the tax liabilities within that status.:

1t mentions in pertinent purtx‘J

Although the Federal individual income tax liabilicy
will increase (for examples, it was estimated in 1980
as an increase of $248 million) the lsland individual lia~
bility would have been less than any state, because of
Puerto Rico's low per capita income. In addition, more than
60% of Puerto Rican returns could be eligible for the earned
fncome credits., Excluding the corporate tax liability, the
{sland total liability in 1980 would have increased by
aproximately 17%, (Updated Statistics on Puerto Rico Income
Taxes are Included as Appendix B of thils paper).

Under statehood, lederal corporate income tax liabllity would
increase, but duo mostly to the substantianl profits of U.S. minland
based firms operating in Puerto Rico under tax excmptions,

Appendix B s included as an Estimate of FoderalTaxes in 1980 {f

Puarto Rico would be a State.
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IV, _U.8. Sodial Security Taxes ln Puerto Rico

Puerto Rico residents are subject to Federal Social Security taxos.
The system works by taxing income at its base, on wages. As shown before
on page six of this paper .. (e) total federal income tax withheld and
FICA taxes along amounted in Puerto Rico in 1988 to $1,259,488,000.00, an
amount which was higher than thut of six other 1RS Districts in the
Natfon. Thus, this is not only another U.S. taxpolicy applicable in
Puerto Rico, which has been paid logally for many years, but it is a
policy aplicablo to all Portorican workers and employcrs; o tax policy
applicable to Puerto Rico withcut representation in Congress. 1s there
a rational basis for this political and economic contradiction?

The payment of social security taxes by citizens of Puerto Rico
within the Federal economy is of great importance, considering the
fmpact of these taxes for the U.S. Budget, as Senator Patrick Moyniham
propoacs.l“ In his view~

"Federa] taxes overall have not been cut for the past years.

What happened was the burden of taxation was shifted from

the income tax to tho Social Security tax. Counting thefr

employers' share, necarly three-quarters of all Amoricans now

pay more in Social Security taxes than they do in income

taxes. -
One result is that the expenses of Covernment are

financed more by tax on the poor and the middle class and
less by a tax on the wealthy. Another result is that
surplus rovenues fin the Social Security system are being
used to mask the deficit in the Government's operating
budget {nstead of being used as they were intended, to
guarantee pension benefits for today's workers when they

retire,

Economist agree that Lf cmployers did not have to contribute their
share of social security taxes (or thelr employces, workers could demand
and gonvrally wudw-mm(lumlun(ﬂlhhvmmylnhhmM'wmeS
I the meant tmey Chey elatm chat the payroll tax rate now in eblectively
15.3 percont. ln the casc of Pucrto Rico higher wages would increase
the money Atwﬁly of the local cconomy. The offccts o? these tax burddn
are shown In the Tables of Appendix C of this paper. For Puerto Rico
it also means that the poor nqd the middte class are (inancing together
with workors {m other states the expenses of the V.8, Government, the
operating budget, with the dl[fcrepcc that Portoricans are being taxed
without ropresentation. Evidently this is another tax contradiction

within the actual politicul status of Puerto Rico which needs to Le consider in the

prosont political status debate.
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V. _IRC-Section 936-Tax Credit at any Price

One of tho major changes of the Tax Referm Act of 1976 was the

adoption by fCongress of 1.R.C. section 936, effective since taxable
16

years beginning after December 31, 1975, Section 936 replaced 1.R.C,
soction 931, the statute that was applicable previously to U.S, com=
punlen operating In Puerto Rico. Since the adoption ol section 9306,
posscssiona corporaticns can repatrinte profits to thelir U.8. parcnts
on o currents basls free of any U8 Laxs  Thus, an clecting posscesslon
corporation I grinted o credit against its fpderal Income=tax return
commensurate.with the ratlo that ita qualitying taxable fncome bhoars
to its totul tuxable incomes As o result, i1 all of the taxable income
of the corporationa, qualifics, no federal income tax {a due, Notwith-
standing, lquldntlon of i posscasions corporatlion benelits aro still
tax (roo undor section 332,

The tax crodit of 936 Is Plvon in licu of tho ordinary foreoign
tax credit provlde by section 901 of tho Code., It is applicable to
qualified possession source investment income, which includes only
income from sources within a possession in which tho corporation active
ely conducts a trade or business, regardless of whether or not such
business produces taxable Incomo in o tuxable ycar, with Income earned
elgewhere subject to the normal U.S. tax rates. Losses from other
sources are to be taken fnto account, {n dotermining thé amount of tax
attributable to the income from the active conduct of a possession trade
or business or from qualificd posscssion (nvestment income. As of June
1982, 807 ccrporations had filed a section 936 election form, including
about 600 which were in operation under the predecessor 931 oxcmptlon.
Most of these [irms sre also enjoying tax cxemption benefits under the
Industrial Incentive Act of P.R.

To help Puerto Rico attract more job-creating investment, and
particularly, to encournge the corporations to reputriate earnings on

8 current basis back to thc linited States, Congress legislated to adopt

section 936, It was stated:
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"The U.8. Govermment Imposes vpon Lhe possessions various
requiremants, such as minimum wage requirements and require-
mont o Lo use LS, Thagahips (o Cransport g goods botween
the Unlted States and various posksessions, which substantially
tncrenne Uhe labor, transportation aud other costs ol vRlae
blishing Lusincss operations (n Puerto Rico. Thus, without
significant local tax incentivos that are not nullilled by
U.S. taxes, the posscssions would [ind it quite difficult
to acttract invostmonts by U.S. corporations."

Although, it has been argued that section 936 is too costly
as a tax expenditure for the Fedpral Treasury, it can be questioned
whether this may be exaggerated for several reasons. On the one
hand, such corporations {f fully taxed in Puerto Rico or else-
vhere vwould be entitled anyvay to a tax credit for such paid
income toxes. On the other hand, the direct benefits to mainland
corporations because of the credit (dand the indirect benefits to
other sectors of the economy) are of tremendous magnitud to the
U.8. aconomy whon comparaed to thae policy as an expenditure. Thus,
by adopting the 936 pollcy, the Foderol Governmenl succossfully
duviced a scheme that induces Amarican Corporations to confine
oparations within U.S. bordors (in thia caso P.R.) with all the
direct and indirect oconomic benefits Lhis roprosonts, and which
avoids outflow of funds to the traasuries of foreign countries
to tha oxtont that tho incomo €rom 936 corporut&ouuMuould
consbituto othurwing foregone tux vovenuuy.  AlLhough Lhe 936
forogona tax revenues arae not recaeivad by foraeign treasuries nor
by the U.8. Tropuury (uinco 'Ly du ;vuclvod an ocomn Lo Lhe 936
corps), it constitutos funds within the V.8, monay supply which

aorves in turn as a positivo catalytic agont wilthin Lheo Awmorican

economy in different ways. .
1t {s portinant to mention that tho adoption of 936 oncountor opposi=

tion in Congross. Some were (or the proposition that this progrom allowad

undoserved Lax credits, atfording greater benef it to the rich,

Senator Kennady opposcd vigorously the scection Y36 pultcy.‘precllvly

on theae aimilar arguments, e once naidd in relevant part as follows,
“ln antleipntions of the enactment ol Gection Y16 miny
posscanicona corporations ure placing as much ay possible of
|m4ronNHWNInttlhmulnun~nount«cnuuhlmlnw
bonol it of imaedlate tax=lree distributlon If Section 936 s
enactod. MHany are motivated by n widesprend belie! that any
cnacted Section 930 will not last very long, bul would be
repenlod whoen Congross woke up Lo i0s real eltectne They
want therefore, to be ready to take advantage ol the new
Soction 936 gift while thay can. In (nct, lurking benoath
the doslro to cash in on n now Scction 936 is the worry
(hat whon LEts generous benef ity combined with the exemption
bonefits ol Section 931 bLecome fully known and the Linanciol
roports of the beneficiarics of this moncymaking machine nre
werut intredaereally (or the f1rnt ¢imeasthe whole seheme widl
crnnh downe  They thas are hoping they can obtaln Sect fon
936 without Congress looking into Fandora's Box that contunine
the Section 931 oxemption. For that Pandoro's Box would dis=
cloae the tax windfalls that U.5. multinationals mre obtaining
undor cven the prescnt tax exempt fon.”
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The various years of experience with the 936 policy have served to
measure to somo cxtent how certain were the oxpectations of Congreass in
its odoption. 1n 1976, tha costs of this policy in genoral terms were
the foregone tax revenues for the U.S. Government, and the local Treasury's
lost revenue for not taxing the 936's corporate income fully. Pycrto

Ricon Distribution of Fmployment in 1950, 1970,1979, and 1981 changed

as follows in soloctod soctors:

AGRICULTURE  MANUFACTURING  HOME SERVICES  (KWVERNMENT
NEEDLEWORK
19%0 214,4¢0 35,000 51,000 7,00 45,00
1970 68,000 172,00 losn 2,000 HGL0  Ko,u0
1919 18,000 [[EENY 1 bt 2,kK) 162,000 190,50
1941 41,000 1994x00 lent 2,000 [ UK T TN 1)
The fncrease in coployment (n the govermment sector was primir-
Iy due Lo oy Tncrease in dedernl old to the fulond From 290 mildton in

1968 to 2.0%7 Dlllion 1o 1979, and 3.00% bLitlion in 1982, As can be neen
Crom Lhe above numbers Puerto Rico's employment din the manulactiuring
suctor has been almost conntant durlug the past LlTieen yoarn, even with
the oulntvncn‘of LA " Employment 1o all possessions corparation In
manulacturing industrica wos ostimated to bo 88,579 persons in 1983,
which reprosentad 12% of to:ai oemployment (o Puerto Rico and 62% of
employees in the Puerto Rico manufacturing noctor.la Nowithstanding,
the unemployment rate reached an all time annual high of 23.4% {n the
year ending June 1983, but declfned slightly from 1983 to 1986, and
in 1988, it stood at 14.4 %.19 The high levels of unemployment and

low labor force participation rates eaplain most of the poverty in

Puerto Rico, Eatimates Indicate that one=uall of Bwerto Ricae Lol blos

lived balow tha federal poverty level in 1983,2°

More than 1% of the residents of Puerto Rico migrate
annually to States of the Union, where they assume full
american citizen's rights,.2nd Obligltﬂon!?l

On the other hand, the tax credits are very lucrative

for the 936 corporations. Notwithstanding unemployment and

migration, net income originating in Puerto Rican manufactu-
ring industries has been climbing with speed from $957.6
millions in 1970 to $9,432.%5 millions in 1988.22 In 1983,
there vere 527 possessions corporations engaged in manufactu-
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rings they earned net income of $4.1 billion and derived
tax benefits of $1.6 bnuon.z3 Over all manufacturing
industries, possessions corporation's tax benefits averaged
$18,523 per employee, or 125% of the average compensation
per omployeo.24 In fact some companies are taking back
annually as much as $43,000 in profit per island job.

In 1983, 936 companies reported $14.0 billion of retained
.utnlngl.zs

Section 936 permanency is not gua;nntold., congress
and the Federal Treasury Department are constantly reviewing

the section 936 policy and may at any time be expected to
come up with somo changes. The local government and backers
of the present political atatus have been trying continously
to justify its existence and to avoid a total phaseout have
come up wlth‘ditforcnt proposals and financial schemes
within thinlpurluits, the last being the proposal for the
use of 936. funds for the CBI countrlea.25 But Congress and
the Federal Government are in a very embarassing situation
with this tax policy. On. the one hand, as shown above, the
benefits in income to these corporations in proportion to
the benefits of employment to Puerto Rico are too great.
They expose the situvation that Congress is willing to pay
any price to keep the 936 polricy. Moreso, if ého 936 tax
credit is compared to the foreign tax credit claim from
U.8. citizens and corporations in other countries the
situation is alarming. If Congress deéldea. on the other
hand, to eliminate the 936 credit, it will be taxing Puerto
Rico source income. This is turn will add more fuel to the
proposition that there is taxation without representation for
Puerto Rico ;rom the Federal Government. In fact, one can
speculate that 936 has not been phaucouﬁ totally by the U.S.
Congress for this as one of the reasons.

Finally, the pressure to eliminate the 936 tax credit is

starting to increase from the citizens of the different states.
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As “Jeffrey Hart", a reporter, expressed disrespectfully a
fev months ago in a newspaper article <-"Who Could Possibly
Want Puerto Rico . . . . U.S. taxpayers are sube%gizlng this

economic bag woman with that annual $6 biilion".

VI. FINAL COMMENTS

In concluaion, from the above an¥lysis it is evident that
the three million American residents of Puerto Rico are being
denied the fundamental right of representation, aven through
a -lantlcnnt’proportlon of them are being taxed by the Federal
government. Is there a rational basis within these tax
contradictions to continue the politica)l situation as it is.
(Comnare the gbova with the reasoning of the highest Court in
the case of Harris v. Rosaxr{o, 64 L E4, 2d. 587, 588 - 1980,
establishing that Congress was empovered under the territorial
clause of the Constitution to treat Puerto Rico differently
from the States so long as there was a rational basis for
doing so, and it held that Puerto Rico could receive less
acsistance than the States under the Afd to Dependent Children
program, 42 USC 601 et.seq.). N

The citizens of Puerto Rico are being denied the right to
participate, through congressional representation, in the
decision making process of all tederal tax policies applicable,
either fully or partially, to them. HWithin the tax policy
context, the actual political status is growing over the
yearsupon differences not similarities of fundamental rights

of a democrrtic society, that is upon inequalities.
Taxation vithout representation was condemned by the founding

fathers of the Unitod States of Amorica, and it is as unnac-
ceptable today. "évory man having evidence of attachment to
and permanent common interest with the Society ought to share

in all its rights and privllcgoa."ze
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APPENDIX A,

Table 4.~ Amount of internal revenue refunds including interest lin thousands of dollars)
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Table 5. — Number of internal revenue refunds issued
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Table 6.~ Number of returns filed
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Estimated 1979 Fedecsl Individual Income Taxes In

Adjusted Numoer

Gross of

Income Retuens
Under $2,000 19,458
2,000 under 4,000 33, M)
4,000 undec 6,000 60,210
6,000 undec 8,000 66,468
8,000 undet 10,600 19,441
10,000 under 15,000 72,216
15,000 under 20,000 37,838
20,000 under 25,000 17,128
25,000 under 30,000 3,003
30,000 under 50,000 7,954
50,000 under 100,000 1,691
100,000 under 500,000 ___ 206
Suototal 3N, %01
Less: Federal Internal Revenue

Service estimate of indivi-
dual taxes actually paid oy
tesidents of Puerto Rico on
income feom sources outside
Puerto Rico (see note b)

Total

208

APPENDIX B, . v
Puerto Rico
Totsl Esrned Incomee
Estinated Eacned Eatned tncome  Credit Uscd
Mdecal Incone Payments To
Taxes Crudit To Taxpayers OQffset Toxes
‘(see note a)
LI 0 S 421,525 $ 421,%2% $ 0
0 3,730,943 3,730,943 0
. 2,813,877 14,495,500 14,106,271 389,229
3,353,548 13,382,406 11,642,927 1,739,479
10,395,086 4,007,872 1,316,630 2,691,242
45,422,902 - - -
54,496,300 - - -
40,415,723z - - -
47,%67,29% - - -
45,131,42; - - -
26,307,372 - - -
11,174,988 - - -
‘5*576.1‘4.035 $36,0638,246 $31,218,296 $4,319,9%
23,117,000 - - ~
$243,027,98% $36.033,246 $31,213.296 5453195950

a/tiet of eatned income credit used 5 cffset taxes Jue.

b/latest avajladle daza wos for 1978,



APPENDIX By

gstimated 1979 Fedecal Individual Income Taxes In_Puetto Rico

Totsl Eacned Income:
Mjusted Nuroer Estinated tacned Earned Income  Ceedit Used
Gross ot Fedecal Incone Payments T
Income Retucns Taxes Ceedit axpayers  Offset
tsee note a)
Under $2,000 19,458 3 o $ 421,528 $ 421,525 $ 0
2,000 uder 4,000 33,34 Y 3,730,943 3,730,943 0
4,000 under 6,000 60,210 i,813,377 14,499,500 14,106,271 389,229.
6,000 under 8,000 66,468 3,353,54% 13,332,406 11,642,927 1,739,479
8,000 under 10,000 49,44 10,395,086 4,007,872 1,316,630 2,691,242
10,000 uwnder 15,000 72,216 46,422,902 - - -
15,000 under 20,000 37,838 %4,496,300 - - -
20,000 under 25,000 17,12% 40,415,732 - - -
25,000 urder 30,000 3,003 7,567,038 - - -
30,000 under 50,000 7,854 45,131,420 - - -
$0,000 under 100,000 1,691 26,307,372 - - -
100,000 under 500,000 206 _L1,174,9t% - - —
Suwototal 373,901 $576,144,03% $36,038,246 $31,218,296 $4,319,9%
Less: Federal Internal Revenue
Service estimate of indiva-
dusl taxes sctually paid oy
cesidents of Puerto Rico on
income from sources sutside
Psecto Rico (see note o) 49,237,000 - - bnd
Total 51435027.085 $36,033,246 531.213.222 54.819!950

a/Nes of earned Lncome credit uses D oflset -sxes Jue.

b/iacest svailavie daza was for 1978,



DATOS BASICOS DE PLANILLAS

ARO PISCAL 198%

ARO NATURAL 1989
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=
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112eeL0) ]
TCIAL PLASILLAS LERDAS 542¢432
CORT RETERIDS %0 RESIDENTES 368,890,396

CCNT TSTAL RETERICA 1€20824,00% .04

TCTAL SMARICS ¥V (CMISICNES

$9920032)90%0 7.5
TCTA GA3ICS CECUT €0 SALASIOS * 5449728w451e3%
1mCRESC 2OUTIC AnSTare 099904680304 061
CETUCCICRES ¥ CReCITCS 302620€80083)00]2
INC RETC SUJEIC CCavarsuCicn 39822,874,225.%
;WAL (C‘I CEIERFINACS 1960024562504
ICTal CCRY DECLANADS TT0e3119403-47

PICCS SGEPE CCHY ESTIMEOS Y40e92,R27.20

COMT TETERZ2MSD5 BALINCE 5 PICAS  172,0230948-38
CCRY CECLARADA BALANCE & PAGIR 1€6,908,%01 .71
CAMY CUE 3L ACCPPARA CCB PLARILLE  3C6s2C6043Co3T
CCRY LETED BAL PENE PACC C 56 € 90,442,839.94-
CCRT CECLA 84L PEND 2460 O PAC & €208439024.22
SFOLCCItn P18 4029€24417%032
SI3VAPA BETIRC 2269798-08
INTERESES 202003 2006808845440, 91
TACLILLAS TEL SUTO 3109884431372
CCuTY SCBAE PRCPLIECAD 3263880324218
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£OmagICNES 20009074239
CONT SLIERKATIVA ANYES CRECITCS 213540268174
TECUCCION CALEATATCR SOLSS 10932¢799.57

CIFESENCTS ENTAE CORIRIBLCION CeCLarats v .lY("l'hA
CIFFROSCIs EmIRL CRECTICS ¥ CORTBIBLCICN CEClakaLs

TaruLacicn CF o4 Cluva PUARILLAS CuaDRaDAY

CasSICS AsESIEMCla L1313 {Y
OECUCCICN & YITERARCS
EYFRCICH PERSCRAL
cTaL e caecares
Er230 te intesrses

BEREFICICS DE SCCIEDADES
oIvicessos
CanancCis C remCiCa mesoCIcs
CoNaNCla € PERCICA ACRICLLIVAL
GaARSRCIA O PEADIDA PROFESICNES
PEALINS REYS CPERSCICRES
Can C PEPT ¥ENTA O rEnp. aCT Car
Can C PERD YENTS G Pean CI003 4C
INC ANLALIDATES C PENSICNES
Ing Bemvas C ComcCutsy
In¢ MICELANEOS

- CREBITC CORY PAGADS aL EXTPaniOng
L ios u\.uﬂls INPLESLES PCR TauSaS FCATYITAS
JORRALES BC SUJEICS o SETEACICN
CANANCTS C PPRDIrS COPISIGRES

CA3IC CUIDC CE ®IJSCS

. AtuTs PaACADS

<HLOITC OE E3TINADA TRICINGL
PRCF CECUCIPLE CCNT PACADS €U

MPTEC DE Ca39S
3NS5z

BEST AVAILABLE COPY

MLPIAC CC CasOs 249

BEENDIX
APFENDL B*

3ieree Pace 3

14923%436C.01

Ineh0

€000
3e932€99.57

3:78399340223.78

eRe312,390.01
2039%0042.07
4942411200
196,70%,482.12
300840726005
208,200,343.7%
12,170,02T.07
1€0€88,439.40 °
€e733,41%.23
e3vecletitors
140230057456
€4e929, 12700

Sede2easltote
3324222,138.%8
$09408,827.0%

4Fea3Ts,

‘3304189321038
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SAL PERT PACC © FAC EX CETERP CEXERTICS)

AL PERD PASC © PAC-EX DLIFRRy RRE (CBL1CS0033
AL PENT PACC C PAC EX tt'éllo 826 €0 CBLICA)

492918 2CDSe ESCAITCS Ex CINTA
CCKTe PACACA ER EXCESC PARA ACREDITAR A ESTIFADA DECLARADC
CART. ACREOITADA A ESTIRATA COX PLle. EXENTA

CANTIDAD SCLICITADR PARA OCHC

NURERC Tt Ca3CS
uRegsC Be CasGs
RUSERC -DE Cascs

RCOSe CUSURACCS

ANUPERC DT CAS0S m™m

32782
300288
60223
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i/ Planning for the Bahy Boom’s Retirement - . A e wl X
. | Fewer Taxpayers Will Be « s+ S0 the System Is Creating
-Paylng for Retlrees' Benefits. .. A Big Nest Egg '
Tiee” Numbg mpayu. por Social ©id Age and Disablity Trust Fund, io bitons of

iclary. constant 1089 dollars.

|

b Tt -l T
08 "0 2000

Source Social Securtty Board of Trustees Report 189, Abemative MA ‘

*'A dent In the paycheck A
W . . uryo Included, mos! people pay more in Soclal Security end "pvc.ylm:ﬂ“ ln:n

Growling dep 1 omploy
Percentage of Federal revenues 1han they do In income tax. Here are_relative 1990 lax burdens al different incoms levels
trom payroll laxes Including Social matried couple with two chiidren, Figures assume both pariners work and have equsl earnings, alt i

Securlty, Medicare, disabillty wages; ltemized deductions equal 20 percent of incoms,
Insurance, Fedaral employes
retirament funds and others.

and no cisim is made lor child-care credi!.

Soclsl Securily lsxos!

on Yoarly wages ployes share plus employ income tas

$20,000 $3,060 $928

4 30 30,000 4,800 2970
g 40,000 8,120 3,870
. 50,000 7,650 4,170

20 60,000 9,180 6925

70,000 10,710 9,108

80,000 12,240 11,408

0 90,000 wmo .. o oo 19,848:

100,000 15300 180

110,000 18,008 : k10,194

1960 1970 1960 1980 ° 120,000 ‘5&::'* nsoncne 20838

Source. Congresaionsl Budge! Ofice * Payrol taxe including Social Security and Medicare.

P

ool yeue by

5@% oy

ocurly syrplus = ! A crutch
Oyepgefick e T . The Sv'pluswn'd‘::oﬁ:'cloedbb“dget

A deflch i a significant s, ¥ Socil Socurity ar beln
L T s e Pl iy
—T{* SR s‘ZJL’Z.”y' gy (Tinue) Socia Securlty (squaie) Pelected
1890 $205 ;:5 defiolt
1991 a9 " s
1992 227
1993 242

1994 241
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APPENDIX- €y

rame PLANILLA PARA LA DECLARACION DE LA CONTRIBUCION FEDERAL | .OM8 Mo 1843-0000
1040-PR ,SOBRE EL TRABAJO POR CUENTA PROPIA — PUERTO RICO
Loputmant of e Deasvry Pare ol sho nalural (calendario) 1989 u olro 8RO ‘ﬂ @ 89
oternst Avenue Service contributivo comenzsdo ®, ... ... ... iiei. de 1989 yterminado o1, .. ....... de",....

! Nombre e inicist Apetiido Nimero de “w\:ro sociel

g ! ' Direccién aciual (calle, numerc o rula rursl)
s
; Cludad, pueblo v olicina postal y zona postal “ZiP"

usted » P d 0 0biuvo ol m
dantes a $400 6 mh smlu 2 18 contnbucin sobre o lvahm POF cuenta propua. mmuc enla ty malqut este encasiiado . » N
] Sl w unico -n?uso Sujato 2 Is coninbucidn federal sotre el trabajo por cuenta propia fua de salarios procedentes de una ‘glesia u aqar-lncm conlrotada por una

que o314 exenta del nw domonlnwcm pwo«al o nwo s«ual“yul:‘a!o €3 sacerdole, minisio, pastor © membro de den reipots, haga caso
nue ¢ e

¢ cero en 18 tinea O

Parte ontriby al se  sobre _ei trabajo por_cuenia propia
1 Ganancia o pé«d»da) neta procedente de un negoc la cantidad de la linea 36, Parte I, mas la paile recib
da por usled de fa ganancia nela de una sociedad agropecuaria. {Vea las insltucciones en (a pigina d) . ... A )

2 Ganancia (o pérdida) neta procedenle de un negocio no agropecuario, la cantidad de 1a linea 28, Farte IV, mds la pavlo
f~cibida por usted de la ganancia nela de una sociedad no agrepecuaria Los empleados de una iglesia o de una organiza-
cién conlrolada por una iglesia que eloauo exencidn de 13 contribucion NO deberdn anotar en esta linea los salanos que
aparecen en su Forma 499N-2W-2PR (Vea las instrucciones en 13 pAgina §) ... . 2

34 Anote aqui la canlidad de (a finea ¥ (o, i eligié el mélodo opcional (negacio agropecuario), ‘dea linea 2 Parte ln 3a

b Anots aqui la cantidad de 1a linca 2 (o, i eligid el mélodo opcional (negoc no agropecuatlo), de ia linea 4, Parte ||| 13b

€ Sume las lineas Ja( 3b Sielictal de esta suma es menos de $400, no 1adique esta planilla, usted no adeuda la continbu-
cion federal sobre el lrabao por cuenta propra (Excepeidn: Stusted era smp de una \lesia u organizacion controla-
da por una iglesia exerta del pago de fa conlnbucion, y el tolal do las lineas 32y 3b es menos de $400, anote cero y
complety ol resto de esta plamtla) .

4 Mmoo combindo da salams y qvww vwn ‘H Imlm por cuenm pmp\a snma la cm(ubunon Al sagurn soml en m'J |-

5a Total de <alwios y pvogmas sjelos a fa contribucidn al sequro social, srgun apecen en fa
Fesma 499N-2W-2PR o en I3 Forma W-2 Importante: Los empleados del gobierno suje-
fos solamente a la conlnbucién del 145% al Medicare y los empleados de cierlas iglesias

1 0qanizaciones controladas por una iglesia NO deberdn anotar sus salarios en esla linea L
Vea las instrucciones ... ......... ..o o S5af .
b Prnpinas que usted no informd a su palrono y qua estdn su,elas a la comnbuuén al segu'o . y
social, inea 9 de 13 Forma 4137 e IS ____ B
€ Suma 1a¢ lineas Say 5b Ancle el I«al aqvi 5¢ —
6a Reste 1 linea 5¢ de 12 linea 4 Anole el tolat aqui Si ef tsullado es cero 0 menos, ancle cero y no continue, usted no
adeuda fa contribucidn federal sobre o rabdyjo por cuenta propia . ... . e L1

b Ancle sus satulos gubemamendales calificados sujelos al Medicare Vea las mslmc-.nw'i paa
detecnunar i usled debe usar el bosrador que viena con las mismas para computar su con-
Inbucién sobre ol rabajo por cuenla propra . . . 6b

€ Ancle los salarics ascendentes a $100 6 m3s que aparecen en w mea mn 2/w ZPR [
en su Forma 'V-2 recibidos de una iglesta u orgamizacion conlrolada por una iglesia que eli- o
g6 exencidn de lacontnbucn ... ..l L 6

d Sume las lineas 3c y 6¢. Anole'el ttalaqul ..... ... ......

Ancle Ia menor de las canlidades que aparecen en las lineas 6a y ea

Tigo de contribucidn

Contribucién sobre el trabajo por cuenta propla. Sila lmea 7 es $18.000, am!e ‘6 240 60 De Io conlrauo mullnplnwe

1a linea 7 por el numero decimal indicado en 1a linea 8 y anole e! resultado. (Vea as insiruccrones para la linea 9) ..

10 Pagos hechos mediante declaracién de conlnbucidn estimada del ato 1989 . ...,

11 Silalinea 10 es mayor que 13 linea 9, anole aqui 1a canlidad PAGADA EN EXCESO.... ... ... .

12 Cantidad de fa linea 11 que desea que se fe REINTEGRE ... ... C

13 Canlidad de lalinea 11 que desea que se le ACREDHTE A LA CONTRIBUCION £STIMADA DE 1990> | I:! .

14 Silalinea 9 es major que la linea 10, ancle aqui el MONTO NO FAGADO DE LA CONTRIBUCION. Acompade cheque

0 gito por 13 lotalidad de I contnbucidn adeudada a a orden del Intemal Resene Service. Escnba en el misma su numevo

__do sequro sccial y "Forma 1040-PR, 1989°

T

w0 m -~

JOR IR Ten.
(5. 23)@  |ei~g!

|

l

1
LhT

v
i

14

Declaro bajo las penalidrdas de cﬂw«-o 'W . p'am“a m:lu)qf‘do los Aner0s y ders d«mno qw u .ccmpar‘.m ha 5140 e1annnada por mi x
if Qque sequn Mt mejor conaCimiento y Creencia ey cinta corracta y completa Ls Jﬂlv)'w\ del agante o prep1rador (que no s ¢l contnbuyente) o5l
Sirvase
fiemar Dasada en lods 18 informacidn sobre 13 cual &t agente o preparador lema conocKmienio
aqui L4 4
5o heini Fatha” T
FPara uso deli £y g g o Fecha iaiue mn 31 ¥ Agents o | Huinéic Ja seguio social
gente 0 prepn . P
p:?;;‘l':dgl preparador > £or cusnia p'wlh -0 3 i
Tombre dei Tiumeid Go Gech
remunerado| ,},;’,,.:‘ .,;g,‘f duagne RoRhir > :
solamente [ e e e Zona postat ‘2 B~ N
Ves en s phg! lobu s Ley de Reducclon de Mémites. Foimg
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Fuime 1090-PA (1999) Pigina 3
Secclén C.~Ing de negoclo sgrop 10~ Método de corabliidad a base de lo dlvengldo
No Incluya en lay lineas de abajo Ia venta ds usados para lito, crla,
. 37 Venia de animales, productos agricolas (vagelales, trutas, sic ), granos y olros producios dutante o1 8o . . . . 37
¢ J0a Total de distiibuciones de cooperstivas (Forma(s) 1099-PATR) |m ] [____] 38b Canlided tributablel u __
39 Pagos del prog de apy PP
40 Préstamon por crédito sobre producios bajo eleccién (o decomisa) F I 1]
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The Operation and Effect

of the Possessions Corporation
System of Taxation

Sixth Report

Department of the Treasury
March 1989

TABLE 3-2
NET MIGRATION OF RESIDENTS OF PUERTO RICO

Annual rate
Net migrstion of residents per mid-period
Fiscal year of Puerto Rico populstion
1950-1960 -493,000 -2.19%
1960-1970 -201,000 . - .19
1970-1977 - 43,640 - .22
1978 - 20,282 - .65
1979 ! - 6,078 . - .19
1980 . - 16,101 i - .5
198) . - 10,460 - .32
1982 - 33,297 -1.02
1983 - 44,433 -1.36
1984 - 34,484 -1.06
1985 . - 28,609 - .87
1986 . S, - 46,619 -1.42

1987 - 22,325 ) - .68

Department of the Treasury
Office of Tax Anslysis

SOURCE: Puerto Rico Planning Board, Economic Report to the Governor
(various {ssues); U.S. Bureau of the Census, Current
Populstion Reports, Series P-25, Nos. 80, 336, and Puerto
Rico Department of Labor snd Human Resources.
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NET INCOME ORIGINATING

TABLE 3-6

IN PUERTO RICAN MANUFACTURING
FISCAL YEARS 1960, 1970, 1950, [9R3, AND 1983
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APPENDIX Dg 3eé
Al
TABLE 4.5
NET INCOME, POSSESSIONS TAX CREDITS CLAIMED AND ESTIMATED
TAX BENEFITS BY INDUSTRY, 198)
($ million)
T25 companlies; 527 manuiacturing
| Thtoe e T e Totaad T Tax Beme T
All manufacturing industries $4,131 $1,695 $1,641
rood and kindred products 219 126 13
Textile mill products 6 k B 3
Apparel 123 56 51
Chemicals 2,013 925 809
"Pharmaceuticals 1,088 867 760
Other chemicals 125 58 49
Rubber and plastic products 29 13 12
Leather ! 40 . 18 1
Fabricated metal products 52 24 21
Machinery, except electrical 4] 19 n
Electrical and electronic
squipment 1,008 461 382
Instruments and related products © 286 13 115
All other manufacturing 254 117 101
Nonmanufacturing 157 n 0
!bm . $4,228 $1,966 $1,641

BDepartment of the Tteasury
Office of Tax Analysis
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TABLE 4-)1

FEDERAL REVENUE COST ESTIMATES.
POSSESSIONS CORPORATION PROVISIONS, 1973-1983

(millions of dollars)
Calendar Vear | J Fiscal Year

Year Receipts Foregone Receipts Foregone
1973 269 254
1974 393 325
1975 473 429
1976 692 572
1977 763 724
1978 988 é 864
1979 | 1,156 1,121
1980 1,23 1,195
1981 1,694 1,463
1982 1,643 1,668
1983 1,619 1,633
Department of the Tressury
Office of Tax Analysis

S ——————————r—

Estimates for 1973 through 1975 are based on the
original possessions corporation provisions enacted 4n
the Revenue Act of 1921. Estimates for 1976 to 1982 asre
based on the section 936 provisions of the Tax Reform
Act of 1976, Estimates for 1983 are based on the
provision of TEFRA.

Source:r The 1973 through 1975 figures are based on book
income data taken primarily from 936 election forms
filed for 1976 (Form 3712). The 1976 and 1977
estimates are based on net income dsta taken
primarily from Federal dincome tax forms (Form
1120). The figures for 1978-1983 aere based on
qualified possession taxable income taken from
possessions credit computation forms (Form 5733),

33-337 - 90 - g
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B e a————

Fiu R YR
cumm ar ﬂm!gn Toxes and Forugn Branch Taxsble Income as Percentages of Fomon-sount Texadle
Income, by Selected Country, 1982 1/

(Money mmounts are in milllons of dotlars)

Current-yesr foreign taxes | Foreign | Forelgn branch taxable Income
as & percentage of foreign- | -source a8 3 percentage of foreigne
Country source taxable income t:ubu source taxadle income
ne
Ronk | Percent Toaxes Rank | Percent | Forefgn branch
taxable fncome
[§)] (2) (3) (4) (8} (6) (7)
AN countriescesvsesreansnanf = 30.6% ] 21,998 $57,059 - 25.4% 314,478
Nigeris,oess 1 85,9 858 999 7 4“9 4
TMBY e saesnrrvissanas H 0.6 1,794 2,540 8 N4 1,082
United Aradb Emtrates.. 3 [r68.7 50 848 2 73.2 g2t
Y8 evennnrerncnascisenensf 4 69.4 467 674 5 §1.4 48
Brazflosecesnorisiccnnannnns] 8 68.1 831 1,219 18 .6 28
Saudl Arablaciiieaiviinanaid} 6 65.0 IR 9 4.2 465
INdONeSI8esererorerennenans] 7 $6.0 2,148 3,838 10 39.1 1,50 -—
Netherlands,veeesissnsanninss] 8 51,0 86) 1,693 3 2.2 8
8PUocsvercanssicnarivannnaef 9 49.) 2% 1l 22 2.8 15
X1€0s seviiviiiinavsorrians] 10 9.0 768 1,564 1 4.6 228
Austratfdeseeeicearesaneinaael N 48.2 680 '.ll) 45.3 639
Yenerueldoiiviaiovinnenivenn] 12 45.6 n 13 a4 130
West Germiny,.viveesnvinees| 13 45.6 927 : 2035 %{ 2/ -86
EQYPtesisiiiensareririionenn | 14 2.6 490 1,150 4.3 50
B P TP B 1 4?29 (A1) 1,978 k7 Y =109
CCMM...................... 16 38.4 2,470 6,438 0 1.1 455
” n.o 163 526 18 12.0 63
18 28.3 21 81 2 o 29
t 19 20.2 256 907 \[] 17.8 6l
Unftid lunu\an... 20 20.0 2,81 10,244 " 2.2 3,354
Framdeociiianees ] 2.3 a3 1,578 1L} 21.0 kR
Argei tinBeseeanes 22 2.8 176 818 k] 62.4 [1}]
PaNIMY evoqoncans YK 19.0 239 1,259 19 na 142
Netherlands Mnl\u.......‘ 1) 1.0 196 1,152 12 .8 362
Cahames.oerninans 25 1.8° 40 2,222 1 .9 1,664
Sermuds.,uoivee 26 0.6 3 $52 F{) 0.4
Coyman Is4014d8.0unse 2! 0.6 4 169 4 58.5 450

1/includes countries with more than $500 miditon of foreign source taxadble income,
/Mot calcubated due to foreign branch loss,
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J«/m.mw —~ So1 {\7.‘(.Ll-d¢’l(44 ,

= %v o,& Theo EMUAJ-.- Falf 1956
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H?uru A.--Forefgn-Source Taxable Incoms, by,
Selected Country, 1980 and 1982
{Mi111ons of dodlars)
Country 1980 1982 Change
) {2) (3)
ANl countries.....]$70,541 | $57,059 =19.1%
Netherlands Anti)les. 587 1,152 96.2
Brazdliiiiianivennt 862 | 1,219 4.4
PONeMaLevrecrsansses 939 1,259 4.1
Sahamas,... 1,934 2,222 4.9
Rexdcoi i < o)5221 0,564 2’8
Savdt Arabia,.ooeaes] 30N} V022 1.2
€99Pteeveserannsenas) V,082) ),18) «2:6
Canade. . . 6,600 6,438 «2:6 '
Froance.ivieiinriaee,] 1,626 1,578 *3.0
United Kingdom.,....] 11,347 ) 10,244 -9.7
Indonesfa,iiiiasnios]| 4,293 3,838 £10.6
Itadyeoionvevnennnnd] 1,123 907 -19.2
Avstratfa cooavenann| 1,877 1,411 -24.8
NOrwaY.sevensvnsnses] 3,532 2,540 -28.1
JIDER L ciaisanineas] 2,942 1,978 -32.8
Switzerland.cvoavnna| 1,172 181 «33.4
Netherlends...voinu | 2,6351 1,693 «35.7
. hest Germany.,oaian] 35791 2,035 -43.1
Unlted Arab Emirates] 1,627 848 ~49.4
Nigerfa.coovevanvan] 2,730 999 <63.4 |
Uibydoiioeveravnanndf 2,266 674 «70.3
21
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By DOREEN HEMLOCK
Of The STAR $isit

A group of 936 beneflclary firms, In.
cluding many pharmaceutical companies,
are working to develop a multimillion-
dollar fund to finance small- and medi.
um-sized projects in the Caridbbean Basin.

Preparations are “in the late stages."
and a draft proposal should be submitted
tothe U.S. Internal Revenue Service for &
ruling In the next few weeks. sald Karl
Nordberg, executive director of the Puer-
to Rico-USA Foundation and counse! to
the fund's organizers.

21 M

Dominica

[1X-A AN

Barbados | -

Dominican Republie |::}

Jamaica

-

Trinided & Tobago

Nordberg said he could not provide
details because organizers were still de.
signing the plans

But financlal sources said the project
seeks to raise $100 million in 938 (unds
and would set a cap on loans, probably at
less than $10 million each,

Some sources voiced skeplicism, how.
ever, (hat the venture coufd gel off the
ground. They cited the nagging problems
of loan guarantees for small projects in
(he Caribbean, plus a reluclance by some
938 beneliclary companies to ~onlribule.

“I'il belleve it when 1 see it," said one

e

' Fund in works for modest projects

936 firms seek to raise $100 million

in CB| 8. “It'x
still not clear who's pulting in-snd how
much.”

The proposed new 936 fund would help
Puerto Rico fullill Its gledu to Congress
to finance Caribbean Basin projects — »
commitment made in 1088 as part of an
efforl to save Section 938 tax breaks from
8 proposed phaseout,

It would supplement elfforts by Com-
monwealth and private banks, which
have provided only large 938 loans to the
Caribbean reglon so far.

See CBI, Page B-2

Commonwealth-936 funds approved for CBI countries

Lot 4T M

100
in millions

]
200

Sowce. Toonomic Development Admirsb ation (f omento)
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"Jeffrey Harc"
WO COULD POSSIALY WANT PUERTO RICO?

ASTOURDINGLY . Congress appears 1o be in the mood 1o allow Puerto
Ricans In a 1991 referendum to decide whether they wish Lo be fndepen-
dent, rcmain a U.S. commonwcalth or become our Slst stote. Some sonue
tors and ovor, The New York Times appear to think that such a referen-
dum In Puerto Rico would be "morally binding® dipon the Unlted Stntes.

This is farcical. Pucrto Rico is a Caribbean entity In language,
pollitics and culture.

1t has a much higher percentage ol Its population living on U.S.
food stamps than any state in the union., In absolute numbers, It hag
more tood-stampars than New York State. Its lederal asstsLance pro-
grams amount ‘to some $6 billion annually. Puerto Ricans pay no U.S.

federal taxes.

UNDER ITS proscnt post-1952 commonwenlth status, Pucrto Rico
cannot negotiate .trade agreements with other nations. The principal
beneficiaries of this arrvangement are U.S. corporations that use the
islond as an off-shore workshop staffcd by cheap labor. For the
benefit of these corporations, U.S. taxpayers are subsidizing this
economic bag woman with that annual $6 billion.

The Bush administration, and 1 hate to say it, charactoristically
has not got its mind around this one. Recently an assistant secretary
of State, Kenneth Gideon, announced that ''the selection among the possi-
ble status options should be made by the people of Puerto Rico unaffected
by the bias which specific costs and benefits could bring to the process.”

1s Assistant Secretary Gideon joking?

Apparontly not. Scnators have been asking the Bush administration
for serfous economic projections about the likely results of the three
Puerto Rico options. So far, zero response from the Bush administration.

IF WE ARE to continuc, however tenuously, to be a “sclf-governing"
people, we can hardly consign our nation and its shape to a confused
vote in Puerto Rico.

Do we really wish to cngage oursclves in a statchood proyect that
would have two senators and threce or four congressmen [rom Puerto Rico,
and 3 million Spanish-speaking Puerto Ricans voting for the U.S. president?

Puerto Rico, on that arrangement, would be the first American state in
which the majority of the residents are on welfare,

Though many Pucrto Ricans In the educated and professional classcs do
speak English, a great many more do not. Of what sort of parcicipation in
the American political procass are they really capable?

In no sense that onc can easily think of s Pucrto a reasonable
candldate for statchood.

ONE KNOWS instinctively on this one that the bush administration
Is hiding out-=sny it (sn't %o, Georpge-~1o avold ol tending Hispanic
voters (n the crucial Sun Belt States. Bur oven assuming that he lost
some of thosc voters by doing the right thing, he would more than make
up the loss among other voters who do gragp the Issucs.

Rather than wait upon the whim of voters In Puerto Rico, It i Lime
for a sccond American Declaration of Independence--independence Erom
Puerto Rico. . '

. KING FEATURES SYNDICATE
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"Th:/ﬁugulta Chronicle"
$/e/54
SUPPORTS PUERTO RICANS AND THZIR RIGHTS

Editor, The Chronicle:

This letter is in answer to a column by Jeffrey Hart, which ap-
peared in the July 27 edition of The Chronicle.

Puerto Rico was ceded to the United States after the Spanish
American War in 1898. Congress granted citizenship to Puerto Ricans
in 1917, Fewer thon 1,000 Puerto Ricans declined American citizenship
in 1917, Since then, relations botween the United States and Puerto
Rico have grown closer, to the benefit of both, 1 believe.

All three branches of our government have allowed and somatimes
encoursged relations to grow, with full knowledge of cultural, cothnic
and economic differences,

Hart fgnored the fact that since 1917, and beginning with the First
World War, thousands of Pucrto Ricans have served in the armed forces
of the Unitaod States. In additfon, major military installations in the
island have boen uscd [or operations and training activitics. The
""state" tax in Puerto Rico is as high as the federal income tax.

In addition, many residents of Puerto Rico, by virtue of their em-
ploymant status or of thoir investments in tha United States or owner~
ship of fedoral socurities, also pay federal income tax. All working
Puerto Ricans contribute to the Federal lncome Contribution Act tax
(Social Security). ,

There are soveral states that receive more from the federal troasury
than what they contribute. In addition, several other wealthy states
benefit from the prosence of large military installations within their
borders.

The welfure money gonerates Jobs, amd Puerto Kivoy taken scparately,
is onc ol the best customera in the whole world for goods manulactured
in the United States,

If a majority of Puerto Ricons roquest the same rights that all
other Amerlean citizens enjoy, and If they ave wilbing to bear the burdense=
such as foderal taxation-~that It entails, then 1L would be less than
American to Ueny them those rights.

. RAFAEL JUAN 1CARTUA, M.,
EVANS
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APPENDIX C

EL NUEVO DIA-MARTES 17 DE ABRIL DE 1980

Repetido
ataqueala
estadidad

Por JOHN T. SKELLY
|Do E! Nusvo Dia

WASHINGTON - Otra importante colunmls!a smdicada
ha advertido a tos
particular, sobre las consecuenclas espanlous que so~
bravendrian a raiz de que Puerto Rico se convirtiera en
estado.

Georgie Ann Geyer, cuya columna aparece tres veoes
por semana en mas de clomo cincuenta periddicos en los
Estados Unidos, difo en su columna en el Washington
Times que ia oslad&dad soguumeme 860 traeria la
desk\legmcm econdmica a Puetto Rico, y 8 Wasmngton

obletnas ocom‘,unbos y poinkm kmbs soflados

Et mes pasado, el
Pat Buchanan, quien fue director de comunicaciones en
la Casa Blanca duranlo la mayor parte de los afos de
lucha de la Reagan, advirtié so-
bvau:,aoposlwdad de que Puetto Rico se convierta en

i

A diferencia de Buchman Geyer no tiens una podero-
Ehmarey o Sond-Snembaro:Coyr oy s
mara y rgo, Geyer es respe-
tada y es fa principal columnista femenina skﬂicada a
nivel nacional, dedicada a escribir sobre pol-nca nacional
e internacional actuaimente.
Geyer ha visitado Puerto Rico én varias ocasiones
dwam;lostmmmg.f)':l\os Geyordepeodo on su ata-
que 8 o o
' estudios: el estudio de la Oficina de Presupueslo Congre-
sional, dado a conocer hace dos semanas, y el estudio
hecho para el PPD por la firma de consuitoria ec

- con base en Washington - Peat Marwick y Co.

GEYER dice que para el aho 2000 la mitad de las
compadias 936 habrian salido de Puerto Rico, lo que
veww&aenuwba]adeemn:!aawpordemoonhs

exportaciones de Puerto Rico y una pérdida de aproxk
madamente 70,185 empleos.

(m:v Gijo que el Partido Nuevo Progresista tiene un
g:lla Oficina de P'para 1 m:::x\d dalPhl;gy

3UpUesto pero hasta

ahota no hay ninguno & la vista.

"Eldntosmpbesqueelnmlodolaomdidadnose
ha discutido con claridad. Bajo la estadidad, Puerto Rico
perderia la independencia relativa, pero real, que tiene
bajo of estatus de Estado Litre Asociado por un empo-
brecimiento econdmico y sabe qué resultados pro-
ducto de la agitacin politica. Puerto Rico pasaria de
ocupor Su en a posicion actual como la maravia

compra & Eamm”m Coloﬁ:l:

a ocupar
Mmtﬂmhmatslommh
"caudelospobtu Caribe".

ye Geyer: *'...nuestro esf deberia ser tra-
mdoa or la notable prosperidad de una hermosa
isla como onwomumwmu\mmm
pendencia de accion como sea posible”.
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regducida a cero mediante el

;’ rtido ngnae ”:"\"m rkweﬁ; s:)‘t;'

(] iste o e
su presencia en Puerto Rico después de la
independencia o en la Kore asociacidon Esaesla
mayor sorpresa en los quince mesas de

negociacién y consulta entre los Estados Unidos y Puerto

Rico sobre el status politico Ambas partes lo podran

negar, peto &l hecho es un hecho.

En mi andlisis del pasado domingo del Informe det
Congressional Budget Office sobre los aspectos
lecondmicos de n cambio de status, signifiqué el
hecho de que ~NO UNa, $iN0 £UAIrO Yeces- 108 lécnicos
del Congreso indicaron que ei silencio de las
corporaciones 936 les hacia difici radicar un informe mas
preciso. Dife entonces, y repito ahora, que el principat
testigo de ias vistas do (s Comisidn Jo Finanzas del
Senado 8 celebrarse en Washington et 26 de abril
deben ser las corporaciones 936. Su honradez en indicar
sus intenciones sobre cada una de las alternativas de
status politico, n ef récord, es vital para qua sigan
teniendo una imagen positiva en Puerto Rico

Las corporaciones 938 deben hablar ahora 0 nunca

£l dato %g a3le oma o8 a m]nq caice 18enla

p&%a informe del CBO sobre fos aspectos

= 3 tred [omuias de status Lanola
dicemuy escuelariente: - See Erck Negrén, 'S.712)
Manufacluring incentives Made Possibie by the

Foregn Tax Credit’, unpublished memorandum,
reuuaq 6. 1990". ¢ Qué importancia tiene esta nota

al CBR? LPor QU4 cita y oficiatiza &l CBO un memorando
hasta ahora secre1o? Veamos.

La oferta dei PIP a las corporaciones 936 esta
contenida en el Informe del CBO en los 1érminos
siguientes: “'Varios issugs se plantean al evaiuar el
potencial de un Puerto Rico independiente para atraer

crédito contributivo extranjero, y ya que lodo ef
1 iquefo 1o seria devuel

puesto p a en g
las compadias terminanan con una pequeha o ninguna (7]
obhgacion contnbutiva’

Tan sencilo como 1000 es0 Un nuevo desarrolio
crucial

Esta no es una propuests salida del sombrero. Erick
Negron es un abogado graduado de Harvard cuya tesis
de graduacion fue dedicada al estudio de sustitutos
electivos a la exencidn de las 936 en elcaso.de la
ndgpe! - La publicacidn de su tesis un la
Revista del Colegio de Al de Puerto Rico no fue
comprendida por uno de los grandes bufetes de la Isla
dedwcacios a los intereses de las 936. No se imaginaban S

qué su propuesta resultaria atractiva para las .
mismisimas corporaciones 936. Y guo séria santficada,

por el Cf | Budget ONRE B ¥UIATS/mé
figia sobre Ja BIICS, - /
1 una reunion privada entre altos funcionarios de
las corp 936 y dos del Comité de
Didlogo sobra el Status, ef senador Fernando Martin

Erick Negron develaron la propuesta del PIP a las 836. Ls

recepcion fue entusiasta

£3a reunion, 8 1a que no se permitid el acceso ala
Prensa, se celebro en el Hotet Dorado Beach el 2 de
febrero de 1890 La CAmara de Comercio de Puerto
Rico en los Estados Unidos, una organizacion que
agrupa a muchos de los ejecutivos de las 936 en la
Nacién, resumié la reunion como una actividad
“principal” de su reunion anual en Puerto Rico. Su
revista destaca &l momento en que Erick Negron
presentaba (a propuesta def PIP en of panel con los
eeconomistas y politicos de los tres sectores 3
Y dice: "'Ei senador Martin y ef Sr. Nogén presentaron

inversion axth los de la

Seccion 938 no seguirian esiando disponibles a las
embarg;

impuest

[

que éﬂmg;! i$ &ctusldl

| potia pirgcas lan yeniafes G e jon foranes

cutﬁ%&q_s%l;a}o fas firmas norteamericanas

\ Ademés.Ta iacion tendria la oportunidad, que
o 8314 disponible ol status actuat, iar (rajados.

e exencidn contributiva, la inversion de

offos paises mas atracilva. Finaimente (y aqui 8alié et

N conejo del ), & Partido indep:
Puert ha 510 UN NUEVO grupo de medidas
ggg'.‘ tencki de dupiicar los efectos de ia Seccion
DB acuerdo & la descripcidn del PIP, ef acuerdo

envolveria 'l'_rpms_m una n puertorriqueda a
145 Garianclas ativa (a8 impuesias en los
Estado Unidos do.on
Mpuestos manufaciureras y otras
firmas en } §GU las Corporaciones
noité 8 afectadas verian su obligacion

un plan econdmico preparado por el Sr. Negron, un
donde los dola

mantendrian como un crédito contribulivo s) a Isla se
hiciese independiente’. Ese 03 el verdadero origen del
texto contenido en el Informe det CBO.

Ay que saber ahora cOMO responden las

936. Para reciprocar, en el evento del

Dorado Beach, los representantes de lss

corporaciones 936 evidenciaron varias

Preocupaciones sobre cada una de las
alternativas de status y sus interrogantes merecen
respuesia. También en e/ récord de las proximas
visias, sl e proceso de negociackn y consuita va e
seguir siendo uno ablerto y disponible para su
Gvaluacidn por el pueblo de Puerto Rico,

Sobve el Estado Libre Asociado plantearon lo
siguiente’

* Sila platalorma del Partido Popular sobre ef status
comenzaba o no a parecerse a la de los
independentistas;

o , ?I ol Estado Libre Asociado podria desaparecer en
uturo,
* Silas 938 bajo el ELA son temporeras, qué estd

0-:.09,

‘Pepmmso
S% 8 UoouaXa
Rg.,
seye
* @ ot "
.
duq05
0A3NQUIL0D

sme
59 'Papperss ey
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La independencia con:

un balance

Por LISET1E NUNEZ
De EI Nuevo Dia

EL ESTUDIO congresionat subre las imphcaciones eco-

nomicas de fas ires ulternativas de status para lu b)a es muy
i Segun varios i consultados

Una de fas omisiones nids graves del estudio es of IMpae
10 que tendria la independencit sobre |y deuda pubbya
wiulo un economista, quien no GuUise ser adentficad

La deuda publica per capita en Puerto Rico €8 Lres seces
‘ﬂsw que fa de MEnco, uno de o paises tas enduudadin

el mul 3

La devds en lu Ista uscendio a $11.216.¢ liones para ¢f
ano fiscal 1988, segun el ultno intorme af Gubernador do
1a Junta de Planificacion. for habitanie, ta deuda publics
en Puerto Rico es de $3.500. Micntras que ¢n Mecicn vs de
poco menos de $1.000 por habatante,

“Aparenteniente se les avabo Iy ROH I Luando Hegston
# la independencia®, dyo el tlLestudio tambren
:}(ncn ef problema de la deudu hipotecaria L

hjo dudar que ¢l gobierno de Estados (Imidos continue
garantizando fas hipotecas by Ly adependencny
T9KS hatna $2.500 mallones en deods hrpotecaing

Tampoco habra una demanda grande en los mercados
linancieros para refinancer ta deuda publica e puases ¢n
desurrollo como Puerto Rio LI sobierne de un Pogig
Ricd Independiente podrra tener que mcurrir on un st
monumental para refinanciar Ly deuda,

El estudio preparudo por 1a Oficina de Presupuesto Con-

ionaf (CBO) toca el problema que 1endria
un Puerto Rico independiente en obiener camial. Senaly
yue “al iguul que olros puises en desarrollo de Aniciwg
Latina y en otras pantes, tu Isla podni sufrir de una ewaws
de capital externo”,

LA INDEPENDENCIA sgrusuna un wrio problenis de
fuga de capilal que ya existe er la ceononua, diyor Llias
Guliérrez, vicepresidente de Corplan, compatia de asesora-
miento empresarial y econdmico. .

De 1976 a 1984 fas inversiones de Pucrio Rico en of
excerior aumentaron en 312 por ciento de 2900 miltones
$12.300 millones. E1 ritmy de crecinnento pars 1992 dehe
aguantarse, pero aun ast, Gutierres estima que habra una
fuga de $27,600 millones, La iugp de capitad continuara
4un $in un cambio en el status, Ademas del problema de I
Ty, relacion de la deuda de Puerto Rico comparado can

r de‘mnlrimonio det pais ha ido empeorando “Hay
mis endeudamiento”, dijo Gutitrrez.
£ Emade Litre Aanuads 08 0 “punte & B Y SRRy
mas cierto de Wodus. $in emburgy, tmbien ha tendy i
dos de grandes probk y tiene un probi fund.
‘a1 que es la canalizacion de su capital”, apunto el econo-
4 mista. Muy poco del capital estd destinado s inversiones en
maquinarias y equipo, elementos que pudieran aumentar la
capacidad producuva del pais. X
Bajo |a estadidad 1a fuga de capitat tambicn es de esperar.
s, $e30n Gutitrrez, La estadidad, segun el modelo econo-
métrico utilizado por el estudio, redundaria en la fuga det
copital de las corporaciones 936. El eswdio anticipa que
la eniadidad se perderia entre 37 a 47 por ciento del
ital y ls produccion de las comporaciones 936 para el ano

Gutitrrez alabd ¢l andlisis hecho por CBO entender
ba imporiancis fundamental que ha tenido el fujo de capi-
l en la economia. L

El andlisis de! CBO prik ni toca tas
fes econdamicas de continuar bajo el ELA. Pero senuls que

+ 18 continuacsn de la Seocion Y36 N0 estd wcgurada bay

7Ly Db &

en rojo

¥ Staws. ¥ <i la seccion desaparece, ef ELA estaria stjets
4 [y mismas penunas que sufiiria lu estadidad. En ese caso
el LLA contana con ef agravante que no hadra un sumen
to marcudo en lus transferencias fecrr.es, segun apuniy
Augusto Amato, vicepresidente sevior @ cargo de estudio
vewonnens del Banco Popular.

AMAIO 4110 que ¢ ELA s of equivalente a un jiburilc
ue e uni inca en el centea de ta gshy, Ef gobierno I
PIESI G Laetur pars sumentar ty produccion von Ja uniy
wondiion yoe SOMBITLS Cun S8 vecinos que son pobres
sl gue el Pero todos 1oy anos of Bobierno viene a unteny
498 WO que se v a llevar ol tractor”, dijo,

FLtactor e fa Seceion 936 Jel Codigo de Rentay Injer
D dederal La seccion permite 1 exencion contributivi ;
s Lorporaviones estadi ! ¥ Multinacionales que s
stableven en iy isla cuando Tepatrian lus ganancias a Lsta.
iy Unidus

e ha sido el instrumento que ha permitido que Puertc
Kivo coente con medios de produceion, segun expheo o
LVUNOMIVG,

Bajo Iy exadidad, ¢) gabierno se llevarla el tractor yensy
fugar traerfa una hamaguita y una fiambrerita,” segun
Aduto Bao fo mdependencia ocuenia fo mism, dijo
Sorlor que 1y | fa figml tas derka por
un penodo corto de uempo, dyo Amato.

“Y0 encuentro que o Congresa de Estados Unidas oy
mllentble ¢n cuanto o nosotros decidie NUCSITO status. Nuy
niene pt;g;adus a2 pared”, dyo, Bajo las 1res formulas,
Puerto Rico esta sulnerable o los varsenes del Congreso

L1 cconomista que no Quiso sdentiticarse Siju que el
modelo supone g\ge las corpuraciones 936 se marcharan
todas e Puw[o 10 al poco tiempo de SUrRIr un cambiy
¢n el status Ese Supucsio no necesariamente se sostiene,
dio. Lit conversion & estado podris redundar g ly larga ep
Wit “bonanzd economica para cl Tesoro de Estudos Ung-
dn" 8 una cantidad wgnificativa de lus empresas 936
oplan por quedarse,
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StATEMENT OF PUERTO RICANS IN Civic ACTION
STATEHOOD FOR PUERTO RICO & L.R.C. SEC. 936*

Thank you for the opportunity to express our views on Statehood for Puerto Rico
and on Section 936 of the Federal, Internal Revenue Code. Puerto Ricans in Civic
Action i a grass roots movement that with the force of more than 350,000 individ-
ually signed petitions of individual United States citizens ! living in Puerto Rico has
essentially petitioned Congress for a redress of our grievances and requested State-
hood for Puerto Rico, pursuant to Article IX of the Treaty of Paris of 1898,2 to end
the present colonial status of Puerto Rico.

Because of the truncated time allowed me, I commence with the following high-
lights: (1) that Federal, Internal Revenue Code sec. 936 is a scandalous waste of Fed-
eral funds,® which the United States can and should terminate soon, even now,
under the present so-called Commonwealth status; (2) that any person concerned
with revenue neutrality or equality among the political status formulas in the
coming plebiscite must logically at least require the so-called Commonwealth to pay
the $500 million every year which the so-called Commonwealth repeatedly promised
to pay annually by 1985, to the Federal Treasury in lieu of Federal taxation upon
Puerto Rico; ¢ and (3) that Statehood is the only status formula that (a) categorically
accepts both the rights and responsibilities of United States citizenship, and (b) that
can relieve the taxpayers and votes of each of the States that you represent from
the heavy and ever——increasing burden of the so-called Commonwealth of Puerto
Rico. If you aid or tolerate that so-called Commonwealth in any way, you in effect
crucify the taxpayers of your States, your constituents, on the cross of that Com-
monwealth and particularly with the nails of 936.

I now point out some of my ideas to handle I.R.C. section 936 or make adjust-
ments after Statehood, even for those who still have some desire to maintain that
Federal tax expenditure:

* COPYRIGHT 1988—Luis P. Costas Elena, (L.L.B,, L.L.M,, S.J.D.) 1989.

! Persons born in Puerto Rico are automatically United States citizens, since Article 5 of the
Jones Act of 1917; Act of March 2, 1917, ch, 145, 39 Stat. 951, 953. See also Nationali}%' Code of
1940; Act of Oct. 14, 1940, ch. 876, sec. 202, 54 Stat. 1139: “All persons born in Puerto Rico on or
after April 11, 1899, subject to the jurisdiction of the United States, residing on the effective
date of this act in Puerto Rico or other territory over which the United States exercises rights of
sovereignty and not citizens of the United States under any other Act, are hereby declared to be
citizens of the United States."” (emphasis added)

2 30 Stat. 1759: “The civil rights and political status of the native inhabitants of the territories
hereby ceded to the United States shall be determined by the Congress.”

3 See, e.g.,, U.S. Department of the Treasury, The Operatiion and Effect of the Possessions Cor-
poration System of Taxation, Sixth Report (March 1989); U.S. Department of the Treasury, The
Operation and Effect of the Possessions Corporation System of Taxation, Fifth Report (July
1985), U.S. Department of the Treasury, The Operation and Effect of the Possessions Corpora-
tion System of Taxation, Second Annual Report (June 1979); U.S. Department of the Treasury,
The Operation and Effect of the Possessions Corporation System of Taxation, First Annual
Report (June 1978). .

4 See, e.g., Luis Muioz Marin, Governor of Puerto Rico, in Hearings On S. 2023 and Proposed
Substitute S. 2708 before the Senate Comm. on Interior and Insular Affairs, 86th Cong., 1st
Sess., Proposed Amendments to the Puerto Rican Federal Relations Act 37 44 (1959) : “The Com-
monwealth propose . . . through this modification to begin sharing in the common burdens of
the Union. . . . This year the Legislature of Puerto Rico, feeling that our economic progress had
made it feasible to begin acting on that principle, included a proposal to the effect. . . ."”; “Are
we proposing in this bill to share in the burdens of the Union? Yes; we are proposing to begin
sharing and sharing increasingly as the economy of our government permits us to. This would
also make Puerto Rico resemble a federated state more, not less.” (emphasis added); Governor
Luis Muiioz Marin in 3 United States—Puerto Rico Commission on the Status of Puerto Rico,
Hearings on the Status of Puerto Rico—Econonic Factors in Relation to the Status of Puerto
Rico, S. Doc. No. 108, 89th Cong., 2d Sess. 25, 231 (1966) : “You recollect a resolution of the
Puerto Rican Legislature, of December 1962 that a formula be worked out whereby Puerto Rico
will begin contributing a part of its increased wealth, increased production from year to year, to
support the common burdens of the American union . . . .; “that return from Puerto Rico could be
about as much as the Federal tax at that time would be.” (emphasis added) “Now, on the tax

uestion, of course, you know that we, upholders of the Commonuwealth are proposing that Puerto

ico begin to contribute, not in the form of taxes, to the common burdens of all parts of the
American Union. It is our belief that we can make that contribution, and that if we can make it
grow until it gets to whatever size it has to get according to a fair formula, it can be as much as
taxes at a given time;” (emphasis added); Dr. Alvin Mayne, the economist for Commonwealth, in
id. at 749: “I believe that by 1985 the contribution of $500 million to the United States might be
possible—now, this is not an official statement, but it is a computation.” (emphasis added).
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(1) You can terminate I.R.C. sec. 936 now and substitute it with a direct Federal
employment program for Puerto Rico, funded with amounts below bat previously es-
caped the Federal treasury because of LR.C. sec. 936.

(2) You can cap or segmentize LR.C. sec. 936 and thereby stop or reduce its hemor-
rhage of Federal funds, for example, (a) by prohibiting the use of the tax sparing
credit of LR.C. sec. 936 after a certain cut-off date, (b) by phasing-out L.R.C. sec. 936
as you phased out Western Hemisphere Trade Corporations 5 and China Trade Act
Corporations,® (c) by excluding pharmaceutical mixing operations and electrical ma-
chinery assemblage from the definition of corporations that can use the tax sparing
credit of L.R.C. sec. 936.

(3) You can eliminate 936 and substitute it with a national program of enterprise
zones for all States whose statewide rate of unemployment is, for example, 14% or
higher, which program would remain in place for the State until it lowered said un-
empflsoyment to say 9% and maintained that lowered rate for a consecutive period of
say b years.

(4) You can arguably prolong L.R.C. Sec. 936 intact for a short period of time after
Statehood for Puerto Rico.

The above segmentation or cap approach takes into account, for example, that al-
though pharmaceutical section 936 operations obtain 46.83% of the total Federal cost
of LR.C, sec. 936, such pharmaceuticals provide only 14.8% of the employment in
Puerto Rico’s manufacturing sector.” In 1987, according to the Puerto Rico Planning
Board, the chemicals and related products sector, basically pharmaceuticals, had
$3,767,600,000 of the $8,661,300,000 total net income of all the manufacturing sector
in Puerto Rico,® but chemicals and related products only had 18,000 employees of
the total 148,900 employed in manufacturing in Puerto Rico.® The shocking fact is
that the “top sixteen possession corporations accounted for 24.2 percent of the tax
benefits but provided only 3.6 percent of the employment of the 378" section 936
corporations in the Sixth Annual Report of the U.S. Treasury Department on I.R.C.
sec. 936.1° Sixteen section 936 corporations obtained $100,000 or more of the Federal
tax expenditures of I.R.C. sec. 936 for each person they employed. !!

You and I should wholly agree with the late Professor Stanley Surrey of the Har-
vard Law School: .

“(A) tax incentive does involve the expenditure of government funds.”

“A dollar is a dollar—both for the person who receives it and the govern-
;nzx;; ’t,hat pays it, whether the dollar tax credit label or a direct expenditure
abel.

“(M)any incentives look, and are, highly irrational when phrased as
direct expenditure programs structured the same way.”

‘“(A) resort to tax incentives greatly decreases the ability of the Govern-
ment to maintain control over the management of its priorities.”

“(Thax incentives do involve expenditures—‘back-door expenditures’. . . and
. . . a legislator concerned with expenditure levels and expenditure control
should not, while holding the front door shut, let hidden expenditures in
through the back door.” (emphasis added).!?

I.R.C. section 936 is one immense price that the United States continues to pay so
as to prop up the so-called “Commonwealth” status of Puerto Rico. Not only has the
“Commonwealth of Puerto Rico never paid to the United States the annual contri-
butions in lieu of Federal taxes that Governor Luis Muioz Marin promised in

8 LR.C. secs. 921, 922 (1987).

¢ LR.C. sec. 941 (1987).

7 U.S. Department of the Treasury, The operation and Effect of the Possessions Corporation
System of Taxation, Sixth Report, 51, 46 (Mar. 1989),

8 Puerto Rico Planning Board, Informe Econémico al Gohernador, 1987, at A-12, Table 12
(Feb. 12, 1988). See attached Exhibit A.

9 Ibid. at IV-12. See attached Exhibit B.

10 J.S. Department of the Treasury, Sixth Annual Report, supra. note 7, at 48.

i1 Idem. See attached Exhibits C and D. -

12 Stanley S. Surrey, Tax Incentives as a Device for Implementing Government Policy: A
g%r%))arison with Direct Government Expenditures, 83 Harvard L. Rev. 705, 717, 721-722, 732
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1959 13 and reiterated in 1965 14 and that for 1985 should have been $500 million ¢
but the United States via I.R.C. section 936 suffers tax expenditures that amounted
to 1.167 billion in 1979: 1.326 billion in 1980; 1.711. billion in 1981; 1,678 billion in
1982; 18 and $1.641 billion in 1983.}7 Accordingly, in only these two Federal tax ex-
penditure programs,'® the cost to the Uni States of the present ‘“Common-
wealth” status exceeds $2 billion each year. :

There is no need for further study or vacillation on L.R.C. section 936. Its utter
failure to achieve its stated purpose of creating emplo§ment in Puerto Rico has been
and is evident to all who wish to see. L.R.C. section 936 has not and cannot provide
Puerto Rico with its desired opportunities for employment. In 1940 unemployment
in Puerto Rico was 15%,1° hovered around 20% from 1976 to 1986 and was 17.7% in
1987.20 The sorry fact is that, as reported by the former Chief Justice of Puerto
Rico’s Supreme Court, in 1899 unemployment in Puerto Rico was 17%.2!

In fiscal year 1986 the number of persons employed in the entire manufacturinﬁ
sector of Puerto Rico was 148,800; and in fiscal year 1987 incremented by only 10
persons to 148,900 22 which is less than the 156,000 so emgloyed in 1980.23 However.
net interest and profits in manufacturing rose from $5.331 billion in 1986 to $6.276
billion in 1987,24

Since 1970 the proportion of net income paid to Puerto Rican manufacturing em-
ployees has declined from 64% to 27.56% in 1987.25 The reason is that more and bore
the greatest component of net income in the exempt manufacturing sector corre-
sponds to the low em}l)loyment——high rofit pharmaceutical and electrical machin-
ery operations. In 1987 the entire number of employees in basically pharmaceutical
operations was 18,000 and in electrical machinery 20,000;2¢ but their respective net
incomes were $3.758 billion and $1.330 billion.??

The aforegoing evidences grave, fundamental, mistakes in the C.B.O. Report.
Whereas employment in the manufacturing sector in Puerto Rico has essential 9/ re-
mained stable for the past 22 years, fluctuating between 128,000 employees in 1976 to
156,000 in 1980 and 153,000 in 1988 whereas GNP has continued growing because of
the exempt profit shifting of the 936 corporations, the C.B.O. Report bases its calcula-
tions on the following false presumption (p.18): “The behavior of Puerto Rican em-
ploByment is predicted chiefly on the basis of the evolution of overall GNP.” The
C.B.O. Report thus begins with a false basis, contradicted by the Puerto Rican Gov-
ernment’s own historical factual data and heaps computerized assumptions and cul-
culations onto that false basis.

The reality is that the revenue costs of L.R.C. section 936 (and its predecessor
1.R.C. section 931) have continued to increase but to maintain under Commonwealth
about the same number of persons employed in so-called manufacturing. 28 The
C.B.O. Report seems to have either not noticed, or purposely overlooked important
pertinent observations of the Tobin Report.

“It might be thought that “direct investment” is all physical investment
and has built up in Puerto Rico over $5 billion of plant, machinery and
equipment. Nothing could be farther from the truth. ‘Direct investment’ in-

13 B.g., Testimony of Governor Luis Muiioz Marin, in hearings on. S. 2023 and Proposed Sub-
stitute of S. 2708 before the Senate Comm. on Interior and Insular Affairs, 86th Cong. lst Sess.
ProPosed Amendments to the Puerto Rican Federal Relations Act 37 (1959).

14 Statement of Luis Mufoz Marin, in 3 United States—Puerto Rico Commission on the
Status of Puerto Rico, Hearings on the Status of Puerto Rico—Economic Factors in Relation to
the Status of Puerto-Rico, S. Doc. No. 108, 89th Cong., 2d Sess. 233 (1966).

18 Statement of the economist representing the position of Commonwealth in id. at 751: “We
could probably make a contribution of $500 million by 1985.” .

18 Department of the Treasury, the Operation and Effect of the Possession Corporation
System of Taxation, Fifth Report 53, Table 4-9 (July 1985).

17 Department of the Treaaur{, Sixth Annual Report, supra note 7, at 44, 45.

18 The nonpayment of the in lieu taxes, or LR.C. section 933, and L.R.C. section 936,

3 19 Jzusntla9 gse) lanificacién de Puerto Rico, Informe Econémico al Gobernador—1977, at A-26

an, 26, .

20 Junta de Planificacién de Puerto Rico, Informe Econémico al Gobernador—1987, at A-33,
Table 29 (Feb. 12, 1988).

21 José Trias Monge, 1 Historia Constitucional de Puerto Rico 7 (1st ed. 1980) (University of
Puerto Rico Press).

32 Informe Econémico al Gobernador, 1987, at IV-4.

23 Informe Econémico al Gobernador, 1987, at A-85, Table 31.

24 Tbid,, at A-11, Table 11.

28 Ibid., at 1V-10.

26 [bid., at IV-12.

27 Ibid., at IV-1.

28 See Puerto Rico Planning Board tables Exhibit E and compare with Exhibits A, D, and F.
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cludes all increases in the net worth of external firms, includin% I;mper
assets such as Commonwealth bonds. Puerto Rican mortgages, ’s in
Puerto Rican banks or CD’s in Guam, as well as real assets, such as facto-
ries and machinery. Although the facts are not readily ascertainable, per-
haps half of the $5 billion represents financial rather than real assets."”

Even when direct investment does represent real physical investment, it
does not necessarily imply an increase in Puerto Rican welfare. Although
investment by subsidiaries of Mainland firms does provide new output and
emplol‘;ment, it also entails new subsidies and real infrastructure invest-
ment K{the Puerto Rican government and the greater remission of profit
to the Mainland. The net benefit to Puerto Rico is not automatically posi-
tive; it must be carefully estimated case by case.”

“It should be remembered that the statistic ‘direct investment’ does not
represent a net flow of new resources into Puerto Rico. Mainland invest-
ments earn profits, which can be freely remitted from Puerto Rico. Remit-
tances have in fact been relatively small because unremitted profits are
exempt from Federal corporate income tax, and accumulated profits can
eventually be ‘repatriated’ ‘tax-free’. Puerto Rican macroeconomic accounts
count unremitted profits twice, once as an outflow as if they were remitted
and once as an inflow of new direct investment. Probably something like
80% of recorded direct investment in Puerto Rico is simply the accumulation
of profits on past direct investments.

‘Direct investments placed in financial instruments may not represent a
new flow of new resources to Puerto Rico. They may do no more than re-
place other funds that would otherwise have flowed into Puerto Rico into
the same financial instrument. Or they may represent financial invest-
ments that are not really in Puerto Rico at all.”2? (Emphasis added.)

The C.B.O. Report. furthermore gives credence to statistics that are not even be-
lieved by the people at Fomento, contrary to common sense that treats statistics of
Bromised employment by prospective 936 corporate suitors of tax exemption in

uerto Rico for what they are—either numbers designed to influence the rapidity
that governmental officials provide them with tax exemptions and other benefits, or
propagandistic numbers specifically designed to influence public policy, such as elec-
tions in Puerto Rico, proposed chan%es in LR.C. sec. 936, and in the present case the
plebiscite and C.B.O.'s own Report. The C.B.O. Report overlooks hard, still pertinent
data, for example, my own S.J.D. thesis for the Harvard Law School that 46.13% of
the exempt manufacturing companies have never fulfilled their own promised em-
plglyment and have violated their exemption contracts.3°

he worst C.B.O. fault is, however, its complete inability or unwillingness to com-
pare or analyze the status of Commonwealth, even of Enhanced Commonwealth, to
the extreme of neglecting the holes and immense costs of sought Commonwealth en-
hancements to the United States, for example, Puerto Rican tax sparing treaties
with foreign countries, the ability of the Japanese to escape via Puerto Rico the U.S.
quotas on Japanese made vehicles,3! the conversion of Puerto Rico into a haven for
polluters, etc. Obviously, any report that omits to analyze or compare Common-
wealth status is no comparison at all but a sham, easily twisted into Commonwealth
propaganda.

About a decade ago I discovered and wrote in my S.J.D. thesis for Harvard Law
School this still valid point:

“LR.C. Section 936 is not working. LR.C. section 936 will never work.
What maintains I.R.C. section 936 and Fomento tax exemptions are not
benefits to Puerto Ricans since historically ‘little of the profit earned by

2% The Committee to Study Puerto Rico's Finances, Report to the Governor 44, 44n. (December

11, 1975) (Chairman James Tobin of Yale University). :

_ 30 Costas Elena, I.R.C. section 936 and Fomento Income Tax Exemption in Puerto Rico, mb«
lished in 40 Revista del Colegio de Abogados de Puerto Rico (Puerto Rico Bar Association Law
Review) 563-602 (1979) (derived from my cotnpany by company comparison, exemption decree b,
exemption decree, with each company's own reported employment over the years to the P.R.
Labor Department). See also the other portions of this Harvard Law School thesis published in
41 Revista del Colegio de Abugados de Puerto Rico 101-148 (1980); 41 Revista del Colegio de Abo-
gados de Puerto Rico 225-277 (1980); 42 Revista del Colegio de Abogados de Puerto Rico 611-668
(1981). See also mX L.L.M. thesis for Harvard Law School, History of Federal Income Taxation
in Puerto Rico—Analysis of the Possession Corporation in Comparison with Other Modes of
Business Operation in Puerto Rico: An Insight into Tax Exemption, published in 36 Revista del
Colegio de Abogados de Puerto Rico 477-582 (1975).

31 See e.g., Exhibit G., San Juan Star, April 1, 1990 on the diversion of Japanese made cars
via Puerto Rico to the United States.

33-337 - 90 - 9
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U.S. owners of Puerto Rican subsidiaries has been invested in the Puerto
Rican economy’. . . but the vested interests that benefit from those privi-
leges.”

Commonwealth assuredly repudiates the basic economic premise of permanent
union, Baldwin v. G.A.F. Seelig:32

“The Constitution . . . was framed upon the theory that the peoples of the
. several states must sink or swim tegether, and that in the long run prosperi-
I ty and salvation are in union and not division.”

States Saint Augustine, On Free Choice of the Will:33

“Our freedom then consists in submission to the truth. It is our God Him-
self who frees us from death, that is, from the state of sin. Truth itself,
when it speaks as a man, says to those who believe in Him, ‘If you remain
in My word, you shall be My disciples indeed, and you shall know the truth
and the truth will make you free'. The soul enjoys nothing with freedom,
unless it enjoys it securely.”

And such a truth is that such prosperity and security for Puerto Rico exists, and
will exist, for Puerto Rico, only in the permanent union that is solely Statehood.

32 294 U.S. 511, 523 (1934) (J. Cardozo) (emphasis added).
33 Saint Augustine, On Free Choice of the Will 69 (translated by A. Benjamin & L. Hackstaff)
(published 1964). -



TABLA 12 -~ INGRCSO NLTO DE LA MANUFACTURA: ANOS FISCALES
TABLE 12 - NET MANUFACTURING INCOME. FISCAL YLARS

{En miliones de dblares - tn mullions of doltars) -A-
197¢ | 1975 | 1976 | 1977 | 1978 | 1979 | 1980 | 1981 | 1982 | 1983 | 1984 | 1985 | 1986 | 1987p =
' ToTAL 1.868.9 [ 1,987.4 | 2.474.0 | 2.841.4] 3,398.5| 3.995.8 | 4.808 7| 5.220.3 | 5,40>.9] 5.734.9 | 6.484.9! 69820} 7.630.9 { 8.661.3 T0TAL
¥ product i 2453 | 2851 | 3260| 3816] 4428| 4966 | se85| 6sa8| 6816 seas| 7538 8338] 8960 9813 | Food and andred products
Productos de tabaco a1 | 361 s32| 473] sas| stol 63| se0| eo0af ss2| s16] 82| 6s1| 847 | Tobaccoproducts
Productos textiles ss6 | asa| a01| 3a7 381{ 3ss| 3s6] 321] 303 3n2] 338 389} a17| 393 Textie mmoroducts ’

Ropa y productos relacionados 2158 205.5 261.6 268.2 302.4 329.3 360.7 373.7 3751 408.2 4513 206 4 4101 422.2 Apparei and related products
. i

Muebles y articulos de madera ‘285 30.1 29.8 28.5 243 28.7 29.6 30.0 222 2723 29.1 311 32«_‘ 35.5 Furniture and wood products
Impreso y publicaciones . 356 426 41.2 39.9 473 53.1 588 62,5 65.7 69.5 771 79.9 91.8 102.7 Printing and pubhishing

P icos y deri 453.7 560.5 884.2 943,31 1,173.7} 1,287.8 }1.583 2§ 1,786.1 | 1.907.5] 2.268.9 | 2,330.9{ 2,686.0 | 2.957.8 £3.757.6 § Chemucal 3nd alnec oroducts

Productos de piedra, arcitla y cristal 6.7 71.2 67.9 77.4 93.9 96.1 95.4 90.4 8.6 7.3 178 29.8 m.z 130.7 Stone. ¢lay Ind glass products

445.5 484.0 667.9 778.7] 922.0( 1,192.8 { 1,453.7] 1.723.4 ) 1,828.3} 1,752.5 | 2,164.3] 2,293.9 | 2,543.8 }2.60/.3 Machinery and metal products

iayp
Productos de papel 156 19.4 18.5 19.3 219 24.3 26.5 281 310 327 381 49.2 48.0 46.9 | Paper and athea products 8
Productos de cuero 348 3.9 325 343 425 51.2 64.9 738 68.5 82.2 83.1 85.9 955 92.0 § Leather and leather products o
Otra manutacturs 2277 1736 11n1] 1882] 238} 34a3] s056] 3233 2a7.7] 3645) 3780| 331.0] 3380f 3361 | Other manutactuning

p - Cifras preliminares, P - Prehmunary figures,
Source: Pucrto Rico Planning Board, Area of Ecanomic and Socual Planning,

Fuente: Junta de P icacion, Ares de ificacién Econd y Social,
i i Bureau ot Ezonomic Analysis.

de Andlisis E
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-B-
NUNERD OE EMPLEOS EN LA MANUFACTURA POR GRUPO INDUSTRIAL
(En mles de personas-Aios fiscales)

Casdio

Absoluto  Porcentual

SIC Grupo Industrial 1970 1980 1985 1986 1987
: ' 198 1987 198 1987
1985 1986 1985 1986
101AL 136,2 155,95 146.8 148.8 148.9 0.0 0.1 0.0 0.1
20 Alisentos v relacionades T W3 23 2.8 2.6 0.0 03 0.0 1.3
21 Tabaco y productos de tabaco 61 2.1 08 0.8 1.3 0.0 0.5 0.0 829
22 Productos textiles 8.1 &0 28 53 34 05 01 129 3.0
23 Ropa y productos andloges 380 3 0.9 M. 305 0.2 -0, 0.6 -9
24 Kadera y productos de sadera 0.7 L 0.8 0.9 L1 01 0,2 125 2.2
25 Musbles 1 28 23 24 25 01 0 A3 A2
26 Papel v relacionados 4 L& LT LT L. 00 0.0 0.0 0.0
27 leprenta y publicaciones 2.5 3 0 L4 02 0,2 el b2
28 Quiarcos y relacionados 0.6 05 38 2.9
29 Refinerfas de petroleo y relacionados 2.6 2.6 1,6 1.5 L& <00 <01 b3 b7
30 Productos pldsticos y de gosa €2 A5 5.0 A6 4B .04 0,2 8.0 43
* 31 Cuero vy productos de cuero 8.9 &0 53 S 54 03 0.2 ST -l
- 32 Productos de piedra, barro v cristal 65 S %9 N1 40 02 03 St NS
" 33 Productos prinarios de setal 1.0 L0 0.6 0.6 06 0.0 00 0.0 0.0
34 Productos fabricados de setal &5 4T LT 3 LT -0 b -7 2.8
33 Maquinaria, excepto eléctrica SR A S -l <04 <224 =58
16 Maquinaria v equipo eldctrico Em LT I PRI Y R
7 Equipo ce transporticion S 03 08 07 07 0 0.0 167 0.0

38 Instrusentos profesionales y
39 Industrias sanufactureras sisceldneas 4,2 &0 3.0 33 35 0.3

<
~
=3
=3
&

Fuente: Departanento del Trabajo y Recursos Husanos, Encuesta de Establecimientosy y Junta de
. Planificacion, Area de Planificacion Econdmica y Socaal, Negociado de dndlisis Econtwico.

1v-12




TABLE 4-8

TAX BENEFITS‘ EMPLOYMENT, AND COMPENSATION OF EMPLOYEES
BY ‘SIZE OF TAX BENEFITS PER EMPLOYEE, 1983

Oualified
Number Tax_benefits Employees
e of net income Amount Percent of I Percent of
. returns | (S thousand)'1¢$ thousand) total Humber total
ALL FIRKS .
All manufacturing ~
corporations 378 4,059,624 1,406,406 100.0 75,966 100.0
$100,000 or more 16 951,128 340,417 2.2 2,319 3.1
$ 50,000 under $100,000 23 967,573 343,204 24.4 5,018 6.6
$ 10,000 under $ 50,000 142 1,673,172 562,671 40.0 25,955 3.2
$ 5,000 under § 10,000 57 283,731 103,338 4.3 15,511 20.4
$ 1,000 under $ 5,000 91 167,147 55,229 3.9 19,327 25.4
$ 500 under § 1,000 1 2,983 1,126 * 1,599 2.1
S 1 under § 500 13 1,365 421 * 1,206 1.6
No tax benefits 25 12,525 0 0 5,031 6.6

FIRMS ELIGIBLE FOR TEFRA REQUIREMENTS

All manufacturing

corporations 292 2,959,327 1,010,705 100.0 54,877 100.0
$100,000 or more 10 550,004 198,553 19.6 1,354 2.3
$ 50,000 under $100,000 17 688,492 245,305 24.2 - 3,488 5.9
$ 10,000 under § 50,000 115 1,364,272 449,380 44.5 21,638 36.8
$ 5,000 under $ 10,000 45 195,452 69,759 6.9 9,979 16.9
$ 1,000 under § 5,000 n 144,819 46,578 4.6 15,902 27.0 -
S 500 under $ 1,000 8 2,226 810 * 1,227 2.1
S 1 under § 500 9 1,037 320 * 923 1.6
No tax benefits 17 12,525 0 0 4,366 7.4

Department of the Treasury
. Office of Tax Analysis

* Lless than 0.5 percent

Equals net income from the active conduct of a ttade or business in a possession plus net
qualified possession source investment income.
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. -D-
. ... TABLE 4.7 _

DISTRIBUTION OF TAX BENEFITS AND EMPLOYMENT,
i : BY INDUSTRY, 1983

Percentage of Percentage of

tax benefits employees

511 =anufacturing industries .7 100 100%
food and kindred products o 6.9 9.1
Textile nill products < 0.2 1.1
Apparel ) 3.1 17.6
Chenicals - 49.3 17.2
Fharmaceuticals 46.3 14.8
fther - 3.0 2.6
Pubber and plastic products 0.7 1.3~
Leather 1.0 5.3

Tabricated metal products 1.3 2.2 .

*acninery, except electrical 1.1 1.0
w?.l:c::ical and electronic equipment 23.3 28.7
instruzents and related products 7.0 14.3
wiher =anufacturing 6.1 2.2

Cepart-ent ot the Ireasury
$8ize of Tax Analysis

COURCEZ:  The amount of tax benefits is from Table 4-5, column 3. The
number of emplovees is from Table 4-6, column 3.



28 - PERSONAS DMPLEADAS POR INDUSTRI:
TABLE 26 - EWPLOYED PERSONS BY INDUSTRY:

AS:  AROS ECOMONICOS
FISCAL YEARS

(En miles - in thiwsands)

Partida 10 |

TOTAL si2

Agricultara (229
Culia 124
caré ‘ k.
Tataco 18
Otras fincas 61
Silvicultare y pesce [}
Msaufacturs, excepto agufs es el hogw 54
Azhear .. 20
Productos de tabaco L3
Textiles 3 agajn en talleres 17
Licores y cerveszs [$3]
Otras industrias sanufacturerss 13
Trabajo de aguja o el bogar 45
Niperfa oy
Construceidn 16
Comercio -
Al por mayor 6

Al detal 4@
Fiosazas, segurce y bienes rafces 2
Transportacién 17
Commtcacica 1
Otros servicios peblicos 2
Servicics i
Servicio doséstico <
Otros £
Gobierno 13

g
g

]
d

¥25a28 o 28RS

45

ol

2 5 tuBaw2 2

-
&

3 a Bl

62

1963|1908 | 1987 |Ties |

851 Lo |(2) 684

ue 105 9 o 3¢ 14
bod 34 J 24 23 t9

23 1 191 20 17 13
13 1 ‘ . 3 2
« . w)| o ©
(13 ®) (=) 1 1] 1
14 123 128 138 { 143 | 14
1 [] 7 []

9 10 8 8 7 s
30 B 17} 2 » »
3 3 3 3 3
[ 7 7] 2 n (13
7 4 [0 2 1 1

2 [0 @ 1 H 1
62 ] 61| 70 3 33
ue | 124 1261 123 | 122 | 138

14 14 14 14 14 L4
108 e mn2 4 118 124
o 10 11 12 13 14
] 28 2 29 30 2
3 5 s L] L] T
u 11t 12 13 13 13
” 107 m 12 118 123
18 13 18 17 18 16
* 90 93 [ 1] 100 7

L 94 95| 100 { 108 | 13

1 iﬂl.

755

e
ns

EXHIBIT E (1)

1972

Aqeleulturs
Supar cne
Cofte
Toleco
Otiur Faoms

faretcy amt fisheries

sinyfacturing,
Lugar .
Tobicco products
Textiles ane apparel
Alcoholic deverayes ani brewerles
Other

mxcepl hoew neoglmsork

Home teedlework
uining
Construction .
Traoe

wholesale

Retail
Financr, inturance ang rerd estate
Transportation
Commpnicrtion
Fublic utilities
Services

Gomeatic services

Other

Government

Nots: Prosedio de & meses, jullo, octubre, emero y abril para

los alios de 1940 & 1964,
(1) Isforssciin no estf disponidle.

{2) EI desgiose 50 sume al total debido s} redondeo.

(s) MNenos de 2,000,
Pyeate:

Pers 108 otros sios, promedio de 12 weses.

H

Oepartamento del Trabajo, Negociado de Estadisticas,

excepto pars 1940 que se obtuvo del Censo de Poblacion de 1940,

Nots
1930 to 1964,

{1} oata not avalladle.

{2) Figures myy not 18 10 tota} nue to roundinng,

(2) Less than 7,000,

Source”

Four month-rate, Ju‘y. Octaber, Jiynuary and April from
For the Other years, 12 month rate.

tepartment af L ter, Pureia of Libor Stitistics.

evenrt for 1980 mtLiraes free 13,0 £ acun of frul tenn,

682
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EXFIBIT P (1)

TABLE A.
A | 8 | [ | D

| 1 [item Drugs . Drugs Drugs
[ 2] Al Costsharing  Others

3 85-86 85-86 85-86
_4_|Number of returns 3 22 S
| S _|Total assets 8,921,844 3,507,634 5,414,210 .
| 6_] Cesh 1,717,851 ° 623,249 1,094,602
| _7_| Noles8A/R 1,337,999 786,751 §51,248)
| 8 | Less: BDAllowance 2,177 1,530 647
|9 _| Inventories 475,179 219,077 256,102
| 10 | Investment in 60s 488,874 340,570 148,304
| 11 | Other current sssots 313,005 ' 99,073 213,932
1 12 1 Loons to stockholders 38,910 0 38,910
[ 13 | Mortgage and real estate loans 4,165 0 4,165
[ 14 ] Other investments 3,229,602 1,006,823 2,222,779
| 15 | Deprecioble assets = 1,449,793 §48,233 901,560
1 Less: Acc. depreciation 474,400 180,629 293,771
| 17 | Depletebloassats - 69 0 69
| 18 | Less: Acc. depletion 0 0 0
19 |-Lend 28,910 5,959 22,951
[ 20 | Intsngible essets 128,911 1,292 121,619
[ 21 | Less: Acc. smortization 86,267 2,916 83,351
- 22 | Other assels 271,419 55,662 215,737
| 23 |Tolal: L + S, Equity 8,921,844 3,507,634 65,414,210
[ 24 | AP 275,606 183,085 92,521
| 25 | Current portfon: LTD 151,311 48,780 102,531
| 26 | Other current 1abilities 237,113 83,472 163,641
1 27 | Loans from stockholders 33,052 9,002 24,050
28 | Mortages, noles & bonds 247,960 14,502 233,458
[ 29 | Other Habilities 86,012 13,884 72,128
| 30 | Copital stock 132,902 18,098 114,804
[ 31 | Poid-in or capitel surpius 320,990 119,972 201,018
| 32 | Retalned earnings, approp. 0 0 0
| 33 | Retained earnings, unapprop. 7,506,376 3,016,839 4,489,537
34 | Less: cost of tressury stock - 44 0 44

Source: U!S, Treasury Department
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EXHIBIT F (11).

A | B ] [ D
1_Jitem Drugs Drugs Drugs
| 2 | Al Cost sharing Others -
3 §5-86 85-86 -86
| 35 |Total receipts 4,094,212 1,781,646 2,312,566
| 36 | Business recsipts 2,778,388 1,676,252 1,102,136
37| Interest on Non-Munis 324,755 87,634 237,121
38 | Interest on Munis 23,619 11,029 12,590
39] Rents 19 55 64
40 | Royaities 2,695 0 2,695
41 | NetSTCO. 2,561 - 0 2,561
| 42 | NetLTCO. 1,285 .0 102 1,183
| 43 | Net gain, concapital sssets 12 0 12
44 | Dividends from dm &frgn corps. 20,887 1,561 19,326
| 45 | Other receipts (net) 939,892 5,013 934,879
| 46 |Totel deductions = 1,654,828 943,806 711,022
47 ] Cost of sales and operations 863,924 $12,696 351,228
48 | Compensation of officers 1,931 973 958
49 | Saleries & weges 51,198 22,071 29,127
-Repairs 14,142 $,676 8,466
| S1 | Baddebts 596 265 331
K 2 Rents paid 3,007 2,069 938
83 | Texes paid 13,433 5,770 7,663
4 | Interest paid 12,497 5,983 6514
S | Contributions 657 318 339
6 | Amortization 989 375 614
7| Depreciation 57,979 30,278 27,701
8 | Depletion 0 0 0
9 | Advertising 15,963 10,247 5,716
€ Pension, stock bonus plans 3,695 2510 1,185
61 | Employes benefit programs 14,332 7,775 6,557
62 | Net loss, noncapitel asssts 968 737 231
63 | Other deductions 599,515 336,064 263,451
64 | Total recaipts - tota! deductions 2,439,385 837,840 1,601,545
65 |Net income { lass deficit) - - 2,415,766 826,811 1,588,955| -
¢ Net income 242,117 826,811  -584,694
67 | Deficit -5,351 0 -5,351
68 |Ni - D per books 2,395,964 860,462 1,535,482
69 |Inc. subject to tax 2,403,154 825,484 1,577,670
70 |Inc. tax before creds: totel 1,107,001 379,813 727,188
71 jInc. tax before creds: reg. & altern. 1,105,199 379,704 725,495
72 | U.S. possessions tox credit 1,093,244 378,885 714,359
13 | Foreign tax credit 65 65 0
74 | Investment credit 0 -0 0
7S | Ressarch activities credit 0 0 0
76 | General business credit 54 13 41
17 Jobs credit 0 0 0
78 | Other credits 0 0 0
79 }income tax efter credits 13,679 850 12,829
80 [Reduction in tax liability 973,844 342,865 - 630,979
81_IDist. to stockholders, not own stock 1,410,215 362,815 1,047,400}
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EXHIBIT G.

Estrada expands in rough times

The price of an auto empire

By MARIA T. PADRLA
STAR Busrwss Edvor

mérite Estrada Rivera is known around town as ihe
man who is buying everylhing

Recently, one wag asked Bnndc u M phmd to boy
he Prerto Rico €0. a8

is packed with hundred

New & Used Car Reglstrations
{In thousands)

¢ STAR phote by Parsh Avers
Emirito Estrada Rivera shows off his top of the line
Chrysler Imperisl, priced st $38,000. The lot sbove
s of cars and Jeeps that
N Estrada must try to sell in & very slow markel.

'ehephone
Estrada replied, " lmnotbuyluﬂmaucna«-c
lmlnﬂe Nuhru. the island's govermment-owned

piog com|
’“Eu- -«hovt PRTC aad Navierss, Estrada, 50, has dooe quite well

1o the u.u seversl years, he has enlsrged his auto distribution
business rfAsking it the islands No 2 Swch makes as Chrysler,
Plymouth, Dodge, Jeep Jee' Eagle. Alfa Romeo, lsm m Daibatsw
{all uoder the Fstrada banser. That’s nol incl lellll1
subsidlary, a paits atd uuwm Lusiness and n Agrl(ul ural
equipment umi

All told. Estrada’s empire brings in between §140 million and $150
enowgh 10 piace rt among the top native companies.

Lhers, be may be on his way to pushing sales

bigher He is negotialing Lhe purchase of the Thrilty car rental/leasing
franchise. And is eyeing Toyota, the best- ullln; nr make in Puerto
Rlco and possibly Ford and General Motocs s

« Estrada may be either a madman or » genlus Mlu all, this activity
comes at a time when car sales are’l exacily sanguine. The best year
for car nlu was (008, when nearly 136,000 new and used units were
sold As Roma General Motors Ovenun Corp district

- of how the market is bebaving” Bﬂndnnht
sommmwmummﬁn

RO

aaem

Page B-7- Sme.

ship- -
L4 QU JU—
. " - n -
150 . < .« & &
« - Lol - - -
e e —: - ——g
e . g * - B/
o had - - -~ ~ O3 05 :\:\
= . TR R R R
F 50 % Ay AAY A3
o 100 -7 Y AN RN DN
- o N 9 iR R R
2ol | I\ 0 00 " Ly AAY 028
XX N W 00 XN Ry X N Do
N O KD RN XNy A AW
RN ONN WX e Y W N A AN R
IR ONN URN kX MY XN RN Ry AN N
A 0y ) N 004 00 ARy ARy AAY AAY
N B 2 N NN AR
BRI WX W 9 0 AN NN RN RN AN
RN TN o o) R N SN N A A
5058 A% o A B NN NN A ARy KWy
V) ‘) W a7 oA 00N 02 o N W50
NN WR DR W W NI W R
N XN O X3 0 X N 0o
AR PR KN} NN LA LAY LA
PR DA . Db b B 4500 Wi 4 55 25 Ol 2 0

BEST AVAILABLE COPY




244

-wmnu«mn Sevavsvessenree

e | 232EBE R LS st an B N 1SR B G
5878 gee | BlnpiteglBARIE d Gl GEBAT BRG] of o] B
mw S b 40 .wmmmmmmmw Lt ik B sty
H- s3f3|f w HH m.,mwm PH mmm .mumw H4. mmmmmwmm Mmmm wwmmmmm mmw.u.mu.mmmm.mmm
q.m“m 28355 | BB _mmmmwmuwmm g L THO R U iftiing HHIE
R U | it gl e ah S R LY
R

& : 1 3 a mwm wuu. M -nm ml....m.u g mum 3
HHHE MWM wmmm mmhm mmﬁmm Bt

: iy
2 3.55,%
mm mm mm

)

b
2!
o't
e
Rico
Llioo in 19867
hy Estrads registered Simia io Panama,

t's wnciesr w

ollnz .

..m- umuw

Mu A,ﬂm wm-,u

is a0t iikegal, but highly wnosal if
ot. Knowledgeable sources say that every Japanese

k4
F]
5
i
m
m
m
m

. mmm mmm

BEST AVAILABLE COPY



245

STATEMENT OF Ex-SENATOR RUBEN RivERA RAMoOs

Mr. Chairman. I appreciate the opportunity given me by this Committee to
present in writing my statement and I hereby pray this Committee to make it as
part of the record.

Mr. Chairman, the Puerto Rican people must be told the truth. Sad to say but
truth is not coming from Congress. The Congress Budget Office Report is based on
“HEARSAY"” rather than on economic facts, good for lobbyist, but squalid for
United State Senators. They have taken the view of protecting the 936 Corporations,
while ours is above all a problem of freedom within the Union or out of the Union
as a Republic. How could C.B.0. miss the point that if Puerto Rico, becomes a Re-
public, United States will have to pay yearly from [ive to eight billions dollars for
the naval and military installations in Puerto Rico? This will be then, an Interna-
tional Issue, while now Ceiba Naval Base it is not negotiable for U.S.A.

How could C.B.O. Congress Budget Office fail to see that Puerto Rico is a piece of
Real Estate owned by the United States as an exclusive market to sell the US.A,,
farming and industrial products here and that, Puerto Rico is the 4th U.S. most im-
portant market out of the mainland?

How could the C.B.O. people fail to see that if the Puerto Rican poor and indigent
receives over two Billion dollars in Statehood, that money will go back to the heart
of the American economy through the Arteries of the economy; which is not likely
to happen under Independence.

How could C.B.O. technicians fail to see that 936 Corporations can remain in
Puerto Rico, if Puerto Rico becomes a state until Puerto Ricans raise their income
“PER CAPITA” similar to that of the state of Mississippi. Why they close this door
to walk in darkness?

The C.B.O. Report is cruel in its nature, and fails to show that Commonwealth is
no longer an option, because of an ambivalence that cries for self determination, for
a final definition and the ending of a third class citizenship based on a J)rivile e
called tax exemption, which is a crime against the poor and indigent and for the
benefit of the rich and mighty exploiter of the mainland. Simple Common sense
makes }'t imperative for a reasonable man to tell. C.B.O. people “sad to say shame
on you.

F{)r the C.B.O. technicians, Statehood is a trial and error adventure unknown to
mankind and something beyond human experience and the report is fog to shadow
available scientific economic facts real to our integrated economy, and they are fail-
ing to show truth to members of Congress.

he C.B.O. Report seems to convey the message that Statehood means starvation!
UNBELIEVABLE! The report is biased.

Mr. Chairman sad to say, but the plebiscite proceeding in the House of Represent-
ative of the United States and the C.B.0. Report are lacking seriousness and we
pray for seriousness as measured and considered in S. 712,

We also pray for legislation to guarantee one man, one vote; because in Puerto
Rico dozens of thousands of voters never appear on the voting list, and Computers
counting votes are one sided. Under the American Flag that vote, and the right to
vote must be protected, but that justice is choked in Congress and in Puerto Rico, if
our self determination proceeding is a battle among the 936 Corporations interest
and those on Welfare in the Island.

Mr. Chairman, please consider S. 712,

STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION oF PUERTO Rico

The Securities Industry Association of Puerto Rico believes that any consider-
ations to modify Puerto Rico’s existing political status should take into account the
tax attributes at time of issuance of Puerto Rico securities and other types of financ-
ings, so that significant economic value is not needlessly destroyed and Puerto
Rico’s ability to finance its future economic development is not impaired.

There are several types of securities which could be adversely affected by a
change in political status and should be considered separately:

—Puerto Rico municigal bonds that qualify under Section 103 of the U.S. Internal
Revenue Code are, by virtue of the Puerto Rico Federal Relations Act and pred-
ecessor legislation, exempt from Federal, state and local taxation. This allows
the Commonwealth of Puerto Rico to market its bonds to U.S. investors on a
nationwide basis and to price those bonds at rates significantly lower than
would otherwise be achievable, given Puerto Rico’s credit rating. Any change to
the Puerto Rico Federal Relations Act that adversely aitered the so-called
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“triple tax exemption” of Puerto Rico municipal bonds by, for example, elimi-
nating the state and local tax exemption that is generally not a feature of U.S.
municipal bonds except within the issuing jurisdiction, would. materially reduce
the value of these securities by between 4 to 5% of the outstanding principal
amount. This would represent a loss in value to U.S. mainland holders of these
securities of between $400 to $500 million of the face value of the Common-
wealth's outstanding public debt as of December 31, 1988, and a corresponding
loss to the L.R.S. through the capital loss provisions.

—In addition to issuing municipal bonds that qualify under Section 103 of the
U.S. Internal Revenue Code for Federal tax exemption, Puerto Rico also issues
other types of obligations exempt from Puerto Rico income taxation for sale ex-
clusively to residents of Puerto Rico, the proceeds of which are used for the
funding of the capital improvement programs of public corporations such as the
Puerto Rico Telephone Authority and the Puerto Rico Industrial Development
Company or other public and private sector economic development projects,
which for various technical reasons do not qualify for Federal tax exemption
under Section 103 of the Code. These bonds were sold on the basis of the Puerto
Rico tax exemption and the current tax status of Puerto Rico residents under
Federal law, which provides that residents of Puerto Rico are generally exempt

Mrom U.S. income taxation on their income from Puerto Rico sources. The impo-
sition of Federal income taxation upon residents of Puerto Rico who have in-
vested in good faith in these securities could devalue approximately 10%, or
$100 million, of the outstanding value of these securities.

—Finally, the Commonwealth has for years provided support for the housing
market by providing Puerto Rico tax exemption for certain types of mortgages
and mortgage-backed securities related to housing in Puerto Rico. This has al-
lowed the Puerto Rico housing market to remain strong when other markets
have faltered, and has reduced the effective cost of housing in Puerto Rico, al-
lowing for affordable housing programs sponsored by the Commonwealth. This
favorable tax treatment, once again, has been based on the fact that under the
current relationship between the U.S. and Puerto Rico residents of the Com-
monwealth are not subject to Federal income taxation on their Puerto Rico
source income. In this case, the imposition of Federal income taxation upon
residents of Puerto Rico could result in a market devaluation of these securities
equal to approximately 8% of the outstanding face value of these securities, or
approximately $150 to $185 million.

For the reasons stated above, The Securities Industry Association of Puerto Rico
strongly feels that irrespective of political status considerations, the particular tax
status applicable on the date of issuance to any Puerto Rico securities or other types
of financings should be effectively “grandfathered.” Failure to do so would destroy
significant investor wealth both in Puerto Rico and in the United States, without
achieving any meaningful objective for either jurisdiction.

Beyond the potentially negative retrospective effects on investors’ assets described
above, The Securities Industry Association of Puerto Rico would also like to point
out that the elimination or curtailment of the current tax attributes of Puerto Rico
securities would result in a significant increase in the cost of capital for public and
private sector economic development projects and infrastructure in Puerto Rico, and
would therefore materially adversely affect the future growth of the local economy.

Attachment.
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S. Hro. 101-198 (Py. 2)

POLITICAL STATUS OF PUERTO RICO

STATEMENT OF MIGURL A. FERRER, PRESIDENT, SECURITIES IN-
DUSTRY ASSOCIATION, PUERTO RICO, ACCOMPANIED BY JOSE
GONZALREZ, SECURITIES INDUSTRY ASSOCIATION; AND JORE
MIRANDA, SECURITIES INDUSTRY ASSOCIATION

Mr. Faraza. Mr. Chairman, Sena my name is Miguel Anto-
nio Ferrer. I am here representing t‘l:onbccurltiu!nd Associa-
tion of Puerto Rico, which is composed of ti.e many ties firne
with presence in Puerto Rico.

- With me to help with questions that may arise is Mr. Jose
Ramon Gonzales.

Go
We welcome having this opportunity to focus your attention on
two matters of economic .umm"m have not been offered
sufficient atiention up to now. Please sllow me to briefly read from
the statement previously submitted to you. S

The Securities Industry Association of Puerto Rico maintains irvespective of
tical status considerations, section 938 of the US. Iaternal ﬁuww

In both instances the uncertainty saused by revisions in the section damag-
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Two. Section 938 accelerated the developmeat in Pusrto Rico of
manufacturing Kr‘:inly at the time when mhbum and other factors were
eroding Pusrto Rico's competitive in light, tensive manufacturing.

Thres. Approximately $16 billion that companies keep invested in Puerto Rico
are the island’s maost valuable source of capital and have played a crucial role in the
development of a modern and sophisticated financisl ¢ .

Four. Punde invested by 936 companies in Puerto have also besn crucial in
supporting mulgmbuinn( lic sector pnguu and have provided & relatively

or government investmeat in development oriented
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I will also touch now on the second matter on hand, which is a
supplementary statement made in our statement to you.

e Securities. Industry Association of Puerto Rico believes
m;fly that any consideration to modify Puerto Rico’s existing
litical status should take into account the tax attributes at t
time of issuance of Puerto Rico’s securities and other t of fin-
ancings so that significant economic value is not needlessly de-
stroyed, and Puerto Rico’s ability to finance its future economic de-
velopment is not impaired.

There are several types of securities which would be adversely
affectled by change in political status and should be considered sep-
arately.

Fin{ Puerto Rico municipal bonds that qualify under section 103
of the U.S. Internal Revenue code are by virtue of the Puerto Rico
federal relationship and predecessor lefulation exempt from feder-
al, state and local taxation. This allows the commonwealth of
Puerto Rico to market the bonds to U.S. investors on a r.ationwide
basis and to price these bonds at rates significantly lower than
would otherwise be achievable, given Puerto Rico’s credit rating.

Any change to the Puerto Rico federal relationship that adverse-
ly alters the so-called triple tax exemption of Puerto Rico munici-
pal bonds—for example, eliminating the state and local tax exem
tion that is generally not a feature of the U.S. municipal bonds,
except within the issuing jurisdiction, would materially reduce the
value of these securities of between 4 to 6 percent of the outatand-

rincipal amount.

is would represent a loss in value to U.S. mainland holders of
these securities of between $400-$500 million of face value of the
commonwealth's outstanding public debt as of December 31, 1988,
and a corresponding loes to the IRS through the capital lou'\provi-
sions.

In addition to issuing municipal bonds that egualify under section
103 of the U.S. Internal Revenue Code for federal tax exemption,
Puerto Rico also issues other types of obligations exempt from
Puerto Rico income taxation for sales exclusively to residents of
Puerto Rico, the proceeds of which are used for the funding of the
capital improvement programs of public corporations such as
Puerto Rico Telephone Authority, the Puerto Rican Industrial De-
velopment Company, and other public and private sector economic
development projects which for various technical reasons do not
qualify for federal tax exemption under section 108 of the code.

These bonds are sold on the basis of Puerto Rico tax exemption,
and the current tax status of Puerto Rico residents under federal
law which provides that residents of Puerto Rico are generally
exempt from U.S. income taxation on their income from Puerto
Rico sources.

The imposition of federal income taxation upon residents of
Puerto Rico who have invested in good faith in these securities .
could devalue approximately 10 percent or about $100 million of
the outstanding value of these securities.

Finally, the commonwealth of Puerto Rico has for years provided
support for the housing market by providing Puerto Rico tax ex-
emption for certain types of mortgages and mortgage backed secu-
rities relating to housing in Puerto Rico. This has allowed Puerto
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Rico housing markets to remain strong when other markets have
faltered and has reduced the effective cost of housing in Puerto
Rico, allowini for affordable housing programs sponsored by the
commonwealth.

This favorable tax treatment once again has been based on the
fact that under the current relationship between the U.S. and
Puerto Rico, residents of the commonwealth are not subject to fed-
eral income taxation on their Puerto Rico source income.

In this case, the imposition of federal income taxation upon resi-
dents of Puerto Rico could result in a market devaluation of these
securities equal to approximately 8 percent of the outstanding face
amlount of the securities or somewhere approximately $150-$185
million.

For the reasons stated above, the Securities Industry Association
of Puerto Rico strongly feels that irrespective of political status
considerations, the particular tax status applicable of the date of
issuance to any Puerto Rico securities or any other type of financ-
ing should be effectively grandfathered. Failure to do so would de-
stroy significant investor wealth both in Puerto Rico and in the
United States without achieving any meaningful objective for
either juriediction. \

Beyond the potentiaily negative retrospective effects on investor
assets described above, the Security Industry Association of Puerto
Rico would like to point out that the elimination or curtailment of
the current tax attributes of Puerto Rico securities would result in
a significant increase in the cost of capital for public and private
sector economic development projects and infrastructure in Puerto
Rico and would, therefore, materially adversely affect the future
growth of the local economy.

Thank you very much. .

[The prepared statement of M{. Ferrer follows:]
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Statement by the Securities Industry Assoclation of Puerto Rico
Before the U.S. Senate Committee on Energy and Natural Resources
on S.710,S. 711 and $.712

San Juan, Puerto Rico
June 16 - 19th, 1989

The Securities Industry Assoclation of Puerto Rico maintains that,
irrespective of political status considerutions, Section 936 of the U.S. Internal
Revenue Code should be preserved as long as possible, since the corporations
operating under this Section are of fundamental importance to Puerto Rico's
present and future economic well being. Section 936, coupled with the Puerto
Rico Industrial Incentives Acts, constitute the most cost-effective economic
development benefit the United States currently provides Puerto Rico.

The Securities Industry Association of Puerto Rico believes that any
alteration of Section 936 would cause severe dislocations in the existing
economic structure of Puerto Rico, and as such should be rejected. It should
be noted that the Section has already been altered twice, once in 1982 through
TEFRA (the Tax Equity and Fiscal Responsibility Act), and later in 1985. In
both instances the uncertainty caused by revisions in the Section proved
damaging to investment in Puerto Rico ﬁ\d raised the costs of locating in
Puerto Rico for 936 corponti/om. The Association believes that the
limitations placed on income due to intangibles by TEFRA and the trimming
of benefits from investment income effected in 19835 were sufficient to address
the concerns of the U.S. Treasury and the Congress, and that preservation of
the Section as presently established is essentlal.
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The operation of Section 936 has been the subject of much analysis
almost since the section’s enactment in 1976. This presentation makes use of
previous studies on the impact of Section 936, particularly the recently
finished study commissioned by the Puerto Rico Bankers Association,

The purpose of the presentation is to elaborate on the following points:

o Since the enactment of the Section in 1976, 936 manufacturing and
financial activities have given life to local industry and capital
markets, which currently are the backbone of investment activities
benefiting Puerto Rico and the Caribbean Basin.

* Section 936 accelerated the development in Puerto Rico of high-
technology manufacturing precisely at a time when rising labor
costs and other factors were eroding Puerto Rico's competitive edge
in light, labor-intensive manufacttiring.

* The approximately $15 billion that 936 companies keep invested in
Puerto Rico are the Island’s most valuabie source ;)f capital and
have played a crucial role in the development of a modern and
sophisticated finandial system.

* Funds invested by 936 companies in Puerto Rico have also been
crudial in supporting socially-stabilizing public sector programs and
have provided a relatively low-cost source of financing for

government investment in development oriented projects.

* Cost-benefit analyses of the operation of Section 936 indicate that
the benefits to Puerto Rico are substantially higher than the costs to
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the U.S. Treasury, so that the Section is a cost-effective instrument
for promoting economic development on the Island.

e Puerto Rico’s present and future level of economic development
depends critically on the preservation of Section 936.

The Economic Impact of Section 936

The enactment of Section 936 in 1976 had a strong immediate impact
on Puerto Rico’s economy, but it also had a more pervasive longer-term
effect. The immediate impact consisted in buffering the Istand's severe
economic crisis of the mid 1970s, the first in Puerto Rico’s modern economic
history. More important, however, is the longer-term contribution of Section
936 to facilitating the transition away from light, labor-intensive
manufacturing to an industrial structure characterized by the application of
advanced technologies, of which the pharmaceutical and electronics

industries are the foremost examples.

The movement away from traditional, labor-intensive industries to
high technology manufacturing processes was necessary because Puerto Rico
has experienced a loss of its competitive advantage as a low labor cost site.
Section 936 has been an imporiant factor in facilitating this transition,
together with the Commonwealth's own tax incentives. It is unlikely that
any of the firms operating under Section 936 in Puerto Rico would have
located here had it not been for the existence of the Section.

The unsatisfactory trends in employment and investment since the
mid-1970s would have been much worse without the growth of high-
technology manufacturing spurred by Section 936. It should be pointed out

-
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that in 1988 manufacturing was responsible for 56% of total Gross Product and
40% of Gross Domestic Product. Of net manufacturing income, 73% was
produced by high-technology industries in 1988. It is also important to
mention that investment in machinery and equipment, most of which was
in the 936 manufacturing sector, in the period between 1976 and 1988 grew in
every year except one. The experience with construction, however, was quite

different, with decreases in five of those years.

Net Income in Manufacturing by Type of lmdustry
(Miition Curreat Dellars)

B Ower
0O Trediional
B High-Tech

Section 936 also had a strong positive impact on the financial sector, as
the inflow of 936 deposits provided much-needed liquidity at a critical
moment. Commercial banks were under great pressure in the early 1970s
owing to the crisis in the construction industry and the overall weakness of
the local economy. More recently, in the early 1980s, federal savings banks
were endangered by the sharp rise in interest rates that affected the entire
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industry in the United States. In both cases, 936 funds were instrumental in
facilitating adjustment and recovery for local financial institutions.

Phe liquidity and soundness made possible by 936 deposits have also
shielded local savings and loans associations from the crisis that besets the
industry on the mainland. While the federal government estimates that as
much as $200 billion will be needed to bail out ailing savings and loans on the
mainland, no such bail-out effort will be required in Puerto Rico. The reason
is that, on average, local savings and loans are on a sounder footing than
their U.S. countarparts, owing largely to the healthy effects of 936 deposits.
For example, in the third quarter of 1988, the five local thrifts with publicly-
traded stock, which together account for 75% of deposits in the industry, had a
return on average equity of 12.16%, more than double the U.S. average of
5.38%. Similarly, these institutions had a ratio of net income to average assets
of 3.22% compared with a national average of 2.01%. '

936 Deposits and Puerto Rico's Financial System

Since the 1960s, Puerto Rico's commercial banks had een fadng a
dedlining growth rate of deposits which eventually would have affected their
lending capacity. After 1976, the inflow of 936 deposits helped to maintain the
growth of total deposits at close to historical rates, which in itself represents a
substantial contribution of these funds to the lozal economy.

In the 27 years since 1960, deposits at commercial banks grew at an
average annual rate of 14%, but the growth was not even during the period.
In fact, the expansion of private deposits—~the bulk of the total—decelerated
significantly during 1960-1977. From an average annual growth of 16.1% in
1963-1976, the growth of these deposits slowed to 12.6% annually in 1973-1977.

]



Following the enactment of Section 936, the growth of deposits picked up
again during 1978-1962, although it still remained below the rates observed in

the early 1960s.

36 and Other Private Deposits
le Private Commercial Banks
(Ia Thousasd Dollars)

18,000,000

16,000,000 - 4
14,000,000 T

12,000,000 3

10,000,000 5 B 9%
8,000,000 B Oner
6,000,000
4,000,000
2,000,000 1

0
1960 1963 1966 1960 1972 1975 1978 1981 1984 1987

Source:  Estudios Técnicos, Inc., based on data from the Commissioner of Pinancial
Institutions
As of the end of fiscal year 1987, ‘privne commercial banks had $18.3
billion in deposits, of which 96% were private deposits. Funds deposited by
936 corporations amounted to $6.9 billion, representing 38% of all deposits
and 39% of private deposits. \ - )

In the absence of 936 funds it would have been difficult for private
commercial banks to extend credit in the amounts actually observed since the
mid-1970s, given the slowdown in the growth of non-936 deposits. The ratio
of total loans and discounts to non-936 deposits exceeded 100% in four of the
eleven years after 1976, and in another four years during that period the ratio
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was over 90%. This is a clear indication that non-936 funds alore could not
have sustained the growth in the banks' loan portfolio observed since 1977

Ratio of Loans and Discounts to Non-936 Deposits
(As of June 30 of each year)
120.0%

. 1975 1978 19681 1984 1987

Financlal institutions authorized to receive 936 deposits in Puerto Rico
are subject to regulations governing the use of such funds. The
Commonwealth's Commissioner of Financial Institutions is responsible for
enacting and enforcing the applicable rules, currently embodied in Regulation
3582, which replaced the previous Regulation 3087 on March 1, 1988. The
crux of the regulations is the definition of eligible activities to which funds
may be channeled and the establishment of minimum and additional
eligible-activity generation requirements. Eligible activities are defined in
Regulation 3582 as those lending and investment activities that constitute
utilization within Puerto Rico of eligible funds and which tend directly to

-
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increase production, income and employment. Regulation 3582 includes a
list of such activities and explicitly excludes some uses of funds from

eligibility. For example, consumer loans do not qualify for the use of 936
deposits.

These regulations stimulate fin:ncial institutions to assume an activist
position in seeking qualified borrowers and in keeping the cost of 936 funds
low. They also encourage the pass-through of low deposit costs to final
borrowers by forcing the institutions to compete for eliggble activity. And if
local demand for financing is weak—~as may happen during a slow period in
the Island's economy-institutions will tend to offer unattractive rates to 936
depositors, thus encouraging repatriation of earnings to the mainland.
Therefore, the rules are consonant with Congress’ dual intent of promoting
productive investment in the possessions and fostering repatriation of
earnings not absorbed productively by the possession economy.

A 1985 study by the Governmimt Development Bank (GDB) points out
that $3,731 million of direct 936 funds received by' commercial banks up to
March 1985 went into commercial, industrial and agricultural loans,
representing 86% of total commercial bank loans in that category and 45% of
eligible activity. The remainder went into mortgage loans(il.(%),
government obligations(22.8%) and other eligible activities (17.9%). As of
February 1988, the share of comumercial loans in total eligible activity was 51%
and the outstanding balance amounted to $4.5 billion. Total financing of
eligible activity as of February 1988 amounted to $9.4 billion, 56% higher than
the $6 billion in direct 936 deposits at commercial banks.
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It should be noted that the creation in 1977 of the Puerto Rico
Industrial, Medical, Educational and Environmental Control Facilities
Financing Authority (AFICA), an affiliate of the Government Development
Bank, offered another channel for the use of 936 funds in productive
investment. AFICA offers medium- and long-term financing through the
issuing of tax-exempt industrial revenue bonds at rates below conventional
lending rates. As of fiscal year 1986, AFICA had financed 99 projects for a total
of about $2.1 billion, of which more than two-thirds went into industrial
projects.

Another important effect of 936 funds has been to reduce the cost of
credit in Puerto Rico. According to data reported by commercial banks to the
Commissioner of Financial Institutions, the average rate charged on
commercial loans originated in August 1988 was 12 basis points under the
U.S. prime rate, which suggests that credit to local productive activities is
relatively inexpensive thanks to the availability of 936 deposits. GDB's 1985
study had already found that in March 1985 the four largest commercial banks
on the Island were charging 59 basis points less than the prime rate on
conunercial, lndustrhi, agricultural and construction loans, a sharp contrast
with the rate of 346 basis points over the p;'ime rate charged on the same loan
categories in March 1975, before Section 956 was enacted.

Studies of Puerto Rico's economic structure show that commerdcial
bank financing is an important input in many productive sectors, particulasly .
in trade, services, government, and in some areas of manufacturing. Input-
output data for 1984 show that financial intermediation has strong linkages to
" service-sector activities with a substantial representation of local capital that

have a significant impact on employment and income on the Island. A
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reduction in bank lending such as would result from the loss of 936 deposits
would therefore have strong negative effects on important sectors of local

economic activity.

More than 90% of the banks' commercial and industrial loans are
small loans, that is, loans of less than $100,000, which support the operations
of small and medium-size businesses. In fact, more than 65% of these loans
do not exceed $25,000. Other items of intefest include the fact that four Puerto
Rico banks were listed recently among the 300 leading U.S. banks in
commercial loans. Similarly, one local bank ranks second in the United
States in the issuing of Small Business \Adminismﬁon loans and another
ranks 67th among the top 100 banks in granting agricultural loans. To put the
significance of these rankings in the proper perspective, it ’should be noted

that there are 14,000 commercial banks in-the United States.

Although 936 deposits in commercial banks constitute the single
largest investment of such funds by 936 corporations, substantial amounts
have also been intermediated through other segments of the local finandal
system, such as savings and loens banks and brokerage houses. In addition,
936 corporations also invest a significant amount of funds directly in local
finandal instruments, such as GNMA issues to finance mortgages originated
in Puerto Rico. The spreading of these funds through the financial system,
and the direct investment by the corporations have extended the benefits of
936 funds through the local economy, sustaining the development of a wide
array of financial activities and allowing for a broader scale of operations in

financial institutions.

10
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As of May. 1968, the local financial system had $10.6 billion of 936 funds,
of which $6.4 billion were deposited in commerdal banks, $1.9 billion were in
savings and loans banks and $2.4 billion were held by brokerage houses. In
addition, it is estimated that corporations had invested about $2 billion .
directly, without recourse to finandal intermediaries. By contrast, in 1983 the
funds were much more concentrated in commercial banks. At the end of that
year, banks held $4.9 billion in deposits out of a total of $5.7 billion, while
brokers held the remaining $800 million and savings and loans banks had no
participation in the market. This trend towards a better distribution of
deposits nc'wu the financial system has amplified the positive effects of 936

funds on the local economy.

)
The growth and diversification of the 936 funds market has led to the

development of innovative ways of financing productive activity in Puerto
Rico. One recent example is the creation of a special fund for agricultural
loans which has channeled about $250 million to farmers in Puerto Rico
through the Farm Credit Bank of Baltimore. The Bank sold notes to 936
companies to fund its credit - ctivities in Puerto Rico, and passed through the
relatively low cost of the funds to the borrowers. This is also the first known
instance of a federal government agency directly tapping the local 936 market.

Costs and Benefits of Section 936

A cause for much concern in Puerto Rico has been the assertion in
various U.S. Treasury reports that Section 936 is cost-ineffective, that is, that
costs to Treasury from the Section’s operation outweigh the benefits to Puerto
Rico’s economy. This assertion has been effectively contested in several

public- and private-sector studies in Puerto Rico, which have shown the .

n
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opposite to be true: the cost-benefit balance in effect argues for the Section's
permanence.

The essence of Treasury's approach has been to regard thev tax credits
claimed by 936 corporations as the cost of the Section’s operation and to
consider as benefits only the compensation to workers employed directly by

936 corporations. Thus, in the Treasury's Sixth _Report on the operation of
Section 936, it is pointed out that in tax year 1983 all manufacturing 936

companies received $18,523 in tax beneﬁ(a per employee, while the average
compensation per employee was $14,836.

This approach has been effectively challenged on the following
grounds:

* Treasury overestimates the éésts of the Section's operation in
assuming that tax benefits obtained by 936 corporations would
become tax revenues, dollar by dollar, in the absence of Section 936.
In effect, many 936 corporations would reincorporate in Puerto Rico
or relocate elsewhere outside the United States, such that the
anticipated tax revenues to the US. Treasury would not materialize.
If companies reincorporate in Puerto Rico, the Island would be the
primary tax jurisdiction, and the U.S. Treasury would only be able
to tax dividends repatriated to the United States after fulfilling
Puerto Rico's tax obligations. A similar situation would arise if
companies were to relocate elsewhere outside the United States.

* Treasury underestimates the benefits of Section 936 to Puerto Rico
by looking only at direct employment and compensation in 936
corporations. The indirect employment and compensation effects

12
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of 936 manufacturing companies are substantial, and should not be
ignored in the cost-benefit evaluation.

In a study by the Economic Develapment Administration of Puerto
Rico (EDA), which evaluated Treasury's cost-benefit analysis in the Fifth
Report, it is argued that Treasury o\g‘uaﬁmated the cost per employee by "...at
least $11,274 and underestimated the average benefit per employee by
$34,675." EDA concluded that "...Section 936 generates more than $4.50 in
benefits for every $1.00 of cost.” (EDA, Analysis of the Treasury Proposal to
Repeal_Section 936, March 1985, p. 26) Other studies have found similar
favorable ratios of benefits to costs by extending Treasury's analysis to include
indirect benefits and to incorporate more realistic estimates of the Section's

cost.

As mentioned earlier, Section 936 underwent significant modifications
in"1982 and in 1985, which limited tax benefits by placing constraints on

income from intangiblcs and from financial investments.
Effects of Repeal of Section 936

Should Section 936 be repealed, the assumption made by Treasury in
~estimating a tax gain of approximately $1.6 billion is that all manufacturing
activity presently in Puerto Rico would relocate to the United States. This is a
highly questionable assumption, and it would be more correct to assume that
the largest share would move to other locations outside the U.S. In this case,
tax payments would be substantially below those paid by a U.S. based
corporation under present tax legislation. Some firms would opt to remain

in Puerto Rico, as Puerto Rican corporations. In this case, Puerto Rico would
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be the primary tax jurisdiction and federal taxes would be paid only on that
portion of profits sent as dividends to U.S. firms or individuals.

Thus, the benefits to the U.S. Treasury from repeal of Section 936 are
questionable at best. On the other hand, the damage to Puerto Rico's
economy would be substantial and certain. The direct idss to Puerto Rico in
manufacturing output and employment would be significant, but the indirect
effects could be even more damaging. Many other domestic sectors of
economic activity are linked to 936 corporations through the effects these
corporations have on overall employment and on the aggregate demand for
goods and services on the Island. In A:ldwon. negative effects would spread
to other activities through the financial ramifications of the 936 sector, which
currently provides a major portion of the supply of cﬁpltd resources at
relatively low cost. Moreover, the indispensable transition to high-
technology manufacturing could be halted, endangering the Island's
development prospects in the medium and long terms.

Finally, it should be pointed out that Section 936 also provides benefits
to the United States economy, since local economic activity generates a
demand for U.S. products that creates and sustains jobs on the mainland. A
study by the WEFA Group of Philadelphia for the Puerto Rico Bankers
Association found that repeal of Section 936 could result in the loss of as
much as 80,000 jobs in the United States over a five-year period. Although
this is not a dramatic impact, given the size of the U.S. labor market, it is by
no means negligible.
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