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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



12

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.
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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
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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



30

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



31

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.
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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.



49

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
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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
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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 he