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Tax Reform Savaging of the
Puerto Rican Economy

Includccl in the Treasurv's tax reform plan is a proposal lo
repeal Section 936 of the Internal Revenue Code, thc possessiorrs
r :o rpora t ions  tax  c red i t .  Under  th is  pxrv is ion ,  a f f i l i a tes  o f  L l .S .
main land compan ies  engaged in  bus iness  in  a  U.S.  possess ion ,
chief ly in Puerto Rico, may claim a credit against their Fedr:ral
inconrc  tax  l iab i l i t ies  w i th  respcr ; t  to  the  inconre  produced by
these a f f i l i a tes  in  the  possess ion .  Coup led  w i th  the  tax  ho l idays
grantc r l  by  Puer to  R ico  under  Opera t ion  Bocr ts t rap ,  qua l i f y i r rg
possess ions  corpora t ions  are  subs tan t ia l l y  f rce  o f  inconre  tax  o r r
their possessions source ineorne. The 

' l -rcasury 
Departnrcnt pro-

poses to repcal thc Section 93ti  tax credit because i t  "  .  .  .  does not
bel ieve that thcre should be a pr:rnranr:nt tax subsidy for opera-
t ions  in  the  possess ions . "  Accord ing  to  the  Trcasury ,  thc  r ;u r ren t
possess ions  r ;c l rpora t ions  tax  sys t r :m is  r ;o rnp lex ,  expcns ivc  and
ine f f i c ien t .

The conrp lex i ty  in  the  possess ions  t ;o rpora t ions  prov is io r rs
is, of r;ourse, prirnari ly of the Treasury! own nraking. 

' l ieasury 
is

to  be  commended fo r  a r ;knowledg ing  th is  cornp lex i ty ,  bu t  rcJ rea l -
ing  a  r rse fu l  tax  p rov is ion  is  hard ly  thc  bes t  way  to  s in rp l i t f  i t .  The
chargc that the crcdit  is expensive and ineffer;t ivc is bast:d on thc
Treasur l , ' . s  g ross  overes t imat r :  o f  the  lax  r { l vL 'n r . rc  i t  fo regot :s
becausc of the credit and an equally gross undercstimatc of the
numbcr  o f  jobs  wh ich  a le  appropr ia te ly  a l t r ibu tab le  to  t f re  opera-
t ions  o f  posscss ions  corpora t ions  in  resp lonsc  to  thc  Sec t ion  !136
r;red i t .

Thc 
' freasury 

lJepartmetrt also acknowlcdges that rcpeal of
the  c red i t  w i l l  r ;ausc  d is rup t ions  in  the  possess ions ,  par t i cu la r ly
in  Puer to  R i r ;o .  I t  p roposes ,  there fore ,  to  rep lace  thc  p rcsr ;n t  Sec-
t ion  t l l J6  c red i t  by  a  so-ca l led  wage c rcd i t  wh ich ,  i t  asser ls ,  w i l l  be
rttore cost effer;t ivc.

The Treasury Department is wrong.
' lhe 

so-cal lecl wage credit would be a f ixed dol lar arnount per
hour  worked by  a l l  persons  employed in  the  possess ion  by  an
es tab l i shment  engaged in  manufac tur ing .  Th is  anrount  wou ld  be
60 percent of the rninimum wage applicable to such employees in
the f irst year-1987, decreasing by 10 percent per year bcginning
in 19911 unti l  i t  was complctely phasecl out in 1998. The credit
wou ld  app ly  aga ins t  the  Federa l  income tax  l iab i l i t y  on  the  pos-
sess ion  source  pro f i t s  o f  the  company.  For  th is  reason,  i t  i s
obviously wrong to treat the wage credit as a subsidy for empkry-
ment. The credit would reduce the tax on profi ts, not on wages. I t
would, therefore, reduce the cost of using capital,  although not to
anywhere near the same exlent as the present credit.  I t  would not
reduce the cost of using labor.

Plain and simple, the proposed wage credit is nothing more
than a severe cut back in the exist ing Section 936 credit.  As such,
i t  would do l i t t le to reduce complexity, and i t  certainly would not
be more effect ive in tr lromoting employment. And unless one
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rel ies on the Treasury! inrpl ici t  assumption of inert,  nonrespor)-
sive taxpayers, i t  won't produce any of the revenue gains so
extraragautly est imated by the Treasury Departnrent.

Far more is at stake than rnerely the tax puri ty, t idiness, or
revenue gains r,r 'hich the Treasury presumably is seeking by repeal
of Section 936. The combination of Puerto Rican tax hol idays and
the  Sect ion  936 tax  exempt ions  induced a  f lood  o f  new bus iness
investment and business ventures into Puerto Rico from 19'18
unt i l  the  mid-1970s.  The resu l t ing  expans ion  o f  p roduc t ion ,
employrnent, and income transformed the Puerto Rican econonry
f rom a  d ismal lv  unproduc t ive  agr icu l tu ra l  soc ie ty  in to  a  h igh ly
advanceci industr ial economy. I t  has made the Puerto Rican econ-
omy the model filr ecorrtxnic de r,,clc;pmen1 and gr*rvtlr *rigirrirti*g
in the private sector.

When the Reagan Administrat ion was seeking to develop a
C a r i b b e a n  B a s i n  I n i t i a t i v e ,  e r n p h a s i z i n g  t h e  p r i v a t e  s e c ; t o r ' s
respons ib i l i t y  fo r  deve lopment  and growth-genera t ing  ac t iv i t y ,  i t
c o u l d  h a v e  d o n e  n o  b e t t e r  t h a n  t o  i m p l e m c n t  a  S e c t i o n  9 3 0
approach.  Ins tead,  the  

' l i easury  
succcss fu l l y  pushec l  fo r  h igh lv

uun i t i vc  l im i ta t ions  on  Sec t ion  936 tha t  therc  were  in r ; luc le  c i  in
ihe  nr isnanrcd  Tax  Equ i ty  and F isca l  Respons ib i l i t y  A( r t  o f  i9 t ]2 .
The Puer to  R ican economv,  wh ich  had been fa l te r ing  s inc t :  thc  la lc
.1970s  as  a  resu l t  o f  ln te rna l  Rcvenuc Serv ic ;e  c f fo r ts  to  canr :c l  t l r c
tax  excnrp t ion  a f fo r t led  bv  Scr ; t ion  9116,  was s tunned;  i t  has  yc t  to
share irr l l rc rntr irr lartt l ' .s ct:onornir;  recover\r.  Repcal of Set;t iorr {} l l ( i
as  thc ' l ' reasr l ry  p ropos( )s  wou ld  be  a  devas ta t ing  l r low to  thc
Is land ls  o ( :onorny  and might  we l l  scnr i  i l  tu rnb l ing  back  towar r ls
i t s  p r r : -194t i  s ta tus  as  th t :  poorhouse o f  the  Car ibbean.

[. ]vcn i f  thc' l ieasury and thc Oongress lvere to bt: unc;ont;t :rrrcr l
ab t - r t r t  these e t ;unorn ic  conscquencos ,  th t :v  wor r ld  havc  to  l rc  t ;o t r -
r ;e r t red  about  th t - 'enL l r rnous  inc r t 'ases  in  rc l ie f  ou t lays  o f  ta r ious
sor ts  wh i r ;h  the  F-cc le ra l  govcrnnrcn t  wou lc i  havc  to  n rakc  t r r
a t tenrp t  to  rc l ievc  thc  Pucr to  R i r ;ans ' t : cor r r i rn i r ;  r i i s t ress . ' l ' h r :  resu l l
wou ld  b t :  a  s ign i f i< ;an t lv  g rea ter  f i s< ;a l  bur t l r :n  on  t l t c  f i r t l t : ra l
govt 'rnmt-.nt antl  a far [)oorcr, less produr;t ive I)uerto Rir;o in w]r i t ;h
thc  unr :n r l r lov r r re r r t  ra t t :  wor r l t l  a t la in  r rn th i r rkab le  l cve ls .  I t  i s
d i f f i r ;u l t  to  idont i f y  any  s ign i f i can t  tax  po l i cy  ga ins  tha t  rcpca l  o l '
Sc t ; l ion  1) l l t i  n r i ch t  a f fo rd  tha t  wou ld  be  wor th  the  c ;os l  in  tu r rns  o f
thc  rcsu l t ing  cconorn ic :  m iscry  an t l  in r rn ;ase  in  Fbc l t : ra l  ou t lay
ob l iga t io r rs .

As  scr ious  as  t l rcse  c l i s t rcss ing  ou tc ;o rnes  wou l r l  bc ,  th t :y  c l r r
no t  l c l l thc  cn t i rc  s to ry . ' l -he  geopo l i t i ca l  conso( luc 'nccs  o f  pu l l ing
th t :  rug  ou t  f rom unr le r  lhe  Puer to  R ic :an  e t :< r r ronry  shou ld  l r t :
c lcar ly  r r , ' r ;ogr r i zcd  in  the  Sta le  I )epar tmcnt ,  t l r r :  Depar tn rcn t  o f
IJc fen"^ r ; ,  a l rc l  the  Whi te  I lous t : ,  i f  no t  in  the  Trcasury  Dcpar t rncr r l .
OI r l v  t l r c  rnos t  na ive  bc l ievcr  in  the  bcnef iccn t  in ten t ions  o f  F . i r l c l
Cas t ro  wou ld  a r ;ce1> l  the  no l ion  tha l  a  Put - ' r lo  R i t ;o  in  e t :o r tc l tn i r :
co l lapse wou ld  no t  be  an  i r res is tab le  en t icc rnent  fo r  a  ( lu t ran
at tenrp t  to  r :v ic l  the  t i .S .  f ro r l  lhe  most  in rpor tan t  ju r i sd i r ; t ion  i r r
thc  ( la r ibbean.  Shor t  o f  th is  the  reversa l  o f  eccr t romi r :  fo r tuncs  i r r
l )uc r to  R ico  wou ld  u t tc r l v  e rode the  c red ib i l i t y  o f  U .S.  e f fo r ts  lo
pronrotc economic developmt-.nt ancl progress elsewherc in tht:
Caribbean and Latin Anrerica through private sector ini t iat ivcs.
U.S.  po l i t i ca l  anc l  cconomic  in f luence anc l  leadersh ip  i r r  th is
hemisphcre  wou ld  be  ser ious lv  undermined.

It  is r;ertainly to be hoped that President Reagan wil l  havc
these considerations clearly in mind when hc reviews the Trea-
sury's tax reforrn propo.sals. He should insist that the Treasury
dernonstrate convincingly that the f l imsy tax pol icy gains to be
achieved by repeal of Section 936 outweigh the obviously huge
losses  wh ich  o ther  po l i c ies  w i l l  necessar i l y  sus ta in .  Fa i l ing  any
s u c h  d e m o n s t r a t i o n ,  t h e  p r o p o s e d  r e p e a l  s h o u l d  b e  u n r : e r -
emoniously excised from the reform plan.
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