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NOTA INTRODUCTORIA

Con la publicacién de esta amplia compilacién de documentos, pretendemos poner
a la disposicién del piiblico en general tantos textos como ha sido posible recopilar
relacionados con los proyectos de ley radicados en el Congreso de los Estados Unidos con
el objeto de convocar un plebiscito sobre ¢l futuro de las relaciones politicas entre Puerto
Rico y los Estados Unidos de América. Dic_:hos_ proyectos fueron ampliamente debatidos

en ambos pafses durante treinta meses entre enero de 1989 y junio de 1991,

Para darle un marco de referencia a esta coleccidn, se reproducen los originales
de los proyectos de ley radicados en el Senado y la C4mara de Representantes del
Congreso. Dichos proyectos hubiesen autorizado la convocatoria de un plebiscito en que
los ciudadanos de Puerto Rico hubieran decidido entre las tres opciones que han sido
objeto de discusién en Puerto Rico a lo largo de este siglo, pero acompafiadas de una
definicién especifica de cada una y de unas disposiciones que permitieran que el resultado
fuera autoejecutable en el plazo que el Congreso de los Estados Unidos determinara mds
razonable. Con este proceso, marcadamente diferente al que se inicié en la década de
los sesenta, se intentaba vertebrar el ejercicio del derecho a la autodeterminacién por
parte de nuestros conciudadanos y evitar que el Congreso de los Estados Unidos no

atendiera el reclamo que le llegaria desde Puerto Rico una vez celebrado el plebiscito.

La documentacién que genera un proceso politico-constitucional de esta
envergadura es tan abundante como copiosa. Por dicha razén, no reproducimos las
transcripciones de las vistas publicas celebradas por las comisiones competentes del
Senado y la Cdmara de Representantes del Congreso de los Estados Unidos de América.

Esas estdn disponibles al ptiblico hace ya varios meses.

Por lo tanto, nuestro propdsito ha sido el de publicar aquellos documentos
generados durante esos treinta meses que no han sido publicados por las comisiones
congresionales. Creemos cumplir con la misién de facilitar la difusién publica de

documentos que dificilmente hubiera podido hacerse por otras instituciones.



Advertimos al lector que algunos de los documentos no son del todo legibles dado
que son copias o facsfmiles de los originales. Sin embargo, hemos optado por

reproducirlos tal y como obran en nuestro poder para evidenciar su autenticidad.

Esta compilacién se d1v1de entres partes
- Correspondencia entre los lideres politicos de Puerto R1c0 y los Estados Unidos de

América y documentos legislativos que incluyen los proyectos de ley radicados en el
Senado y la Cdmara de Representantes de] Congreso de los Estados Unidos de América
y los informes de las comisiones permanentes a las que fueron referidos dichos

proyectos.

- Informes, dictimenes y monograffas encomendados por el Congreso a la Oficina de
Presupuesto del Congreso ("Congressional Budget Office"), el Servicio de Investigacién
Congresional de la Biblioteca del Cong.ljcs.o ("Congreséiona_l Research Service"); y
estudios ordenados a asesores privados por los partidos politicos puértorriqueﬁos sobre

aspectos especificos de las relaciones entre Puerto Rico y los Estados Unidos de América.

- Estudios llevados a cabo en la Contraloria General de los Estados Unidos ("U.S.
General Accounting Office") sobre disposiciones especificas dé dichos proyectos de ley

y otros asuntos directamente relacionados.

Cada una de estas partes se ha publicado en un tomo distinto. Cada tomo contiene
la cronologfa de los hitos principalés ocurridos durante esos treinta meses y otros datos
de interés en la evolucién del proceso plebiscitario. La cronologfa incluye una referencia
al documento mencionado identificando el tomo y la pdgina donde se encuentra en la

recopilacién. Los documentos en cada tomo aparecen por orden de fecha.

Con el deseo de alcanzar la objetividad y la neutralidad en la presentacién de estos
documentos, hemos optado por no hacer interpretaciones de los eventos ocurridos durante
estos treinta meses, ni referencias a los acaccidos fuera de estas fechas. Quedard en
manos de los historiadores, los juristas, los estudiosos de este tema y los ciudadanos
interesados en el futuro de Puerto Rico, la tarea de interpretar el significado y la

importancia de cada documento contenido en estos tomos.
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En el discurso inaugural de su tercer mandato como gobernador del Estado Libre
Asociado de Puerto Rico, el 2 de enero de 1989, Rafacl Herndndez Col6n inicié el
proceso que intentamos aqui documentar. Por ello, le cabe a este texto encabezar esta

compilacién.

“A partir de esa fecha, los acontecimientos generaron una gran cantidad de
correspondencia entre los lideres politicos de Puerto Rico y de los Estados Unidos de
América. Muchas de estas cartas ayudaron a moldear el debate que se da en el Congreso
lvego de -la radicacién de las primeras iniciativas legislativas. Cabe resaltar las
comunicaciones conjuntas de los presidentes de los tres partidos politicos que mostraron
una rara coincidencia de pareceres en el liderato politico puertorriquefio que tantas veces
se ha dividido en el pasado al terciar en el interminable debate sobre el futuro de nuestras

relaciones politicas con los Estados Unidos de América.

Esta recopilacién se .ha hecho de la forma més exhaustiva posible e incluye todos
los documentos disponibles al cierre de esta edicién en su idioma original. Sin'embargo,
el lector (particularmente, el experto en este téma) encontrard inevitablemente errores de
omisién. Rogamos del amable lector su indulgencia en vista de la eho_rme dificultad en

identificar y obtener cada una de los documentos vertidos durante este complejo proceso.

Quisiéramos pensar que con esta publicacién ayudamos y animamos a los
interesados en la suerte de Puerto Rico y de los puertortiquefios a estudiar con
detenimiento lo que aconteci6 durante treinta meses de singular importancia en la historia

de nuestra querida patria.

José Roberto Martinez Ramirez
Director y Asesor Especial del Gobernador
Administracién de Asuntos Federales de Puerto Rico

Diciembre 1992
Washington, D.C.
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INTRODUCTION

With the publicati'on of this comprehensive collection of docﬁments, we attempt
to make available to the general public as many texts as it was possible to compile in
connection with the bills introduced in the United States Congress, which sought to
convoke a referendum concerning the future of the political relationship between Puerto
Rico and the United States of America. These bills were the object of ample debate in
both countries during the thirty-month period between January 1989 and June 1991.

To provide a frame of reference for the collection, the original texts of the bills
introduced in the Senate and the House of Representatives of the Congress of the United
States of America are included. The purpose of these bills was to authorize a referendum
to allow the citizens of Puerto Rico to decide among the three status options that have
been the object of discussion during this century. The bills contained a specific definition
of each option, as well as provisions to permit the result to be self-executing within the
time period determined by the U.S. Congress to be the most reasonable for each option.
This process, markedly different from that initiated in 1960s, was intended to provide the
framework for the exercise of the right of self-determination by the people of Puerto
Rico. It also was designed to preclude the possibility that the U.S. Congress would fail

to act on the choice arrived at by the electorate in the referendum.

The documentation generated by such a political-constitutional process is copious
and abundant. For this reason, the transcripts of the public hearings held by the standing
committees of the Senate and House of Representatives of the United States Congress are

not included, These transcripts are readily available to the public.

Accordingly, our goal has been to make available the documentary record of those
thirty months, not necessarily contained or compiled in Congressional committee
publications. Thus, making available those documents which would have proven more

difficult for other institutions to compile.
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Not all the documents are completely legible since some are copies or facsimile
reproductions of the originals. Nevertheless, we have chosen to reproduce them as we

received them in order to evidence their authenticity.
This compilation is divided into three main parts:

- Correspondence between the political leaders of Puerto Rico and the United States of
America; legislative documents: bills introduced in the U.S. Senate and U.S. House of
Representatives, the reports of the standing committees to which the bills were referred,
and sections of the Congressional Record of the United States Congress containing

remarks that were made in connection with the bills.

- Opinions, and papers requested by the U.S. Congress to the Congressional Budget
Office (CBO) and the Congressional Research Service (CRS), and studies conducted by
private groups at the request of Puerto Rican political parties concerning specific aspects
of the relationship between Puerto Rico and the United States of America.

- Studies produced by the U.S. General Accounting Office (GAQ) on specific provisions
contained in the bills.

Each part constitutes a separate volume. Each volume contains the chronology of
the main events as well as other dates of interest in the evolution of the referendum
process. The chronology identifies the documents by referring to the volume and page
where they are found in the collection. The documents in each volume appear in

chronological order.

In the interest of maintaining neutrality and objectivity in the presentation of these
. documents, no attempt at interpretation was made, nor are there references to events
outside this period. The work of interpreting the significance and importance of each
document is left to the historians, lawyers, other students of the subject, and, in general,
any person interested in the future of Puerto Rico.



In the inaugural address of January 2, 1989, with which he began his third term
as Governor of the Commonwealth of Puerto Rico, Rafael Herndndez-Coldn initiated the
process documented in this collection. Hence, the text of his speech heads the list of the

documents assembled.

After that date, the process generated a great deal of correspondence between the
political leaders of Puerto Rico and of the United States. Many of these letters helped to
shape the debate in Congress and in Puerto Rico once the initial legislative measures were
filed. Particularly noteworthy are the joint letters of the chairmen of the three Puerto
Rican political parties which show an uncommon agreement within the Puerto Rican
political leadership so often divided in.the endless debate on the future of our political
relationship with the United States of America.

This collection has been compiled i in the broadcst p0331ble manner and includes all
of the documents avallable as of the date of pubhcatlon in the language in which they
were originally written. Nonetheless, the reader (partlcularly the expert in the subject)
will inevitably discover some omissions. We beg the indulgence of the reader in light
of the difficulty in identifying and obtaining a copy of each and every one of the

documents originated by this complex process.

We hope that this publication helps spark the interest of those concerned about the
future of Puerto Rico in a way that will lead them to understand what occurred during

these thirty months of singular importance in the history of our beloved homeland.

Jose Roberto Martmez Ramirez
Director and Special Counsel to the Governor
Puerto Rico Federal Affairs Administration

December 1992
Washington, D.C.



CRONOLOG{A DEL FPROCESO PLEBISCITARIO
SOBRE EL ESTATUS DE PUERTO RICO 1989-1991

198

ENERO, 1989

2/enero - El gobernador Rafael Herndndez Colén en su Mensaje Inaugural hace un llamado a una
consulta sobre el estatus polftico de Puerto Rico sefialando que "la inmensa mayorfa de los
puertorriquefios desea expresarse en torno al asunto de nuestro status politico” e instando al Gobierno
de los Estados Unidos a que manifieste su posicién al respecto. [I, 1]

17/enero - Los presidentes de los principales partidos polfticos de Puerto Rico, el gobernador Rafael
Herndndez Colén (PPD), Baltasar Corrada del Rfo (PNP) y Rubén Berrfos Martfnez (PIP), suscriben
una carta conjunta al Presidente Bush y al liderato congresional para solicitar legislacidn para el
referéndum "con la garantfa de que la voluntad del pueblo, una vez expresada, serd implantada mediante
accién congresional". La carta fue enviada a los senadores George J. Mitchell, Bob Dole, J. Bennett
Johnston y James McClure, vy a los congresistas Jim Wright, Robert H. Michel, Morris K. Udall, Ron
de Lugo y Robert Lagomarsino. [I, 17]

FEBRERO, 1989

9/febrero - El Presidente Bush insta al Congreso a tomar accién sobre el estatus polftico de Puerto Rico

y declara su preferencia personal por la estadidad en su primer mensaje sobre el Estado de la Unign,
[1,11] '

14/febrero - El Gobernador Herndndez Colén envfa una carta al Presidente Bush en 1a que agradece su
endoso al proceso de consulta y le insta a que se mantenga neutral y se abstenga de hacer campaiia en
favor de alguna férmula en particular. [I, 15]

21/febrero - El Nuevo Dfa publica los siguientes resultados de la encuesta sobre status realizada por
Yankelovich-Stanford Klapper and Associates: Estado Libre Asociado 45%; Estadidad 35%;
Independencia S%; indecisos 11%. La encuesta revela que el 78% del electorado favorece la celebracion
de un plebiscito. ‘ ' :

26/febrero - El ex-gobernador Carlos Romero Barceld es electo presidente del Partido Nuevo Progresista
(PNP) en asamblea en Guaynabo, luego de que el Alcalde de San Juan y candidato a la gobernacién por
el PNP en 1988, Baltasar Corrada del Rfo, renunciara a la posicién a finales de enero.

27/febrero - El Senador J. Bennett Johnston, Presidente de Ia Comisién de Energfa y Recursos Naturales
del Senado, se revine con los presidentes de los partidos politicos de Puerto Rico en San Juan para
discutir 1a legislacion federal para un referéndum sobre el estatus.

MARZO, 1989

9/marzo - Circula un memorando del Servicio de Investigaciones del Congreso (CRS) sobre la
ciudadanfa americana de los puertorriquefios redactado por John H. Killian, Especialista en Derecho
Constitucional Americano de la Biblioteca del Congreso. Analiza c6mo las garantfas constitucionales
de la ciudadanfa americana posiblemente no aplicarfan si Puerto Rico optase por la independencia.
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Desata una fuerte y prolongada disputa en Puerto Rico sobre si la ciudadanfa americana estd
constitucionalmente garantizada bajo el Estado Libre Asociado. [II, 81]

16/marzo - El senador J. Bennett Johnston anuncia desde el hemiciclo del Senado que pronto radicard
legislacion plebiscitaria. [I, 121]

25/marzo - Los senadores Johnston y McClure envfan una carta al Presidente Bush para solicitar la
ayuda de la Administraci6n para lograr legislacién plebiscitaria. La carta sefiala que la legislacién debe
ser aprobada en el Centésimo Primer Congreso si el plebiscito fuera a celebrarse antes de las elecciones
generales de 1992, y solicita 1a designacién de una agencia que represente a la Administracién y de
funcionarios contacto para trabajar con el Congreso en este asunto. [1, 19]

ABRIL, 1989

S/abril - EI Senador Johnston presenta tres anteproyectos de ley sobre el plebiscito con distintos grados
de detalle en las definiciones de cada férmula: $.710, $.711, $.712. El liderato politico de Puerto Rico
mayormente favorece el $.712 que es autoejecutable y no requerirfa legislacién Congresional posterior.
Los tres partidos polfticos habrdn de proponer las definiciones de sus respectivas férmulas de estatus para
la consideracién de la Comisién de Energfa y Recursos Naturales del Senado para el 9 de mayo. {I,
129]

30/abril - La Junta de Gobierno del Partido Popular Democrdtico aprueba una definicion del Estado
Libre Asociado Mejorado que propone (1) mayor autonomfa en asuntos locales; (2) una polftica federal
affn a las singularidades de Puerto Rico y orientada a acelerar el desarrollo social y econémico de la Isla;
(3) salvaguardar Ia identidad y cultura propia del pueblo de Puerto Rico; (4) un mecanismo para que
Puerto Rico entre en acuerdos internacionales y (5) trato igual con los estados en los programas federales
de asistencia social a los necesitados. [f, 31]

MAYO, 1989

3/mayo - El Partido Independentista Puertorriquefio presenta su definicién de la independencia. Propone
(1) el retiro completo de las fuerzas ---militares de los Estado Unidos--- de Puerto Rico; (2) ciudadanfa
dual (Estados Unidos-Puerto Rico) por 25 afios; (3) acceso libre de los productos de Puerto Rico a los
Estados Unidos por 20 afios; (4) la extensién de la Seccién 936 por 25 afios; (5) extensién de los
programas federales de asistencia social y otros pagos federales en bloque al gobierno de Puerto Rico
por 20 afios; y (6) soberanfa total como una repiiblica independiente.

9/mayo - Fecha lfmite para los partidos polfticos puertorriquefios somete sus definiciones de estatus bajo
el §.712 a la Comisién de Energfa y Recursos Naturales del Senado. El Partido Nuevo Progresista
presenta su definicion de estadidad para Puerto Rico, que incluye: (1) el espafiol y el inglés como
idiomas oficiales; (2) 1a extensién inmediata de todos los programas federales de asistencia; (3) exencion
decreciente de contribuciones federales durante los primeros 25 afios de estadidad; (4) la extensién de
la Seccién 936 durante 25 afios; (5) el derecho a votar por el Presidente; y (6) representacién
congresional completa,

JUNIO, 1989
1,2/junio - Se celebran vistas de 1a Comisién de Energfa y Recursos Naturales del Senado para discutir

las definiciones propuestas de los tres estatus; los presidentes de los tres partidos polfticos
puertorriqueios testifican en Washington, DC.
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13/junio - Andrew Card, funcionario de la Casa Blanca, declara a la prensa de Puerto Rico que la
Administracién no creard el grupo de trabajo plebiscitario solicitado por los senadores Johnston y
McClure.

16-17-19/junio - Vistas de la Comisién de Energfa y Recursos Naturales del Senado en San Juan, Puerto
Rico. Entre los participantes figuran lideres cfvicos puertorriquefios, educadores y organizaciones
independientes. Los senadores Johnston, McClure y Daniel Patrick Moynihan asisten a las vistas.

17/junio - La prensa de Puerto Rico informa que el senador Johnston no considera que el Estado Libre
Asociado es una colonia y que "la ciudadanfa americana de los puertorriquefios es irrevocable".
Johnston afiade que el informe del CRS del 9 de marzo sobre la ciudadanfa americana “fue mal
interpretado” en Puerto Rico ya que se referfa al caso de la independencia y no al del Estado Libre
Asociado.

22/junio - Se crea, mediante Orden Ejecutiva del Gobernador de Puerto Rico, el Comité de Didlogo
sobre el Estatus Polftico de Puerto Rico por acuerdo entre los presidentes de los partidos de Puerto Rico
con-el propésito de proveer un foro para la discusion y solucién de asuntos plebiscitarios. Se asignan
fondos del Gobierno de Puerto Rico a los tres partidos. Los miembros del Comité de Didlogo son los
presidentes de los tres partidos y sus representantes: José M. Berrocal por el PPD, Benny Frankie
Cerezo por el PNP y Fernando Martin por el PIP. [I, 35]

23/junio - Una carta dirigida al Presidente Bush firmada por 1os senadores Johnston y McClure, Rafael
Herndndez Col6n, Carlos Romero Barceld y Rubén Berrfos Martfnez solicita la cooperacuin inmediata
de la Admlmstramdn para acelerar la legislacién plebiscitaria. [I, 44]

JULIO, 1989

11-13-14/julio - Vistas de la Comisién de Energfa y Recursos Naturales del Senado sobre el S.712.
Entre los deponentes comparecen funcionarios de los departamentos federales de Just:cna Defensa,
Tesoro y Estado.

AGOSTO, 1989

2/agosto - La Comisién de Energfa y Recursos Naturales del Senado aprueba el S,712 mediante votacion
de 11-8, luego de considerar el proyecto durante cuatro dfas. El proyecto provee para un plebiscito
autoejecutable, basado en definiciones detalladas de cada férmula de estatus. El proyecto $.712 es
referido simultineamente a las Comisiones de Finanzas y de Agricultura del Senado. Las propuestas
originales de cada partido son alteradas sustancialmente. Al ELA no se le concede paridad en los
programas federales de asistencia social y las propuestas de mayor gobierno propio son limitadas
significativamente. A la independencia se le impone como condicidn la permanencia de las bases
militares norteamericanas en la Isla, se reduce el perfodo de transicién econdémica, y se le limita
sustancialmente la asistencia federal. A la definicién de la estadidad se le elimina la referencia a idiomas
oficiales; y la exencién de contribuciones federales y la extensidn de la Seccién 936 queda limitada a
los cinco primeros afios de estadidad.

4/agosto - El senador Moynihan hace declaraciones sobre el $.712 ante el Senado en pleno. Plantea su
preocupacion sobre la dependencia en programas federales de beneficencia bajo la estadidad. Concluye,
a base de dos nuevos informes del CRS, que "segin informado por la Comisién de Energfa y Recursos
Naturales del Senado, la estadidad ofrece a los puertorriquefios la expectativa de beneficios inmediatos
de asistencia social, pero de pérdidas econémicas a largo plazo... en contraste, el Estado Libre Asociado
promete incremento econdmico a largo plazo”.
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SEPTIEMBRE, 1989

G/septiembre - La Oficina de Presupuesto Congresional (CBO, por sus siglas en inglés) revela sus
estimados de costo para el S.712. La estadidad costaria a los Estados Unidos m4s que cualquiera otra
opcién; su implantacidn bajo el S.712 requerirfa desembolsos de mds de $9,000 millones para el 1995
(el triple de los $3,600 millones estimados por la Comision de Energfa y Recursos Naturales
inicialmente).

OCTUBRE, 1989

2/octubre - El Nuevo Difa publica los resultados de una encuesta sobre el estatus realizada por
Yankelovich-Stanford Klapper and  Associates: Estadidad 41%, Estado Libre Asociado 37%,
Independencia 4%, Indecisos 18%. Esta es la primera vez que se refleja una ventaja a la estadidad.

23/octubre - El senador Johnston envfa una carta a los congresistas Morris Udall, Presidente de la
Comisidn del Interior y Asuntos Insulares de 1a Cdmara, y Ron de Lugo, Presidente de 1a Subcomisién
de Asuntos Insulares ¢ Internacionales de la C4mara, en la que les insta a iniciar el proceso legislativo
sobre el plebiscito en 1a Cdmara sin esperar a la aprobacién del proyecto del Senado. Johnston sugiere
que para ahorrar tiempo, se radique S.712 en la Cdmara y se celebren vistas en Puerto Rico en
diciembre o enero. |

26/octubre - El congresista Robert Lagomarsino, lider de la minorfa en la Subcomisién de Asuntos
Insulares e Internacionales de la Cdmara, radica un proyecto plebiscitario en la Cdmara (HR 3536);
esencialmente igual $.712 pero sin las disposiciones sobre contribuciones y gastos federales que incluye
el del Senado. De Lugo rehiisa tomar accién sobre el proyecto debido a la falta de apoyo de los tres
partidos polfticos de Puerto Rico. [I, 242]

NOVIEMBRE, 1989

2/noviembre - La Oficina de Presupuesto Congresional (CBO}) revela su revision de los estimados de
costo para el S.712 del 6 de septiembre. [I, 243]

6/noviembre - El congresista Udall responde a la carta del senador Johnston del 23 de octubre y expresa
la oposicién del liderato de la Cdmara a la cldusula de autoejecucién incluida en el 8.712, citando
especfficamente las objeciones del Presidente de la Cdmara al mecanismo del $.712, puertorriquefios.

8/noviembre - En una reunién-almuerzo en Washington del lfder senatorial de la mayorfa George
Mitchell, el Presidente de la Comisién de Finanzas del Senado, Lloyd Bentsen, el senador Johnston y
el senador Moynihan, con el Presidente del PPD, Rafael Herndndez Coldn, el Presidente del PNP,
Carlos Romero Barceld, y el Presidente del PIP, Rubén Berrfos Martfnez. El liderato del Senado se
compromete a llevar el proyecto de referéndum a votacién en el hemiciclo en 1990,

9/noviembre - Se celebran las vistas de la Comision de Agricultura del Senado sobre S.712. El
gobernador Herndndez Colén critica fuertemente el desbalance a favor de la estadidad en el S.712,
Solicita paridad en los programas federales de asistencia social bajo el ELA.

14-15/noviembre - Se celebran vistas de la Comision de Finanzas del Senado sobre las disposiciones
de ingresos y egresos bajo el S.712, Entre los testigos comparecen los presidentes de los partidos
polfticos de Puerto Rico; Kenneth Gideon, Secretario Auxiliar del Tesoro para Politica Contributiva;
Shirley D. Peterson, Secretaria Auxiliar de Justicia de Estados Unidos - Divisién de Contribuciones;
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Laurence Tribe, Profesor de Derecho Constitucional de la Universidad de Harvard, y representantes del
GAO, CRS y CBO. ‘ v -

16/noviembre - La Comisién de Finanzas del Senado solicita al CBO y al Comité Econdmico Conjunto
(Joint Economic Committee) un estudio sobre el impacto econémico de las tres férmulas de estatus
contenidas en el $.712. o

1990
ENERQ, 1990

30/enero - Linda G. Morra del GAO y Clay H. Welbourn de} CRS informan a los miembros de la
Comisién del Interior y Asuntos Insulares de Ia Cdmara sobre el estatus politico de Puerto Rico, seguido
por presentaciones de los representantes de los tres partidos polfticos de Puerto Rico ante el Comité de
Didlogo sobre el Estatus. '

FEBRERO, 1990

13/febrero - El Nuevo Dfa publica los resultados de la dltima encuesta sobre estatus realizada por
Kaagan Research/Stanford Klapper Associates: Estadidad, 43%; Estado Libre Asociado, 36%;
Independencia, 5%; indecisos, 16%.

26/febrero - El New York Times publica en su pagina op.ed. un artfculo del gobernador Herndndez
Coldn queé hace énfasis en el impacto negativo, tanto cultural como econdmico, de la estadidad para la
Isla.

MARZO, 1990

2/marzo - La Subcomision de Asuntos Insulares de la Cdmara celebra vistas en Washington sobre la
posible legislacion plebiscitaria. Los tres presidentes de los partidos politicos de Puerto Rico testifican.

8/marzo - El grupo KMPG Peat Marwick Policy Economics publica el estudio titulado " mpacto
Econdmico y Fiscal de la Estadidad para Puerto Rico" (Economical and Fiscal Impact of Statehood for
Puerto Rico) que concluye que la estadidad trastornarfa dramdticamente 1a economfa de Puerto Rico,
aumentando el desempleo a un 40% (pérdida de 80,000-145,000 empleos) y produciéndole un déficit
neto cumulativo al Gobierno Federal de $22,000 a $25,000 millones para el afio 2000. {I1, 305]

9-10-12/marzo - La Subcomisién de Asuntos Insulares de la Cdmara celebra vistas en San Juan, Ponce
y Mayagiiez. A estas vistas, presididas por el congresista Ron de Lugo, asistieron los congresistas
Robert Lagomarsino, James McClure Clarke, Richard Lehman, Ben Blaz, Eni Falacomavaega y Jaime
Fuster. Testificaron mds de 80 deponentes entre los que figuraron educadores, politicos, comerciantes
y lideres civicos del pafs.

ABRIL, 1990
S/abril - El CBO publica el informe "Impactos econémicos potenciales de cambios en el estatus de
Puerto Rico bajo el $.712". Concluye que bajo la estadidad Puerto Rico sufrirfa una reduccién en su

producto nacional bruto de 10% a 15% para el afio 2000, acompaiiada por una pérdida de entre 50,000
a 100,000 empleos en el sector privado. [II, 1]



24/abril - El Washington Post critica editorialmente el desbalance a favor de la estadidad en el 5.712
y advierte que no hay tiempo suficiente para aprobar el proyecto. |

26/abril - Se celebran las vistas de la Comisién de Finanzas del Senado sobre el 5.712 en torno al
informe del CBO. Testifican el director del. CBO, Robert D, Reischauer; el Asesor sobre
Contribuciones Internacionales del Tesoro, Philip Morrison; el Secretario Auxiliar del Departamento de
Salud y Recursos Humanos, Martin Gerry; y el subdirector del CBO, Fred Ribe.

30/abril - El congresista de Lugo anuncia que radicard un proyecto plebiscitario en la Cdmara dentro
de "la préxima semana a diez dfas". Sefiala que el S.712 tiene “serios problemas” y anticipa que su
_proyecto no serd autoejecutable.

MAYO, 1990

1/mayo - El gobernador Herndndez Coldn anuncia en San Juan que cualquier proyecto plebiscitario que
no comprometa al Congreso con sus resultados es inaceptable.

9/mayo - El congresista de Lugo radica el HR 4765, un proyecto con definiciones generales de cada
férmula gue establece un proceso en dos etapas con el requisito de una segunda ronda de legislacién para
implantar la férmula ganadora. [I, 261]

14-17/mayo - Los sefiores Andrew Card, Subjefe de Operaciones de la Oficina del Presidente, y Chase
Untermayer, Director de Personal del Presidente y Oficial Contacto para Asuntos de Puerto Rico, visitan
laIsla y endosan la estadidad. Durante su resefiada estadfa, participaron en actividades pdblicas en favor
de la estadidad y aseguraron que, con el endoso del Presidente, la estadidad triunfarfa. El sefior
Untermayer sefialé "es tiempo de que la democracia llegue a Puerto Rico”.

16/mayo - El gobernador Herndndez Coldn escribe al Presidente Bush para expresar su decepcién ante
el activismo pro-estadista de sus subalternos. Insta a la Administracién Bush a permanecer neutral y
evitar desbalancear el proceso plebiscitario, para que se pueda conducir "libre de interferencia y
distorsién externa". [I, 48]

17/mayo - El delegado estadista al Comité de Didlogo Benny Frankie Cerezo hace pblico el memorando
de Hex, Inc. "La Estadidad en Puerto Rico: una condici6n para un sélido desarrollo econémico”. Dicho
memorando contradice los hallazgos del informe del CBO sobre el impacto adverso de la estadidad en
la economfa de Puerto Rico. [l1I, 437]

23/may0 El presidente Bush responde a la carta del gobernador Herndndez Coldn del 16 de mayo
expresando que &l no considera que sus acciones o las de su personal sean “interferencia externa" y que
su personal no se abstendrd de expresar sus opiniones. [I, 51]

31/mayo - Se publica el documento del CRS titulado "Impacto de la Estadidad en Puerto Rico sobre los
instrumentos financieros puertorriquefios”. El informe sostiene que la imposicién de contribuciones
federales y la derogacion de la Seccién 936 resultarfan en mayores costos de financiamiento en Puerto
Rico. También sefiala los problemas financieros que el gobierno estatal confrontarfa con la aphcac16n
de un nivel adicional de contribuciones bajo la estadidad, implicando que habrfa que reducir los servicios
y empleos estatales. [11, 203]
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JUNIO, 1990

25/junio - Se celebran vistas del Subcomité de Asuntos Insulares e Internacionales de la C4mara sobre
el HR 4765 en Nueva York. Las vistas giran en torno a la enmienda presentada por el congresista José
Serrano para extender el derecho a votar en el plebiscito a los puertorriquefios que residan en los estados
de los Estados Unidos. El congresista Bill Richardson preside las vistas. Los congresistas Serrano, Bill
Green, Charles Rangel y Jaime Fuster asisten a estas vistas, donde unos 40 testigos exigen el voto para
los puertorriquefios ausentes.

28/junio. - Se celebran vistas de la Subcomisién de Asuntos Insulares de la C4mara sobre el HR 4765
en Washington presididas por el Congresista Clarke. Los presidentes de los partidos polfticos de Puerto
Rico explican sus definiciones de estatus. Ademds testifica el Secretario Auxiliar de Justicia de los
Estados Unidos, Stuart Gerson,

JULIO, 1990

10/julio - Miembros de la Subcomisién de Asuntos Insulares de la. C4mara envfan una carta al
congresista de Lugo, presidente de 1a Subcomisi6n, para expresar apoyo a sus esfuerzos en favor del HR
4765 e indicar que estdn listos para aprobar el proyecto a base de las definiciones sometidas por los tres
partidos. Dicha cartala firman los congresistas Fuster, Darden, Lewis, Blaz y Falacomavaega. [I, 53]

25/julio - Dfa de la Constitucién del ELA en Puerto Rico. Mensaje especial del gobernador Rafael
Herndndez Coldn en la celebracién del 38 aniversario de Estado Libre Asociado.

27/julio - Celebracién del natalicio de José Celso Barbosa. El Secretario del Interior de los Estado
Unidos, Manuel Lujdn, habla en un mitin pro-estadista en Bayamdn y reafirma el compromiso de la
administracién Bush con la estadidad.

AGOSTO, 1990

1/agosto - La Comisién de Finanzas del Senado enmienda undnimemente el S,.712 para balancear las
disposiciones econdmicas de cada férmula y hacerlas neutrales en términos de costos por un perfodo de

- ¢inco afios, La implantacion de la estadidad se retrasa hasta 1996. Se concede trato igual en Programas

de Asistencia Social al Estado Libre Asociado, sujeto a una contribucién proporcional por parte del
gobierno del ELA. La Comisi6n se abstiene de favorecer la aprobacion del proyecto,

1/agosto - El gobernador Herndndez Colén envfa una carta al congresisfa Ron de Lugo para establecer

la posicién oficial del gobierno de Puerto Rico en favor del voto de los puertorriquefios no residentes
en el plebiscito. El ex-gobernador Carlos Romero Barcelé y Fernando Martfn envfan cartas para

exponer la posicién del PNP y PIP, respectivamente, sobre el asunto. [I, 55-56-58])

3/agosto - La Subcomisién de Asuntos Internacionales e Insulares de la C4mara aprueba el HR 4765 en
votacion de 10-0. El proyecto no incluye definiciones de las férmulas, provee para un proceso en dos
etapas que requiere legislacion adicional posterior al referéndum, Las definiciones del estatus se anejan
en el informe de 1a Comisién ("Informe 101-790, Parte 1"). {I, 452]
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SEPTIEMBRE, 1990

19/sept. - La Comisién de Asuntos Insulares y de lo Interior de la C4mara aprucba el HR 4765 por
votacién de 37-1. El congresista Ron Marleene emite el tnico voto disidente. El proyecto autoriza el
voto de puertorriquefios no residentes en la isla, sujeto a la aprobaci6én de dos de los tres partidos de
Puerto Rico. o s

OCTUBRE, 1990

2/octubre - La Comisién de Reglas de la Cdmara recomienda undnimemente la consideracién del HR
4765 por la Cémara en pleno. [I, 472] :

4/octubre - Circula una carta firmada por 29 congresistas en la que solicitan a sus colega apoyo para
el HR 4765 cuando se considere ante la C4mara en pleno. Entre los firmantes figuran los congresistas
de Lugo, Lagomarsino, Udall, Fuster, Miller, Moakley, Rangel, Serrano y Green. I, 61] -

5/octubre - En una carta del presidente Bush al congresista de Lugo, éste felicita a su Subcomisién por
aprobar legislacion plebiscitaria e insta al "Congreso a tomar accidn afirmativa y rdpida sobre cualquier
medida responsable que se plantee ante su consideracién para lograr un plebiscito sobre el status politico
de Puerto Rico. Estoy listo para firmar tal legislacién tan pronto llegue a mi escritorio.” [I, 62]

10/octubre - La Cdmara de Representantes aprueba el HR 4765, "Ley para la Autodeterminacién de
Puerto Rico", bajo el mecanismo parlamentario de suspension de las reglas. [1, 479]

El senador Johnston anuncia desde el hemiciclo del Senado que el HR 4765 es inaceptable y
sefiala que pospondr los esfuerzos en el Senado hasta el préximo Congreso. [I, 477-478]

11/octubre - Los presidentes de los partidos polfticos de Puerto Rico suscriben una carta conjunta al
senador Johnston: "le instamos respetuosamente a que acepte el proyecto de la Cdmara (HR 4765), con
enmiendas”. [I, 65]

15/octubre - El congresista Udall, en una carta al senador Johnston, resume el proceso que llevé al
impasse a finales del 10lo Congreso, reafirma la negativa de la Cdmata a aceptar un proyecto
autoejecutable, insiste en favorecer las definiciones generales sobre las detalladas, y advierte que la
posposicion hasta el préximo Congreso muy probablemente llevarfa a un impasse similar. [I, 66]

18/octubre - Se emite una declaracién conjunta de los lfderes de los partidos de Puerto Rico para instar
al Congreso y al Presidente a aprobar legislacion plebiscitaria antes del cierre de la sesi6n, y solicitar
reuniones inmediatas con el presidente Bush, con los congresistas Foley y de Lugo, y con los senadores
Mitchell y Johnston. [I, 70] '

22/octubre - El senador Johnston responde a la carta del congresista Udall del 15 de octubre, Lamenta
que no se haya aprobado legislacién durante el 101o Congreso y hace énfasis en su compromiso firme
con este proceso sefialando que su meta es trabajar rdpidamente en el préximo Congreso para lograr un
plebiscito en el 1991 o a comienzos de 1992. [I, 74] ' o :

25/0ctubre - Miembros de la Comisién de Agricultura del Senado envian una carta al senador Johnston
en la que sefiala que lamentan la falta de tiempo para considerar el $.712 y anuncian la polftica publica
de otorgar beneficios completos de asistencia nutricional federal bajo el Estado Libre Asociado. La carta
estd firmada por los senadores Patrick Leahy, Richard Lugar, David Pryor, Bob Dole, Tom Harkin,
Thad Cochran, Max Baucus, Boschwitz, Christopher Bond y Mitch McConnell. [I-75]
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25/octubre - Aparece el editorial del Washigton Post titulado "El Asunto de Puerto Rico" (“The Puerto
Rico Question"). Insta al Senado a aceptar-el proceso legislativo propuesto por la Cédmara: "Un
referéndum de menor alcance como el primer paso en un largo proceso ...(en el cual) el Congreso no
se compromete, $ino para mantener vivo un proceso que se acogerfa con entusiasmo si se estuviese
dando en Europa Occidental o en las Bdlticas. El senador Johnston debe reconsiderar."

25/octubre - Los lideres de los partidos polfticos de Puerto Rico se retinen con el senador Johnston en
- Washington para discutir et futuro de la legislacion plebiscitaria. En conferencia de prensa conjunta,
el senador Johnston expresa su compromiso de trabajar por que se apruebe legislacién antes del 4 de
julio. EI gobernador Herngndez Coldn condiciona su aceptacién de este itinerario de trabajo a recibir
el endoso formal deél PPD como partido de gobierno.

26/0ctubre En una carta de miembros de la C4mara al senador Johnston le solicitan que reconsidere
su decisidn de posponer la legislaci6n del referéndum hasta el 1020 Congreso y que traiga el HR 4765
al Senado en pleno antes del final de la sesion. La firman los congresistas Ted Weiss, José Serrano,

Charles Rangel, Bill Green, Gary Ackerman, Thomas Manton, Frank Horton, Benjamin Gilman, Robert
Mrazek, James Scheuer, Major Owens, Eliot Engel, Amo Houghton. [I, 7]

NOVIEMBRE, 1990

6/nov. - Un editorial del New York Times titulado "Promesas P4lidas para Puerto Rico" reflexiona sobre
el fracaso del Congreso en aprobar legislacién plebiscitaria debido al impasse entre la C4dmara yel
Senado Federal. Sefiala que "Los puertorriquefios han aprendido a no perder el suefio ante las promesas
de accidn del Congreso”.

13/mov. - En un mensaje televisado al pueblo de Puerto Rico, el gobernador Herndndez Colén sefiala
que para poder retomar el proceso legislativo sobre el estatus y lograr un plebiscito en 1992, el liderato
congresional debe resolver las diferencias que derrotaron la legislacion en el 1010 Congreso tan pronto
comience la sesién del 1020 Congreso.

17/mov. - El Consejo General del PPD, reunido en Ponce, adopta una resolucién para endosar la
‘continuacién de los esfuerzos pleblsc1tar10s en 1991, si para el 19 de febrero de 1991 el liderato bipartita
del Congreso acuerda un enfoque legislativo de consenso respecto al nivel de detalle de las definiciones
de estatus y al mecanismo para la implantacién de los resultados del plebiscito. De no satisfacerse estas
condiciones, establece que el plebiscito debe celebrarse posterior a las elecciones generales de 1992.
Solicita que las definiciones de las férmulas de estatus sean de " igual dignidad politica, no subordinadas
al poder plenario del Congreso bajo la cldusula territorial de la Constitucion”.

[f, 79]

29/nov. - Los presidentes de los partidos politicos de Puerto Rico suscriben una carta conjunta al liderato
congresional para exigir un acuerdo entre Cdmara y Senado sobre un proyecto de consenso al comienzo
de la sesién del 1020 Congreso, de modo que el proyecto se pueda aprobar para el verano de 1991 y
¢l plebiscito pueda celebrarse en otofio. [I, 86]

DICIEMBRE, 1990

3-6/dic. - Los senadores de la Comisién de Energfa y Recursos Naturales Johnston, Wallop y Nickles
visitan Puerto Rico. El senador Johnston discute el borrador de su nuevo proyecto plebnscntarlo con los
presidentes de los partidos en Puerto Rico. El proyecto incluye tres definiciones detalladas (una versin
enmendada del $.712, que mcluye las enmiendas de la Comisi6n de Finanzas), pero no es autoejecutable.
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30/dic. - Miembros del Partido Republicano en Puerto Rico, dirigidos pbr Luis A. Ferré, anuncian una
campafia para recoger 300,000 firmas y probar la fortaleza del partido en Puerto Rico.

1991
ENERO, 1991

2/enero - El senador Johnston anuncia que radicard legislacién plebiscitaria el 23 de enero y que

celebrard vistas el 30 de enero. ' "

3/enero - El congresista de Lugo radica su proyecto plebiscitario en la Cdmara (HR 316) que es

~ exactamente igual al HR 4765. El liderato republicano en la Cdmara rehisa auspiciar el proyecto a
pesar de haberlo apoyado el afio anterior. [I, 526} o '

30/enero - Se celebran vistas de la Comisién de Energfa y Recursos Naturales del Senado sobre el $.244
en Washington con los presidentes de los tres partidos de Puerto Rico.

FEBRERO, 1991

7/febrero - Contindan las vistas de 1a Comisién de Energfa y Recursos Naturales del Senado sobre el
$.244 en Washington con los representantes de la Administracién Bush. o

20/febrero - La Comisién de Energfa y Recursos Naturales del Senado se reiine formalmente para
discutir el S.244. Se evidencia una fuerte oposicién a la estadidad en los comentarios de varios
senadores.

20/febrero - El Nuevo Dfa publica los resultados de 1a encuesta de Kaagan Research/Stanford Klapper
Associates: Estado Libre Asociado 41%, Estadidad 39%, Independencia 5%. ' o

26/febrero - Se recibe una carta en la cual el Presidente Bush insta al senador J. Bennett Johnston,
Presidente de la Comision de Energfa y Recursos Naturales del Senado, a “tomar accién en favor de la
celebracion de ... un plebiscito”. ' '

27/febrero - El proyecto S.244 es derrotado en la Comision de Energfa y Recutsos Naturales del Senado
por un impasse de 10 a 10. Siete republicanos y tres demdcratas votan en contra del proyecto aduciendo
objeciones a Ia opcidn de la estadidad. Una enmienda alterna presentada por el senador Wallop en la
cual se reconocerfa el derecho de Puerto Rico a la libre determinacién mediante un plebiscito local
también es derrotada.

MARZO, 1991

8/marzo - De Lugo declara ante la prensa norteamericana que a menos que el Senado actie sobre el
S.244, la C4mara no considerard el HR 316.

17/marzo - En una entrevista con la prensa puertorriquefia, el senador Johnston afirma que la legistacién
sobre el plebiscito estd muerta en el 1020 Congreso. -

20/marzo - EL gobernador Herndndez Coldn concuerda con el senador Johnston en que no existen
oportunidades de aprobar legislacién plebiscitaria para celebrar una consulta en 1991,



A CHRONOLOGY OF THE PROCESS FOR A
REFERENDUM ON THE
STATUS OF PUERTO RICO 19§9-19%1

1989
JANUARY 1989

1/2 - In his Inaugural Address, Governor Rafael Herndndez Colon calls for a political status referendum
stating that "The vast majority of Puerto Ricans wish to express their view on our political status. The
people wish to be consulted", and urging the Federal Government to make public its position regarding
the issue. [I, 1] '

1/17 - The presidents of Puerto Rico’s principal political parties, Governor Herndndez-Colén (PDP),
Baltasar Corrada del Rfo (NPP), and Rubén Berrfos-Martinez (PIP), sign a joint letter to President Bush
and the Congressional leadership requesting referendum legislation "with the guarantee that the will of
the people once expressed shall be implemented through an act of Congress." The letter is send to
Senators George J. Mitchell, Bob Dole, J. Bennett Johnston and James McClure, and to Congressmen
Jim Wright, Robert H. Michel, Morris Udall, Ron de Lugo, and Robert Lagomarsino. [I, 12]

FEBRUARY 1989

2/9 - President Bush urges Congress to act on Puerto Rico’s political status and states his personal
preference for statehood in his first State of the Union Address [I,11].

2/14 - In a letter to President Bush, Governor Herndndez-Colén welcomes his endorsement of the
referendum process and requests that he remains neutral and abstains from campaigning on behalf of any
particular formula. [I, 15]

2/21 - EI Nuevo D-fa,' a Puerto Rico daily newspaper, publishes a Yankelovich-Stanford Klapper
Associates status poll. Results: Commonwealth, 45%; Statehood, 35%; Independence, 5%; Undecided,
11%. The poll reveals that 78% of the electorate favors holding a plebiscite.

2/26 - Former Governor Carlos Romero-Barceld is elected President of the New Progressive Party (NPP)
at an assembly in Guaynabo, after the former Mayor of San Juan and 1988 NPP gubernatorial candidate
Baltasar Corrada del Rio resigns from the post in late January.

2/27 - Senator J. Bennett Johnston, Chairman of the Senate Energy and Natural Resources Committee,
meets with Puerto Rican party presidents in San Juan to discuss federal legislation for a status
referendum,

MARCH 1989

3/9 - Release of a CRS memorandum on U.S. citizenship of Puerto Ricans subscribed by John H,
Killian, senior specialist of American constitutional law of the Library of Congress. Report reviews
juridical precedents on citizenship, and discusses how constitutional guarantees of citizenship would likely
not apply should Puerto Rico opt for independence, Sparks bitter prolonged controversy in P.R. on
whether U.S. citizenship is constitutionally guaranteed under Commonwealth. (The full Spanish
translation of this report was published on El. Nuevo Dfa and El Mundo on June 8, 1989.)

{11, 81]
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3/16 - Senator J. Bennett Johnston announces that he would soon introduce referendum legislation in a
statement delivered in the U.S. Senate floor. [I, 121]

3/25 - Senator Johnston and Senator McClure send a.letter to President Bush requesting the
administration’s assistance for legislation on Puerto Rico’s political status. The letter states that
legislation must be approved in the 101st Congress if a plebiscite is to be held before the 1992 general
elections and requests the designation of a lead agency and contact persons for Congress to work with
on this matter.

[1, 19]

APRIL 1989

4/5 - Senator Johnston introduces three different referendum bills, $,710, S.711 and S.712, with varying
degrees of specificity in the definitions of each formula. Puerto Rico’s political leadership generally
favors $.712, which is self-implementing and would not require further Congressional legislation. The
three political parties are to submit proposed definitions of their respective status for consideration by the
Senate Committee on Energy and Natural Resources by May 9th. [I, 129]

4/30 - The Governing Board of the Popular Democratic Party approves a definition of enhanced
Commonwealth establishing: (1) broader self-government in local matters; (2) that Federal policies would
take into account local conditions and seek to accelerate the Island’s economic and social development;
(3) safeguards for the distinct identity and culture of the Puerto Rican people; (4) a mechanism for Puerto
Rico to enter in international agreements; and, (5) parity in federal assistance programs. [, 30]

MAY 1989

5/3 - The Puerto Rican Independence Party presents its definition for independence. It establishes: (1)
complete withdrawal of U.S. military forces from Puerto Rico; (2) dual (U.S.-Puerto Rican) citizenship
for 25 years; (3) a 20-year transition period of open access for Puerto Rican products to the USA; (4)
extension of Section 936 provisions for 25 years; (5) extension of federal social programs and transfers
for 20 years as a block grant to the Puerto Rican government; and, (6) full sovereignty as an independent
republic. ‘

5/9 - The New Progressive Party subscribes its definition for Puerto Rican statehood including: (1)
Spanish and English as official languages; (2) immediate and full extension of all federal social programs;
(3) federal income tax exemption during the first 25 years of statehood; (4) extension of Section 936 for
25 years; (5) the right to vote for the President; and (6) full Congressional representation.

JUNE 1989

6/1-2 - Senate Energy and Natural Resources Committee hearings to discuss thie proposed definitions of
the three statuses; the three Puerto Rico party presidents testify in Washington.

6/13 - White House official Andrew Card states in Puerto Rican press that the Administration will not
create the referendum working group requested by Senator Johnston and Senator McClure.

6/16-17-19 - Senate Energy and Natural Resources Committee field hearings in San Juan, Puerto Rico.

Participants include Puerto Rican political and civic leaders, scholars, independent prganizations.
Senators Johnston, McClure and Moynihan attend the hearings.
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6/17 - Puerto Rican press reports that Johnston does not consider Commonwealth a colony and that "the
American citizenship of Puerto Ricans is irrevocable”". Johnston adds that CRS report of March 9 on
U.S. citizenship "was interpreted wrongly," as it only refers to independence, not to Commonwealth,

6/22 - The Dialogue Committee on Political Status is instituted by Executive Order of the Governor of
Puerto Rico upon agreement by Puerto Rico party presidents. It is intended to provide a forum for the
discussion and solution of referendum-related issues. The Government of Puerto Rico funds are allocated
to the three parties. The membership consists of party presidents and their representatives: José M.

Berrocal (PDP), Benny Frankie Cerezo (NPP), and Fernando Martfn (PIP). [I, 35]

6/23 - A letter to President Bush is signed by Senators Johnston and McClure, Rafael Herndndez-Col6n,
Carlos Romero-Barcelé, and Rubén Berrfos-Martfnez requesting immediate cooperation from the
Administration to- advance THE referendum legislation. (I, 44]

JULY 1989

7/11,13,14 - Senate Energy and Natural Resources Committee hearings on $.712; witnesses include
officials from the Justice, Defense, Treasury, and State Departments.

AUGUST 1989

8/2 - Senate Committee on Energy and Natural Resources favorably reports S.712, by a 11-8 vote after
considering bill during four days of meetings. Bill provides for a self-executing referendum based on
detailed definitions of each status formula. $.712 is jointly referred to the Senate committees on Finance
and on Agriculture, Nutrition and Forestry., The original party proposals are substantially altered.
Commonwealth is denied parity in federal assistance programs, and proposals for broader self-government
are significantly curtailed. Independence is conditioned upon the permanence of U.S. military
installations, the economic transition is shortened, and-federal aid is substantially limited.. Statehood
definition is silent on official languages, and federal tax exemption and Section 936 is limited to first 5
years of statehood.

8/4 - Senator Moynihan in a statement on the Senate floor discusses $.712. He expresses concern with
welfare dependence under statehood. On the basis of two new CRS reports, he concludes that “statehood
[as reported by the Senate Energy Committee] offers Puerto Ricans the prospect of immediate social
welfare benefits but long-term economic losses... By contrast, the Commonwealth promises long-term
economic gains.,"

SEPTEMBER 1989

9/6 - The CBO reveals cost estimates for §.712: statechood would cost the U.S. more than any other
option, its implementation under S.712 requiring outlays in excess of $9,000 million by 1995 (triple the
original $3.6 billion estimated by Senate Energy and Natural Resources Committee). '

OCTOBER 1989

10/2 - El Nuevo Dfa, , publishes Yankelovich-Stanford Klapper Associates status poll results: Statehood
41%, Commonwealth 37%, Independence 4%, Undecided 18%. It is the tirst report ever of a statehood
lead in Puerto Rico.

10/23 - Senator Johnston writes a letter to Congressman Morris Udall, Chairman of the House Interior

and Insular Affairs Committee, and Congressman Ron de Lugo, Chairman of the House Insular and
International Affairs Subcommittee, urging them to initiate the referendum legislative process in the
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House and not wait for passage of Senate bill. To save time, Senator Johnston suggests that S.712 be
introduced in the House and hearings be held in P.R. in December or January.

10/26 - Congressman Robert Lagomarsino, Ranking Minority Member of the House Insular and
International Affairs Subcommittee introduces status referendum bill in the House; essentially S.712
without the Senate Energy and Natural Resource Committee tax and spending provisions. Chairman de
Lugo refuses to act on the bill due to lack of support by all three Puerto Rican political parties. [I, 242]

NOVEMBER 1989
11/2 - CBO reveals a revision of the cost estimates for $.712 disclosed on September 6, 1989. [1, 243]

11/6 - Udall letter to Johnston (response to 10/23/89 letter) expressing House objections to self-
implementing legislation, and specifically citing Speaker’ opposition to S. 712 mechanism. He states
that self-implementation may prompt moves to couple the issue of DC statehood to the Puerto Rico
bill. He also alleges the lack of support to S.712 by three parties in Puerto Rico.

11/8 - In a luncheon meeting in Washington between Senate Majority Leader George Mitchell, Chairman
of the Finance Committee Lloyd Bentsen, Senator Johnston, Senator Moynihan, PDP President
Herndndez-Colén, NPP President Romero-Barcel§, and PIP President Berrfos-Martfnez, the Senate
leadership pledges a Senate vote on the referendum bill in 1990.

11/9 - Senate Agriculture Committee held hearings on S§.712: Governor Herndndez-Coldn firmly criticizes
S.712’s front-loading of statehood. Requests parity in social programs under Commonwealth.

11/14-15 - Senate Finance Committee held hearings on revenue and spending provisions of S.712.
Witnesses include: P.R. party presidents; Kenneth Gideon, Assistant Secretary of the Treasury for Tax
Policy; Shirley D. Peterson, Assistant U.S. Attorney General, Tax Division; Constitutional Law
Professor Laurence Tribe of Harvard, GAO, CRS and CBO.

11/16 - The Senate Finance Committee requests from the CBO and the Joint Economic Comrmttee a study
on the economic impact of the three status options in 8.712.

o 1990
JANUARY 1990
1/30 - Linda G. Morra of GAO and Clay H. Welbourn of CRS conduct a briefing on Puerto Rico’s
political status for the members of the House Interior and Insular Affairs Committee, followed by
presentations by the three Puerto Rican party representatives to the Dialogue Committee on Status.

FEBRUARY 1990

2/13 - El Nuevo Dfa, publishes Kaagan Research/Stanford Klapper Associates status poll. Results:
Statghood, 43%; Commonwealth, 36%; Independence, 5%; Undecided, 16%.

2/26 - The New York Times op.ed. page features an article of Governor Herndndez-Col6n stressing
statehood’s negative economic and cultural impact on the Island.
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MARCH 1990

32 - HouSe Insular Affairs Subcommittee holds hearings in Washington on how to structure status
referendum legislation. The three Puerto Rico party presidents testify. ' ‘ :

3/8 - KMPG Peat Marwick Policy Economics Group releases a study on "Economic and Fiscal Impacts
of Puerto Rican Statehood" which concludes that statehood would dramatically dislocate Puerto Rico’s
economy, hiking unemployment to 40% (a loss of 80,000 to 145,000 jobs) and resulting in a net
cumulative deficit to the Federal Government of $22 billion to $25 billion by 2000. [II, 305]

3/9-10-12 - House Insular and International Affairs Subcommittee holds field hearings in San Juan,
Ponce and Mayagiiez. Chaired by Congressman Ron de Lugo and attended by Congressmen:Robert
Lagomarsino, James McClure Clarke, Richard Lehman, Ben Blaz, Eni Falaecomavaega, and Jaime Fuster.
Over 80 witnesses, including scholars, and political, business, and civic leaders, testified.

APRIL 1990

4/5 - CBO releases a report on the "Potential Economic Impacts of Changes in Puerto Rico’s Status under
3.712" concluding that under statehood Puerto Rico would suffer a drop in GNP of 10-15% by the year
2000, accompanied by a loss of 50,000 to 100,000 jobs in the private sector. [II, 1]

4/24 - A Washington Post editorial criticizes S.712’s front-loading of statehood _ahd warns that the bill
- will not be approved because of the time limitation. T

4/26 - Senate Finance Committee hearings on $.712, center-on CBO report. CBO director Robert D.
Reischauer, Treasury’s international tax counsel Philip Morrison, Health and Human Resources
Department Assistant Secretary Martin Gerry, and CBO economist Fred Ribe testify. -

4/30 - Congressman de Lugo announées that he will file a referendum bill in the House within "the next
week to ten days." He states that S.712 is in "deep trouble” and anticipates that his bill will not be self-
implementing.

MAY 1990

5/1 - Governor Herndndez-Col6n announces in-San Juan that any referendum bill that does not commit
Congress to its results is unacceptable. '

5/9 - Congressman de Lugo introduces H.R. 47685, a bill with general definitions and a two-step process
requiring a second round of legislation to implement winning formula, [I, 261] B

5/14-17 - In a visit to Puerto Rico, the Deputy Chief of Staff of the White House, Andrew Card, and the
Director of Presidential Personnel and Liaison for Puerto Rico, Chase Untermeyer, support statehood.
During their high-profile stay, they endorse public pro-statehood activities, and assured that, with the
President’s strong endorsement, statehood will win. Mr. Untermeyer states that "its about time that
democracy reach here in Puerto Rico."

5/16 - Governor Herndndez Coldn writes a letter to President Bush expressing disappointment for the
latter’s pro-statehood activism. He urges the Bush administration to remain neutral and avoid tilting the
referendum process, so that it can be conducted “free of outside interference and distortion."

1, 48] - "



5/17 - Statehood delegate to the Dialogue Committee Benny Frankie Cerezo makes public the Hex, Inc.
memorandum on "Puerto Rican Statehood: A Condition for Solid Economic Development”, which
contradicts the findings of the CBO report about the adverse impact of statehood on-the economy of
Puerto Rico. [II, 437] o C ' '

§/23 - President Bush replies to Governor Herndndez-Colén’s May 16 letter expressing that he does not
consider his ~-nor his staff’s-- actions "outside interference,” and that his staff will not refrain from
expressing its views. [I, 51} : -

5/31 - A CRS Brief on the "Impact of Puerto Rican Statehood on Puerto Rican Financial Instruments”
is released: The brief sustains that the imposition of federal taxes and the repeal of Section 936 would
probably result in higher borrowing costs for Puerto Rico.  The study also points to the financial
problems that the local government will face with the extension of an additional layer of taxation under
statehood, implying a need for a reduction of government services and employment. {II, 203]

JUNE 1990

6/5 - A meeting of Congressmen de Lugo and Lagomarsino with the presidents of Puerto Rico’s political
parties is held in Washington, to receive the proposed definitions for their respective status formulae.

6/25 - The House Insular and International Affairs Subcommittee holds field hearings in New York on
HR 4765. The hearings center on Congressman José Serrano’s amendment to extend participation in
the referendum to Puerto Ricans that reside in the United States. . Congressman Bill Richardson chairs
the Hearing. Congressmen José Serrano, Bill Green, Charles Rangel, and Jaime Fuster were present.
Some 40 witnesses forcefully demand the so called "offshore vote."

6/28 - House Insular and International Affairs Subcommittee hearings on HR 4765 are held in
Washington and chaired by James Clarke. The Puerto Rican party presidents explain their proposed
status definitions. Assistant U.S, Attorney General Stuart Gerson also testifies.

JULY 1990

7/10 - A letter signed by Congressmen Fuster, Darden, Lewis, Blaz and Faleomavaega, all members of
the House Insular and International Affairs Subcommittee to Chairman de Lugo supports his efforts on
H.R. 4765 and states that the Subcommittee is ready to report out the bill with the definitions submitted
by the three parties. {1, 53] oo "

7/25 - Constitution Day in Puerto Rico. Special address by Governor Rafael Herndndez-Colén on the
celebration of the 38th anniversary of the Commonwealth. : ' '

7/27 - U.S. Interior Secretary Manuel Lujén addresses a pro-statehood rally in Bayamén, Puerto Rico,
reassuring statehood advocates of the Bush administration’s commitment to thei; cause,

AUGUST 1990

8/1 - The Senate Finance Committee unanimously amends S.712 to establish a level playing field on the
economic provisions of each formula and make them revenue-neutral over a 5-year period. Statehood
delayed until 1996. Commonwealth granted parity on federal social programs, subject to an appropriate
contribution by the commonwealth government. The Committee makes no recommendation on whether
the bill as amended should be approved.
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8/1 - Governor Herndndez-Colén sends a letter to Congressman de Lugo responding to his inquiry on
the Puerto Rico government official position regarding vote for non-resident Puertc Ricans. The
Governor states that the Commonwealth government favors the inclusion of a prov:smn in HR 4765 for
such a vote.

8/3 - The House Insular and International Affairs Subcommittee approves HR 4765 by a 10-0 vote, The
bill does not include definitions, provides for two-step process, requiring further legislation after the
referendum. The status definitions are included in the House Interior and Insular Committee Report 101-
790, Part 1. [I, 452]

SEPTEMBER 1990

9/19 - The House Interior and Insular Affairs Committee approves HR 4763 by a 37-1 vote. Republican
Ron Marleene of Montana casts the sole dissenting vote. The bilt authorizes “offshore vote” contingent
upon agreement by two of P.R.’s three parties on its implementation.

OCTOBER 1990

10/2 - The House Rules Commlttee unanimously recommends HR 4765 for House floor consideration.
(1, 472)

10/4 - A "Dear colleague” letter asking for floor support to HR 4765 is sent. Among the 29 signatures
are those of Congressmen de Lugo, Lagomarsmo Udall, Fuster, Miller, Moakley, Rangel, Serrano, and
Green. [I, 61] &

10/5 - President Bush sends a letter to de Lugo commending his subcommittee for its efforts on producing
legislation that will soon reach the House floor and urging "the entire Congress to act affirmatively and
rapidly on whatever responsible measure comes before them to call for a referendum on Puerto Rico’s
political status, And I stand ready to sign such legislation when it reaches my desk.” [I, 62]

10/10 - The House of Representatives approves HR 4765, “The Puerto Rico Self-determination Act,"”
under suspension of the rules. Senator Johnston announces on the Senate floor that HR 4765 is
unacceptable and states that he will defer the Senate referendum effort until the next Congress [1, 477-
478]

10/11 - Puerto Rican party presidents subscribe joint letter to Senator Johnston: "To facilitate the
legislative process and assure legislation, we respectfully urge you to accept the House bill (HR 4765),
with amendments." [I, 65]

10/15 - A letter from Congressman Udall to Senator Johnston reviews the process leading to the impasse
at the end of the 101st Congress. He reinstates House unwillingness to accept a self-executing bill;
insists on general definitions over detailed ones such as those in S.712; and warns that postponement to
the next Congress will most surely lead to a similar impasse. [I, 66]

10/18 - A joint statement from Puerto Rico party leaders urging Congress and the President to pass
referendum legislation before adjournment, and requesting urgent meetings with President Bush and with
Congressmen Foley and de Lugo, and Senators Mitchell and Johnston. [I, 70]

10/22 - Senator Johnston responds to Congressman Udall’s October 15 letter. He regrets failure to pass

referendum legislation in 101st Congress and stresses "solid" commitment to the process; expresses goal
of working promptly in the next Congress for a 1991 or early 1992 referendum. [I, 74]
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10/25 - The Senate Agriculture, Nutrition and Forestry Committee sends.a letter to Johnston regretting -
lack of time to mark-up S.712 and expressing a policy of full federal nutrition assistance benefits under
Commonwealth. Signed by Senators Leahy, Lugar, Pryor, Dole, Harkin, Cochran, Baucus, Boschwitz,
Bond, McConnell, [L, 75]

10/25 - The Washington Post publishes the editorial on "The Puerto Rico Question”. It urges the Senate
to accept the House legislative approach: "a less ambitious referendum as the first step in a longer
process...[in which] Congress would not be committing itself, only keeping alive a process that in Eastern
Europe or the Baltics it would be heartily endorsing. Sen. Johnston should reconsider."

10/25 - Puerto Rico party leaders meet in Senator Johnston’s office to discuss future efforts to approve
referendum legislation. In a joint conference, Senator Johnston expresses commitment to push for
legislation by July 4th. Governor Herndndez-Colén condmons the acceptance of timetable to PDP’s
endorsement as governing party.

10/26 - House members send a letter to Senator Johnston urging him to reconsider decision to postpone
referendum legislation to the 102nd Congress, and to bring HR 4765 to the Senate floor before
adjournment. The letter is signed by Congressmen Ted Weiss, José Serrano, Charles Rangel, Bill Green,
Gary Ackerman, Thomas Manton, Frank Horton, Benjamin Gilman, Robert Mrazek, James- Scheuer
Gerald Solomon, Major Owens, Eliot Engel, Amo Houghton. [I, 77]

NOVEMBER 1990

11/6 - The NY Times "Pallid Promises to Puerto Rico" editorial reflects on Congress’ failure to approve
referendum legislation because of the House/Senate i impasse. It states that "Puerto Ricans have learned
not to hold their breath when members of Congress promlse action,"

11/13 - Governor Herndndez-Coldn in a televised address to the people of Puerto Rico states that in order
to restart the legislative process for a referendum before the 1992 elections, the Congressional leadership
must resolve early on in the 102nd Congress the differences that derailed the legislation in the 101st
Congress. ; :

11/17 - The island-wide leadership of the PDP, assembled in Ponce, adopts a resolution endorsing the
continuation of the referendum legislative efforts. It pledges to work toward a 1991 referendum if by
February 19 the bipartisan leadership of House and Senate agree on a consensus legislative approach
regarding the specificity of the status definitions and the mechanism of implementation of the referendum
results. Otherwise, the referendum would be held after the 1992 general elections. It requests that the
definitions of status formulae be "of equal potitical dignity and not subordinate to the plenary powers of
Congress under the Territorial Clause.”

1, 791

11/29 - The Puerto Rican party presidents sent a joint letter to Congressional leaders demanding
House/Senate agreement on a consensus bill early during the 102nd Congress so that a bill be approved
in the summer of 1991 and a referendum be held in the fall. It echoes the PDP referendum timetable
adopted in Ponce. The letter is sent to Senators Mitchell, Dole, Bentsen, Johnston, Packwood, Wallop,
and.Congressmen Foley, Michel, de Lugo, Lagomarsino, Udall and Young. [I, 86]
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DECEMBER 1990

12/3-6 - Senate Energy Committee Senators Johnston, Wallop and Nickles visit Puerto Rico. Senator
Johnston discusses his new referendum draft bill with the three Puerto Rico party presidents.  The draft
bill includes detailed definitions (slightly amended version of $.712, including Senate Finance Committee
-amendments) but is not self-executing. :

12/30 - Members of the Republican Party of Puerto Rico, led by former Governor Luis A. Ferré,
announce a 300,000 affiliates registration drive to persuade U.S. Senators of the strength of the local
GOP. .

1991

JANUARY 1991

1/2 - Senator Johnston announces that he w1ll introduce referendum legislation on January 23. Hearmgs
will be held on January 30,

1/3 - De Lugo introduces a referendum bill in the House (HR 316). The bill is exactly the same as HR
4765. The House Republican leadership refuses to cosponsor bill, although it had done so in the previous
Congress. [I, 526]

1/30 - Senate Energy and Natural Resources Committee hearings on S.244 were held. The three Puerto
Rican party presidents testify.

FEBRUARY 1991

2/7 - The Senate Energy and Natural Resource Committee hearings on S. 244 continue with witnesses
from the Administration testifying.

2/20 - The Senate Energy and Natural Resource Committee meets formally to discuss S. 244, Strong
opposition against statehood is evident in the comments of various members.’

2/20 - El Nuevo Dfia, publishes Kaagan Research/Stanford Klapper Associates status poll results:
Commonwealth: 41%, Statehood: 39%, Independence: 5%.

2/26 - A letter by President Bush to Senator Bennett Johnston, Chairman of the Energy and Natural
Resource Committee urging him "to act favorably on calling for... a referendum."”

2/27 - The Senate Energy and Natural Resources Committee fails to pass 5.244, a bill to provide for a
referendum on the status of Puerto Rico by a 10 to 10 impasse. Seven Republicans and three Democrats
voted against the bill, citing objections to the statehood option. A substitute presented by Senator Wallop
that would have recognized Puerto Rico’s right to self-determination through a local plebiscite is also
defeated.
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MARCH 1991

3/8 - Congressman de Lugo states to the Puerto Rican press that unless the Senate moves on S. 244 the
house w1]l not consuder H.R. 316. :

3/17 - In an interview with the Puerto Rican press, Senator Johnston states that the status referendum
legnslatlon is dead for the 102nd Congress.

3/20 - Governor Rafael Herndndez Coldén joins Senator Johnston in acknowledgmg that there are no
chances for passage of referendum legislation so that a vote may be held in 1991,

CBO- Congressional Budget Office - Oficina de Presupuesto del Congreso

CRS- Congressional Research Service - Servicio de Investigacién Congresional :

GAO- U.S. General Accounting Office - Oficina de Contralorfa General del Gobierno Federal
PIP-  Puerto Rican Independence Party, (Partido Independentista Pueﬂomqyeﬂo)

NPP- New Progressive Party, (Partido Nuevo Progresista) pro-statehood party

PDP-  Popular Democratic Party (Partido Popular Democrdtico), pro-commonwealth party
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NOTES
Puerto Rican fiscal years start on July 1 of the preceding calendar year.
U.S. fiscal years start on October 1 of the preceding calendar year.

Details in the text and tables of this report may not add to totals because of
rounding, o :

Puerto Rican gross product is referred to as gross national product (GNP).

The provisions of S. 712 considered in this reﬁort are those contained in the bill
as reported by the Senate Committee on Energy and Natural Resources.

Corporations in Puerto Rico that, if current status continues, would qualify under
the provisions of Section 936 of the Internal Revenue Code are referred to
throughout this report as "Section 936 corporations.” This designation is used here
for convenience, even though S. 712 stipulates that, for such firms, application of the
provisions of Section 936 would be phased out under statehood and would be
eliminated under independence.




PREFACE

Puerto Rico is scheduled to hold a referendum in the summer of 1991 to determine
its future as a political entity: citizens will vote on whether to remain a
commonwealth within the United States, to become a state of the. Union, or to
become an independent nation. A bill how pending in Congress, S. 712, would make
the results of the referendum binding under specific legal and financial terms that
are set out in the bill. - S

The Senate Finance Committee has requested that the Congressional Budget
Office (CBO) study the important consequences that any of the three "status
options” could have for Puerto Rico’s economy. This paper presents the results of
CBO’s analysis. Martthew Salomon and John Sturrock of CBO’s Fiscal Analysis
Divisicn prepared the paper under the direction of Frederick Ribe and Robert
Dennis. Mark Booth wrote Appendix A, and he and Trevor Alleyne made
important contributions at all stages of the analysis. Nick Dugan provided expert
research assistance. Other individuals inside and outside CBQ who made valiable
comments inciude James Blum, Joseph Cordes, Harry Grubert, Robert Hartman,
Hoe Ee Khor, Cory Leach, Rosemary Marcuss, Chuck Seagrave, James Tobin, and
Bernard Wasow. : ' _

In preparing the paper, CBO consulted with representatives of the
commonwealth, statehood, and independence parties in Puerto Rico. Consultations
were held with Jose Berrocal, William Ocasio, and Jaime Capell4 representing the
commonwealth party, together with representatives of KPMG Peat Marwick,
consultants to the party; with Benny Frankie Cerezo of the statehood party, together
with representatives of Quick, Finan and Associates, consultants to the party; and
with Manuel Rodriguez-Orellana, Francisco Catald, Erick Negrén, and Pedro
Parrilla, representing the independence party. o

Sherry Snyder edited the paper, and Dorothy Kornegay and Verlinda Lewis
typed the many drafts. Ms. Kornegay produced the final version.

Robert D. Reischauer
Director

April 1990
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- SUMMARY OF CONCLUSIONS

A bill now before the Congress provides for a referendum in Puerto Rico scheduled
for 1991 to determine the island’s political status. In the referendum, voters in
‘Puerto Rico would choose to become a state, to become an independent republic,
or to remain a commonwealth within the United States (although with enhanced
status).’ The Congressional Budget Office (CBO) has been asked to estimate how
~ a change in ‘Puerto Rico’s status, if it were made under the stipulations of the
current version of the bill (S. 712), would affect the island economy over the
remainder of the decade. '

As S. 712 defines them, the various status options could have important
implications for Puerto Rico’s economy, though the outcomes are hard to predict
with confidence. Many of the most important economic implications of the changes
in-status are impossible to quantify with the usual economic methods, and this
- report makes no attempt to do so. : :

Those aspects of statehood under S. 712 that CBO is able to quantify may
aventually bring about a significant reduction in the growth of the Puerto Rican
-economy. Increased federal transfers (less new taxes) would initially stimulate the
. economy. -Later, however, statehcod could lead to slower economic growth than
would be expected under commonwealth status because statehood could reduce the
- growth of investment, output, and employment in the manufacturing sector. This
reduction would be initiated because, under statehood, U.S. corporations operating
in'Puerto Rico would no longer enjoy tax advantages provided by Section 936 of the
Internal ‘Revenue Code. :

The results would depend, in part, on the speed and degree with which U.S.
“corporations would slow the rate at-which they invest on the island. They would
- also depend on the size of the Section 936 sector compared with the rest of the
. Puerto Rican economy. The possible scenarios that CBO investigated suggest that
between 1992 and 2000, projected annual growth in Puerto Rico’s real (inflation-
adjusted) gross national product under statehood might be slower by about one to
two percentage points than under current commonwealth status. These declines in
growth are consistent with a reduction of between 10 percent and 15 percent in the
- level of Puerto Rico’s gross national product (GNP) in the year 2000 from the levels
that would otherwise be projected for that year. These reductions in the growth of
real GNP would be accompanied by annual growth in employment about one-half
to. one percentage point slower than that projected under commonwealth status.

~These figures should be regarded as rough guides to the magnitudes involved,
not as precise estimates of the behavior of the Puerto Rican economy under
‘statehood. They cannot take into account the unquantifiable gains from statehood,
such as the effects of reduced uncertainty about Puerto Rico’s future status and
increased awareness of the opportunities that it offers. These effects, which
generally would work to. improve the economic outlock under statehood, may be
significant, though CBO can give no estimate of their size. ' '

- If Puerto Rico became independent, the economic changes might be quite
different but are even harder to predict. CBO has not attempted to prejudge how
much direct investment Puerto Rico could attract under independence. If direct
investment from outside were to remain at the levels projected under a continuation
of commonwealth status, the reduction and eventual elimination of federal transfers
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to Puerto Rico from baseline leveis mandated by S. 712 would be likely to cause
relatively small reductions in the growth of real GNP-on the order of 0.2 to 0.3
percentage point per year over the period from 1992 to 2000. In addition, an
- independent Puerto Rico would face interest rates on funds borrowed abroad that
would be at least two percentage points higher than those it would pay under other
status options. These changes may be accompanied by others, either positive or
negative, that could potentially be larger, but CBO has not been able to quantify
them. These possible changes include expansion in direct investment in Puerto Rico
by countries other than the United States, reduced economic dependency among the
‘Puerto Rican people, and complications in obtaining external finance for the balance
of payments,

INTRODUCTION

~ The Congress is now considering a Senate bill, S. 712, that provides for and would
recognize the results of a referendum in Puerto Rico scheduled for 1991 to
determine the island’s political status. In the referendum, voters in Puerto Rico
would choose to enter the Union as a state, to become an independent republic, or
to remain a commonwealth within the United States (although with enhanced
status). If no majority is attained, even after a runoff, the island would retain its
current commonwealth status. 8. 712 would recognize the results of the referendum
as binding, and partially specifies legal and financial arrangements under which any
.. of the three status options-—statehood, independence, or an enhanced version of
the commonwealth arrangement--would be implemented. The Congressional Budget
Office (CBO) has been asked to estimate how a change in Puerto Rico’s status, if
it were made under the stipulations of the current version of S. 712, would affect the
island economy over the remainder of the decade.

As 5. 712 defines them, the various status options could have important
implications for Puerto Rico’s economy, though the outcomes are hard to predict
with confidence. Enhanced commonwealth status would establish procedures under
which federal laws and regulations applying to Puerto Rico could be modified
selectively in order to enhance the island’s economic growth. At present, a heavy
regulatory burden is imposed by many federal laws and regulations; some of these
are inappropriate when applied to a developing region in a tropical and insular
setting, Under S. 712, federal agencies would be required to be guided by a new
federal policy of accelerating the island’s economic development, taking local
conditions into account. Proponents of enhanced commonwealth status argue that
these changes could improve the current program for economic development of the
island, which focuses primarily on expansion of tourism and of manufacturing,
These activities are now encouraged by both: Puerto Rican and federal tax law--the
latter through provisions of Section 936 of the Internal Revenue Code, which
effectively exempt from taxation a substantial part of the profits earned by U.S.
. corporations in Puerto Rico. :

Enhanced commonwealth status could also lead to more favorable tariff
treatment of Puerto Rico’s exports and imports. Other countries would be
encouraged to treat the island’s exports favorably, while Puerto Rico would be given
limited power to set tariffs on its imports in order to encourage the growth of
particular local industries.



Promoters of enhanced commonwealth status argue further that it will lead to
further expansion of direct investment in Puerto Rico’s manufacturing industry.
They point especially to the possibility of increased investment by corporations from
outside the United States that might invest on the island as expansions of their
mainland operations under the provisions of Section 936, through the intermediation
of third countries, or through direct agreements with Puerto Rico under expanded
powers of "tax sparing” that could be facilitated under the provisions of S. 712
Others argue, however, that there is no guarantee that Section 936 will remain in
full force since efforts have been made to remove or amend it in the past.’

While it is difficult to measure the effects of these enhancements, they would
inevitably increase Puerto Rico’s ability to compete economically with other middle-
income developing countries. :

- Statehood under S. 712 could bring more sweeping economiic changes to the
istand, some of them potentially restrictive and others favorable. Statehood would
entail losing the benefits of Section 936 tax provisions which, by all accounts, have
been central to the island’s rapid development as a manufacturing economy during
the past 40 years. As in other states, the U.S. corporate tax would apply with full
force in Puerto Rico. In addition, resident Puerto Rican individuals and firms wouid
become subject to U.S. federal taxation, while certain federal transfer programs
would be significantly expanded. The economic consequences of these aspects of
statehood under S. 712 can be at least roughly quantified, and this report presents
estimates of their effects.

Statehood could also have economic consequences that cannot be quantified
but are nevertheless potentially quite important. Proponents argue that statehood
would bring about fundamental changes in Puerto Rico’s economic prospects, in part
by ending the uncertainty about possible changes in the island’s status that they feel
has retarded .its progress. Furthermore, they argue, statehood could end the
ambiguous way in which Puerto Rico is perceived on the mainland, where it is
commonly viewed as a foreign location even though-it is part of the United States.
As a result, supporters argue that statehood would bring increased recognition
among outsiders of the opportunities for investment and tourism that the island
offers. Proponents* of statehood suggest that these consequences would be
supplemented by a program of economic development focusing on tourism,
agricultural development, and expansion of the island’s manufacturing base.

Independence for Puerto Rico also carries the possibilities of both restraints
on; and fundamental improvements in, the island’s economic progress. Indepen-
dence would necessarily remove Puerto Rico from the scope of Section 936.
Moreover, S. 712 implies a gradual diminution (and elimination after 2000) of
federal transfers to the island from the levels that would otherwise obtain, a fact
with some worrisome implications for the island economy. In addition, some
analysts are concerned that, like other developing countries in Latin America and
elsewhere, the island might suffer from a shortage of external capital,

1. Since the discussions leading up to the Tax Reform Act of 1976, the Treasury has repeatedly
-+ proposed scaling back Section 936 or replacing it with a parriai credit for wages paid, arguing that
it constitutes an inefficient subsidy for a devetoping region with excess labor.

3
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But as an independent nation, Puerto Rico might offset, wholly or in part,
the loss of tax incentives for direct investment by U.S. corporations and, in addition,
may be better able to attract direct investment from third countries than the island
has in the past. Moreover, proponents argue that mdependence offers a unique
chance to wean the island of the debilitating effects of its dependence on federal
grants and transfers, and to awaken a new economic spirit in its people.

In this analysis, CBO compares the economic effects of statehood and
independence .with those of continuing the current commonwealth status and its
associated benefits. The report does not deal at length with the economic effects
of the option of enhanced commonwealth status. While the provisions of enhanced
commonwealth status may benefit the island, CBO is unable to quantify their effect.
In any case, the overall economic difference between enhanced commonwealth and
current status is likely to be relatively small. The economic impacts and ranges of
uncertainty associated with either statehood or independence are clearly much
larger than those associated with relatively minor changes in current status.

- When dealing with statehood and independence, CBO has been able to
estimate the magnitudes of only a few of the potential economic effects that were
described above--the possible changes in manufacturing investment under statehood
and the consequences of fiscal changes that are specified in S. 712 under either
option. The other economic consequences of these options are largely in the realm
of benefits that cannot be quantified by usual methods of economic analysis.

Because of the highly uncertain nature of future economic events in Puerto
Rico, CBO can only outline a few reasonable possibilities among the many scenarios
that could follow from either statehood or independence. The analysis is uncertain,
in particular, because data are limited and because no economic model adequately
represents the potential behavior of the U.S. corporations in Puerto Rico that would
be affected by the complicated changes in tax provisions under either statehood or
independence. CBO tries .to deal with the quantifiable responses to a change in
Puerto Rico’s status by U.S. corporations and local firms and individuals, advances
some plausible estimates of their reactions, and then spells out what their short-
term implications for the wider island economy might be.

PUERTO RICO’S ECONOMIC DEVELOPMENT
AND THE ROLE OF TAX PREFERENCES

Puerto has grown and industrialized rapidly since 1948. Among other factors, this
growth is attributable to federal and Puérto Rican tax preferences for fixed
investment, especxally in the manufacturing sector, that have been jointly in effect
since that year.? In 1921, the federal government enacted a tax exemption for

2. °  Puyerto Rico’s economic development is detailed in Department of the Treasury, Operation and
Effect of the Possessions Corporation System of Taxanion: Sixth Report (March 1989, processed);
Puerto Rico Economic Development Association, Office of Economic Research, "An Analysis of
the President’s Tax Proposal to Repeal the Possessions Tax Credit in Section 936 of the U.S.
Internal Revenue Code” (September 30, 1985, processed); and The Commirtee to Study Puerto
Rico’s Finances, "Report to the Governor” (December 11, 1973, processed).
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qualifying income of "possessions corporanons "-U.S. corporanons operating in U.S.
territorial possess10ns This provision is now known, in amended form, as Section
936 of the Internal Revenue Code. In 1948, Puerto Rico enacted complementary
legislation, the Industrial Incentives Act, that, among its provisions, largely exempted
mauufacturers proﬁts from taxation.

" The federal legislation was amended most recently by the Tax Reform Act of
1986. In its present form, Section 936 effectively exempts from U.S. tax almost half
the income arising from the active conduct of business of Section 936 corporations-
U.S. corporations with 80 percent or more of their active income generated in
Puerto Rico and no more than 25 percent of their income drawn from financial
and other passive investments there. In addition, all the passive income arising
from quahfied mvestrnents is free of federal tax.

Section 936 is essentially an example of "tax sparing"--sparing from tax all or
part of income earned abroad and normally subject to tax without regard to tax paid
abroad on that income, Many developed countries enter tax-sparing agreements
with second countries (usually less developed countries) so that businesses from the
first country pay no tax to the first country on income earned in the second country.
As a matter of policy, the United States does not enter into such arrangements with
other countnes anid has barred U.S. possessions from doing so.

' Puerto Rico’s Industrial Incentives Act also accords generous tax treatment,
and the island’s government has provided nontax incentives. Nominally, all
corporate income is taxed at a top marginal rate of 42 percent under the Puerto
Rican revenue code (a rate that is scheduled to fall to 35 percent in 1993), although

a "flexible deprecmtmn provision reduces the effective tax bite in qualifying
mdustnes, including manutacturing. In addition, the Industrial Incentives Act allows
manufacturing and export service firms to qualify for tax exemption of up to 90
percent of their operating income for a period of 10 to 25 years, depending on
location.” The act entirely exempts from income tax the interest earnings of specified
financial assets in Puerto Rico. Profits of manufacturers generally are subject to a
"tollgate” tax of 10 percent upon repatriation, unless certain conditions regarding the
length of time the profits have been retained in Puerto Rico are met, in which case
the tollgate tax rate is reduced to 5 percent. In recent years, the provisions of the
Industrial Incentives Act have resulted in Section 936 corporations paying effective
Puerto Rican tax rates of 5 percent or less, not including liabilities under the tollgate
tax. (The federal and Puerto Rican tax provisions governing investments by affected
firms are described more fully in Appendix A.) Tax preferences have been
compiemented with active promotion of economic development by providing
infrastructure, facilities, and education and skill training of the work force.

With the federal and Puerto Rican tax preferences jointly in effect, the Puerto
Rican economy underwent a dramatic change. While real GNP per capita initially

3 These eorporanons are almost always organized as wholly owned U.S. subsidiaries of U.S. "parent”

" corporations, anally, their profits are subject 1o tax, but a credit is given for the amount of tax

owed. The effect is the same as if these profits were tax exempt. Section 936 also appiies to

ifying U.S. corporations operating in other jurisdictions—American Samoa, Guam, the

Commonwealth of the Northern Marianas, the Federated States of Micronesia, the Marshail
~Islands, and the Virgin Isiands. :
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grew rapidly, conditions of excess labor have persisted, and net migration from the
island has continued (see Table 1), The island economy was transformed from one
based on agriculture to one based on manufacturing as well as government,
construction, and services (see Table 2). Although labor-intensive sectors such as
food, textiles, apparel, and leather goods, initially dominated the manufacturing
sector, the pattern of expansion gradually shifted toward such relatively  high-
technology, capital-intensive activities as chemicals (mcludmg pharmaceuticals),
machinery, electronics, electrical equipment, and scientific equipment (see Table 3).
Both the gross product and labor income paid in the manufacturing sector grew
substantially as shares of the respective totals for the economy as a whole, but a
declining share of manufacturing income accrued to {abor. The concomitant rise in
the share of profit income in manufacturing largely reflected the fact that the high-
technology enterprises earn substantial amounts of income from intangible assets,
such as patents, trademarks, or trade names.

Growth slowed during the 1970s and early 1980s as a result of a variety of
adverse developments. Federal tax legislation reduced the value of Section 936
prowslons either indirectly by reducing the effective tax rate on mainland
investment, or directly by subjecting to tax part of the income from intangible assets
of Section 936 corporations. Such legislation included liberalized depreciation
allowances in 1971, the sharp reductions in taxation of capital income in the 1980s,
and provisions in the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)
and the Tax Reform Act of 1986 (TRA) that exposed intangible income to tax.’

Factors other than taxes also slowed growth. As early as the 1950s, Puerto
Rican wages were rising relative to those in the United States and elsewhere, so that
Puerto Rico gradually lost its advantage in supplying unskilled labor at low wages.
The negotiations to reduce U.S. (and Puerto Rico’s) tariffs during the 1960s helped
reduce another advantage because goods from foreign locations offering cost
advantages relative to Puerto Rico could now enter the U.S. market at lower cost.
During the 1970s and early 1980s, the world price of oil shot up, and recession and
high real interest rates plagued the economy on the U.S. mainland.? High oil prices
disadvantage Puerto Rico both because it imports all its oil products and because
it generates virtuaily all its electricity from oil, implying high power costs for
industrial users.

Mast recently, the economy of Puerto Rico has presented a mixed picture of
progress and problems. After a decade of slow growth, GNP per capita has grown
at 3.6 percent since 1935, while the unemployment rate has fallen from its 1983 peak
of 23.5 percent. Still, per capita income, though well above levels typical of the
Caribbean and Latin America, is substantially below that of Mississippi, the U.S.

1 The first major tax act of the 1980s, the Economic Recovery Tax Act of 1981 (ERTA), further
liberalized depreciation allowances, but its provisions were partially scaled back by TEFRA in
1982, In 1986, TRA further restricted depreciation allowances, but also reduced the statutory
corporate tzx rata. The net effect in most cases was to raise slightly the effective tax rate on
capital income from its level under TEFRA.

Z..  In March 1979, the Commonweaith Qil Refining Company (CORCO) fed for protection under
federal bankruptcy laws, It had been the largest private corporation in Puerto Rico, but had lost
its cost advantage when the federal oil import quota system was abolished.
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TABLE 1.  INDICATORS OF ECONOMIC CONDITIONS
- {In percent for decade ending in year
given, by Puerto Rican fiscal years)

Average Annual
- Net Emigration

Average Annual ' As a Average
Growth Rate Percentage of Annual
of Real GNP Mid-decade Unemployment

- Per Capita Population . Rate
1950 - o 4.0 - na. n.a.
1960 - 47 22 - 14.3
1970 E 35 - 0.8 11.5
1980 1.6 0.3 15.5

1989 L5 | 09 19.5

SOURCE: Puerto Rico Planning Board; Puerto Rico Department of Labor and
- Human Resources.

NQTE: n.a. = not available.
a.’ - Data extend only through 1988.



TABLE 2. SECTORAL DISTRIBUTION OF EMPLOYMENT, PRODUCT,
AND INCOME (In percent, by Puerto Rican fiscal years)
‘Manufacturing - Agriculture Government * Other Total
Employment
(Industry share of total employment)® .
1940 7.0 447 25 . 458 1000
1950 7.4 359 76 49.1 100.0
1960 134 22.8 114 52.4 100.0
1970 18.2 - 99 15.5 56.4 100.0.
1980 185 5.0 244 52.1 100.0
1989 17.2 39 23.0 55.9 100.0
Gmss'. Domestic Product
(Industry share of total GDP)
1950 16.5 18.2 104 549  100.0
1960 21.7 9.7 11.1 575  100.0
1970 23.6 3.2 12.1 61.1 100.0
1980 36.8 2.6 13.1 47.5 100.0
1989 39.2 1.5 11.1 48.2 100.0
Labor Income
{Industry share of total labor income)
1950 159 17.0 18.1 49.0 100.0
1960 194 7.6 18.8 542 100.0
1970 21.7 2.4 21.8 54.1 100.0
1980 23.0 2.3 26.3 48.4 100.0
1989 21.6 1.7 24.5 522 100.0
Labor Income’s Share of Net Industry Income®

1950 69.4 44.2 100.0 51.9 58.4
1960 62.5 392 100.0 572 61.4
1970 63.5 37.6 100.0 58.4 65.0
1980 34.8 383 100.0 61.8 56.4
1989 26.7 449 100.0 3576 49.9
SQURCE: Puerto Rico Planning Board.

2. Manufacturing in this panel excludes sugar refining and home needlework.

b.  Last column in this panei represents labor income’s share of total net domestic income.
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TABLE 3.. COMPONENTS OF NET MANUFACTURING INCOME IN
PUERTO RICO (As a percentage of total, by Puerto Rican fiscal

years)
1950 . 1960 1970 1980 1989
Food and Tobacco . s25. 267 206 120 125
Texnles and Apparel 20.8 24 0 222 8.6 3.0
Chenucals and Machmery 9.2 22 314 62.6 . 73.6
Other Manufacturing 174 287 258 168 8.9

SOURCE: Puerto Rico Planning Board.
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state with the lowest per capita income, and the unemployment rate, at about 14
percent, is very high by mainland standards. Moreover, many Puerto Ricans are
not counted in the reported unemployment rate because participation in the labor
force is only about 45 percent, well below the level on the mainiand. Reported
unemployment is also affected by the relatively high rate of migration from the
island. Although net emigration varies from year to year, those leaving the island
each year represent about 1 percent of the population.

Some observers have interpreted the prominent role of federal and common-
wealth governments in Puerto Rican economic life as a high degree of dependence -
among Puerto Ricans. As Table 2 shows, employment by government has grown
steadily since the 1940s. This growth was financed in part by federal transfers to:the -
commonwealth government, and also by growing deficits in the commonwealth
government’s operating budget. Moreover, at 31 percent, the proportion of federal
transfer payments in personal income is more than twice as high as the mainland
average and half again as high as the five states with the highest combined propor-
tion. The figure for Puerto Rico would be even higher—about 35 percent--if all
federal entitlement programs were fully available to Puerto Ricans.

Many firms in labor-intensive sectors such as apparel and shoe manufacturing
have been leaving the island for countries with lower wage rates. The remaining
manufacturing firms are concentrated in capital-intensive sectors. Economists
interpret this concentration in part as a reflection of the incentives for such
production methods embodied in both the Section 936 tax provisions applicable to
tangible corporate income, which they see as a subsidy to capital income, and of the
wage levels in Puerto Rico, which are high relative to those in other Caribbean and
Latin American countries. '

Even more than its incentive to use capital-intensive methods, however,
Section 936 also offers a unique opportunity for operations that generate income
from intangible assets, such as patents or trademarks. By transferring such
intangible assets to subsidiaries in low-tax jurisdictions, firms seek to have the costs
of producing the intangible assets appear on the U.S. parent’s books, where the tax
deduction is valuable, and to have the income appear on the subsidiary’s books,
where the tax rate is low.

Some types of producers are particularly able to take advantage of such oppor-
tunities to shield income. These firms usually have high marketing costs (which
generate marketing intangibles) or high research and development costs (which
generate manufacturing intangibles) and produce a product that is easily transported
and requires a mass-production stage in light industry. For this reason, Section 936
activity in Puerto Rico is dominated by firms in such industries as pharmaceuticals,
electrical and electronic equipment, and scientific instruments. Many such firms
have subsidiaries in a number of foreign locations. Determining the response of
these firms to the loss of tax advantages under Section 936 is one of the principal
analytical issues presented by the possibility of either statehood or independence.
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POTENTIAL EFFECTS OF REMOVING SECTION 936 TAX BENEFITS

While data necessary to determine the response to losing Section 936 are not
publicly available, some measure of the problem is suggested by theory and by
aggregate data. Theory suggests that firms will make investments in all feasible
locations until the after-tax rates of return of the last investment in each location
are all equal. This assumes that taxes are treated like other costs, so that tax
advantages in a given-location can offset nontax cost disadvantages. Removing
those tax advantages would leave the location at a cost disadvantage for the
marginal investment. Then investment in that location would be curtailed or assets
relocated until after-tax rates of return in all locations are again equal for the last
investment.

The first step in applying the theory is to determine the quantitative difference
in after-tax rates of return ‘that either statehood or independence would imply
compared with alternative locations available to the firm. CBO has made rough
estimates of the change in after-tax rates of return to investment in Puerto Rico
under statehood using the reported before-tax returns shown in Table 4.5

Given that roughly one-half of reported profits in Puerto Rico are exempt
from U.S. tax under commonwealth status but by 1998 would be fully taxable under
statehood, the reported after-tax profit rate would fall by about 9 percentage points
for the average Section 936 manufacturer and about 11 percentage points for firms
in chemicals, electronics, and instruments—the group of industries that represents

. about three-quarters of Section 936 assets.’

For reference, these reductions in after-tax rates of return are roughly on the
order of the levels of operating rates of return on the mainland, which are
cansidered to represent the opportunity cost of holding capital. In principle, other
things being equal, it would be profitable simply to abandon assets in Puerto Rico

if higher after-tax returns elsewhere would more than cover this opportunity cost.

But relocation is not costless, and there is no guarantee that higher after-tax returns
are available elsewhere. '

‘The relevant question becomes whether Section 936 firmis can- mitigate their
losses under statehood by investing or locating elsewhere. CBO has neither the
data nor resources to answer such a question precisely. Theory, however, suggests
that mainland locations may again become competitive because locating in Puerto

4, As discussed below, the levels of reported profit rates do not accurately reflect the productivity
of tangible capital in Puerto Rico: rather, they largely reflect the incentive for corporations to
allocate profits to their Section 936 subsidiaries, especially through the transfer of intangible
assets. Nevertheless, changes in reported profit rates can be used strictly for comparison.

7, The caleulations include the following assumptions: the effective Puerto Rican tax rate is §
percent; the federal tax rate is 34 percent; the firm has no interest expense (borrowing by Section
936 firms is minimal because it is to the affiliated group’s advantage to borrow on the mainiand
where tax deductibility of interest expense is valuable); the firm uses the "profit-split” method as
most firms are expected to do under the provisions of the Tax Reform Act of 1986. This method
allows the afffliated group to split its profits from Section 936 activity roughly equally between the
subsidiary (paying no U.S. tax) and the parent (paying full U.S. tax).” For a more complete
explanation of this method, see Department of Treasury, Sixth Report, pp. 8-10.

8
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TABLE 4. BEFORE-TAX OPERATING RATES OF RETURN FOR -
SELECTED INDUSTRIES, 1983 - ' "

‘Before-Tax Operﬁting_ Income -As_:-"a
Percentage of Operating Agsets-

Mainland " Section 936

Industry _ ' Operations Corporations®
All Manufacturing ; 10.3 : 541
Food and Kindred Products 13.7 w02
Cheﬁﬁcals and Réléted Productsl 10,1 | 71

Pharmaceuticals | 18.7 | 775
Fabricated Metal Products 10.6 27.78
'Machinery, Except Electrical | 91 . L 426 .
Eleﬁtric#i and Electronic | : o
Equipment ' ' 8.5 673
Instruments and Related Products - 12.1 - | 695 h

SOURCE: = Department of the Treasury, Office of Tax Analysis.

NOTE: Operating income is defined as gross sales less cost of goods so,ld.and’ less ail”dther_,deduét'i‘g;hs
except taxes, interest, and charitable contributions. Operating assets include net property, plant
and equipment, inventories, and net accounts receivable. : R

a.  Section 936 corporations included are those that did not elect to use the profit-split method. Such
firms represented about 80 percent of Section 936 assets in Puerto Rico. Most of their income
from intangible assets was likely to arise from manufacturing intangibles, rather than marketing
intangibles. : ' C
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Rico would no longer offer tax advantages that could outweigh any cost disad- .
vantages. Moreover, low-tax foreign locations may offer attractive alternatives.

The U.S. tax treatment of income earned in a foreign location is more
~favorable than that accorded domestic income. Generally, U.S. tax is due on
foreign-source profits not as they are earned but when they are returned to the
U.S. parent, and a credit is provided for any foreign tax that has been paid on them.
This deferral of tax reduces the effective U.S. tax rate for such income—the longer
~ the profits remain abroad, the lower the effective U.S. tax rate. Given deferral, the
effective tax rate is below the U.S. rate as long as the foreign tax rate is below the
U.S. rate.

* In principle, intangible income is subject to current, rather than deferred,
taxation, but U.S. firms located abroad are expected ta be able to shield a significant
- portion of intangible income from current tax.® The extent to which this is possible
is speculative, depending on regulations that have not yet been issued, but most
authorities expect that significant opportunities to shield such income from current
tax will remain.

Given this tax treatment of foreign-source income, low-tax foreign locations
- could offer tax advantages over Puerto Rico under statehood. The exact advantage
cannot be stated precisely, but rough calculations suggest that, other things being
equal, over half the tax loss that statehood would imply might well be preserved by
relocating to a low-tax foreign jurisdiction. Because an independent Puerto Rico
could serve as a low-tax jurisdiction, it also follows that Puerto Rican independence
would not entail the same tax costs as statehood.

Because of the loss of full Section 936 benefits under either statehood or
independence, firms may reduce investment or relocate their operations entirely.
The extent to which they would do either is hard to quantify, but historical data
contain some evidence that tax benefits affect investment decisions by parents of
Section 936 corporations. Figures on the number of jobs promised by Section 936
firms and other nonlocal companies show sharp declines in years when news of

_possible changes in Section 936 benefits was announced (see Figure 1). On two.
. previous occasions, in 1982 and 1985-1986, anticipation of changes in Section 934
rules sharply reduced the number of new jobs promised (committed) by nonlocal
firms (mostly Section 936 firms), while commitments of local firms changed little.
Nonlocal commitments are once again sharply down during the current discussion
of changing Puerto Rico’s status. A decision to change status would probably reduce
commitments and investment even further.

8. More formaily, law requires that the foreign subsidiary make payments to the parent that reflect
the market value of using the intangible asset during the year. This payment appears as income
on the parent’s books where it is subject to current federal tax. The ability to shield intangible
income depends in part on being able to claim that the intangible asset properly belongs to the
subsidiary, rather than the parent. It is easier to make such an argument in the case of
manufacturing intangibles, which are used where the item is produced, than in the case of
marketing intangibles, which are used where the item is marketed, Informal analysis suggests that
most intangible income of Section 936 firms flows from manufacturing intangibies rather than
marketing intangibles (see Department of Treasury, Siwh Report, pp. 61-64).

9

— 19_ .



FIGURE 1.  NEW JOB COMMITMENTS

Thousands
29,

20k

15 Non[ocal firms

L0 =

Local firms,

1970 1975 | 1980 | 1985 | 19949
Puerto Rican Fiscal Years
SGURCE: Pﬁef’to Rico Ecohbfrﬁc Development Adthinistration.

NOTE: New job commitments filed with the Puerto Rico Economic Development
: Admijnistration by local and norilocal (mamly Section 936) firms seekmg partial
_ exemption from Puerto Rican taxes. ' _ ,
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Firms less likely to move existing assets and production to a new location
than to reduce new investment because relocation involves costs that do not apply
when considering possible locations for expanded production. As a result, such
relocations may not happen very quickly even when they may be profitable in the
long run.. Beyond their fixed capital investments, going-concern operations in Puerto
Rico have substantial investments in the training of their staff to carry out their
operations. They have already organized supply and distribution networks, developed
relations with local unions and government organizations and other institutions, and
acquired an understanding of the local culture. These efforts were all made at
‘substantial cost, a cost that would need to be incurred again if these firms moved
to a new location. In addition, moving assets to a foreign location would entail
paying tax on any capital gains that had accrued to the assets while in Puerto Rico.

- The importance of considerations of cost differs considerably from industry
to industry and from firm to firm. Some industries, such as apparel, are notorio-
usly "footloose” and seem to move fairly readily to the location of least operating
cost. Some firms in Puerto Rico have kept down their commitments by using space
rented from the commonwealth government rather than buying their own buildings.?
Nevertheless, it is possible that only a few firms would actually cease operations in
Puerto Rico as a result of a change in status, and that the loss of current Section
936 firms would not greatly exceed normal attrition that occurs as firms pass through
a life cycle.

- Several arguments suggest that Section 936 corporations in Puerto Rico may
not reduce their investment significantly if the island were to become a state, but
CBOQ has not incorporated all of them into its analysis. In some cases, CBO was
unconvinced by the logic or evidence, and in other cases full consideration of the
argumnents would have required an analysis far beyond CBO’s time and resources.
The main arguments considered here are the apparently high pre-tax rate of profit
in existing Section 936 corporations, which seemingly insulates them from changes
in taxation; the apparent lack of response of Section 936 investment to past changes
in U.S. tax laws; and the possibility that Puerto Rico may have substantial nontax
advantages that would continue to induce firms to locate there.

tance of Hi ofit Margins. The first argument is that Section 936
firms have strong profit margins that could withstand an increase in taxation without
becoming unprofitable. In CBO's view, however, the apparent profitability of
Section 936 corporations does not necessarily mean that they will be unaffected by
loss of Section 936 tax benefits. Much of their reported pre-tax profitability might
disappear under statehood because that profitability apparently reflects the use of
corporate accounting conventions that are themselves stimulated by Section 936. As
was shown in Table 4, reported pre-tax profits of Section 936 companies are indeed
very high compared with mainland corporations in similar industries, which seems
to suggest that they would remain profitable even when they pay U.S. tax. But these
profit rates do not represent the profitability of many Puerto Rican operations from
the point of view of parent corporations in the United States. Current tax law

9. About two-thirds of the space used by firms in the textile, apparel, electronics and scientific
instruments industries—which account for over one-fifth of Section 936 assets—is rented rather than
owrted,
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prowdes a strong incentive for the parent corporation to ﬁnd ways to take profits
in Puerto Rico rather than on their own books. The accounts of these Section 936
companies thus reflect profits accruing from their ownership of intangible assets.
These returns to mtangxble assets would continue to accrue to the parent corpora-
tion wherever production is located and thus do not, in the absence of tax cons1dera—
“tions, affect the 10canon of productlon

:jmg éppa;ent Lack of Be@gnse of Sectlog 934 Igvegtment to TEFE_L& A second

argument to the effect that manufactunng investment in Puerto Rico would continue
strongly under statehood is based on the effect of the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA) on new job commitments by Section 936 firms.
The argument is that tightened rules about the reporting of incomie on intangibles
that were included in the act do not seem to have slowed the rate of growth of
Section 936 firms. Indeed, new job commitments, especially thase of nonlocal firms
(mostly Section 936 firms), were higher after 1982 than before (see Figure 1).!°
CBO is not convinced by this line of argument because even though these tightened
rules reduced the tax-planning incentive to locate in Puerto Rico, they did not
éliminate it, as statehood would. Puerto Rico therefore kept a unique tax advantage
over any alternative site even after the TEFRA changes. Moreover, it is difficult
to infer what effect TEFRA had on Section 936 investment because the data reflect
not only the effects of this tax change but also the influence of recovery from a
recession that was very severe in the United States and even more severe in Puerto
Rico. It is not possible to know what the growth of Section 936 activity would have
been in-the absence of TEFRA, so it is not clear how much weight to put on the
rélative strength of growth in Section 936 investment since TEFRA was passed.

Nontax Cost Advantages of Location in Puerto Rico. Another argument implying
that Section 936 corporations might stay in Puerto Rico under statehood is that
‘Puerto Rico may still offer cost advantages for Section 936 firms relative to other
potential locations. Average manufacturing labor costs are lower in Puerto Rico
than in any state of the Union, though until recently the minimum wage in Puerto
Rico was the same as on the mainland. Manufacturing wages exceed those of most
alternative low-tax locations, but this differential is-at least pamally offset by the
relatively high skill and experience of the manufacturing labor force in Puerto Rico,
and by the tariff protection in the U.S. market that Puerto Rico would enjoy under
statehood as well as under commonwealth status. However, power costs, costs of
compliance with federal safety and environmental regulations, and shipping costs (in
part the result of the Jones Act requirement to use U.S. ships and crews) disad-
vantage Puerto Rico, but these dlsadvantages apply equally to d commonwealth and
to a state of Puerto RlCO

CBO does not have the means to examine possible nontax cost advantages,
and as a result has not tiken them into account. Furthermore, theory suggests that
firms locate investment so that tax advantages offset cost disadvantages. Removal
of the Section 936 tax advantage should leave Puerto Rico at a cost disadvantage for

10. ~ Firms éeking partiai exemption from Puerto Rican taxes file commitments with the Puerto Rico
Economic Development Administration to create a certain number of jobs within a specified
period. Tax exemptions, in principle, are conditional on mesting these commitments,
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at least some firms.” A full comparison of costs of production in Puerto Rico with
~those in other possible locations is far beyond CBQO's capabilities. Such a study
-would have to include not only U.S. states and other Caribbean locations, but also
Ireland, Latin ‘American countries, and the newly industrializing countries of the
Pacific. Which cost factors are most relevant differs by industry and even by what
particular investment project is contemplated, so that general statements cannot be
* made or supported. For this reason, though CBO recognizes the importance in
" principle of directly comparing production costs in Puerto Rico with those in other
_ locations, such comparisons cannot be the basis of this analysis.

| POTENTIAL ECONOMIC IMPLICATIONS OF STATEHOOD

*The' Congressional Budget Office, like other analysts, has considered several
“consequences of statehood that might affect the course of the Puerto Rican economy
- during the next several years. These effects include:

0~ Slower growth in Puerto Rico’s capacity to produce as a result of the

~ possible reductions in the rate of investment by manufacturing
corporations on the island stemming from the loss of Section 936 tax
preferences;

0  Changes in aggregate demand in Puerto Rico that result from several
 ‘developments: changes in the net flow of funds (income-support
payments, ' grants-in-aid, and tax payments) between the federal
- government and Puerto Rico; and reductions in investment on the island

~ in response to loss of Section 936 tax preferences;

o  “Slower growth in the island’s capacity to produce stemming from lower
investment by businesses other than the Section 936 corporations, which
would also experience increased costs because they would be liable for
federal income taxes under statehood;

0 Contraction of Puerto Rico’s financial sector, which has benefited from
tax incentives for financial investment on the island by Section 936
corporations--incentives that would no longer obtain under statehood;

o  Possible changes in the tax and spending policies of the Puerto Rican
government. Unless Puerto Rican taxes are reduced, the combination
of federal and Puerto Rican income taxes would result in high income
tax rates on the island. To avoid this, the Puerto Rican government
might reduce both its taxes and expenditures--actions that could resuit

- in.economic dislocation in the short term;

o Changes in the incentives to work in or migrate to or from Puerto Rico.

Such changes are embodied in liberalized eligibility for federal income-

- support payments in Puerto Rico and the higher marginal tax rates in

-Puerto Rico stemming from liability for federal and Puerto Rican income
taxes; : '

12
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o  Changes in the incentives for foreign countries to invest in Puerto Rico
because, as a state, U.S. tax treaties would apply. In particular, income

“of West German firms would not be liable to German tax were they to
operate in a state of Puerto Rico (although U.S. tax would apply); and

.0 Changes in perceptions of the island on the part of outsiders, A new
perception of Puerto Rico may come about particularly as a result of a
reduction in the uncertainty of its status, and perhaps through less of a
perception on the United States mainland that Puerto Rico is a foreign
location. Such a change in perception could bring greater awareness of
opportunities for investment and tourism that the island could offer if
it became a state.

_ Representatives of the statehood party have suggested that the state of Puerto
Rico would reduce its state income tax rates from present levels and expand
investment in the tourist industry. Lower income tax rates would be made possible
by reducing expenditures on the provision of health care, recognizing that a greatér
share of health care could be supplied by the private sector and through federil
programs, In addition, the state government might raise funds by divesting itself of
. public corporations.

While many of the economic consequences of statehood could be significant,
. €BO has been able -to concentrate on the only two that are quantifiable: the
. reductions in the supply side of the economy stemming from a loss of Section 936
. capital, and changes in aggregate demand from both changes in activity of Section
936 firms and changes in the net flow of funds with the federal government. CBO
has focused on these effects because it could find little data permitting the
quantification of the other consequences of statehood. While those consequences
may be significant, there was little basis for estimating their magnitude. -

‘Reductions in Investment Resulting from
Loss of Section 936 Investment Benefits

One of the central economic consequences of any change in Puerto Rico’s status
follows from the loss of federal tax benefits under Section 936. If Puerto Ritod
elects statehood, S. 712 mandates that Section 936 be phased out in equal
Increments over five years beginning in 1994. A Section 936 firm would receive a
(credit against only 80 percent of its federal tax owed in 1994, 60 percent in 1995,
40 percent in 1996, 20 percent in 1997, and no credit thereafter.

As a result, the after-tax rate of return to Section 936 corporations located
in Puerto Rico might fall below levels available on the mainland or in third
countries. The drop in return could lead some firms to relocate their operations,
while others might slow their investment in Puerto Rico without leaving. Firms
that would otherwise have located in Puerto Rico may choose not to do so. Any
of these outcomes would slow the growth of investment in Puerto Rico by these
corporations, as well as the growth of their production, their exports, their imports
of capital goods, and the income and employment that they generate in Puerto Rico.

13
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If Section 936 firms slowed their mvestment, the impact-on the Puerto Rican
économy could be exacerbated by the reactions of other businesses and the state
government of Puerto Rico. Many local businesses that supply Section 936 firms
might reduce the growth of their production as a result of slowing activity in the
Section 936 sector. Similarly, the growth of tax revenues to the state government
ight slow, and the government might then have to cut back its own expenditures
and employment in order to maintain a balanced budget. Such cutbacks as a result
of slowing economic growth are common among state governments on the mainiand,
which face constitutional requirements that their operating budgets remain in
balance. Even in the absence of constitutional strictures, financial markets constrain
the ability of state governments to run budget deficits without endangering their
eredit ratings. When state governments undergo such cutbacks, they ‘at ‘least
‘temporarily accentuate the economic slowing that precipitated the budget-reduction
measures. (The model CBO used for analysis, however, sugaests that any slowmg

induced by budget reduction would be transient.)

Some of these effects could be offset, however, to the extent that uncertainty
about Puerto Rico’s future political status has deterred companies from investing
there until now. Statehood could raise Puerto Rico’s visibility as a place to locate
for domestic producers. It could also eliminate any risk that was associated with its
- tincertain political status in the past. Thus, domestic or foreign firms looking for a
sécure, low-cost site of production within the United States could be attracted to
Puerto Rico after statehood.

et Federal Transfers to Pue ico

If Puerto Rico becomes a state, its fiscal relations with the federal government
would change in several ways under S. 712:

0  Puerto Rican residents would become fully eligible for the Food Stamp
program, Medicaid, and Aid to Families with Dependent Children
(AFDC);

0  Puerto Rico would become eligible for Supplemental Security Income
(though its eligibility for Aid to the Aged, Blind, and Disabled would
end); and

o  Puerto Rican individuals and firms would become liable for federal
income and excise taxes (but individuals would also be eligible for the
earned income tax credit).

CBO estimates that, in the absence of changes in economic behavior, payments
ﬁ‘om the U.S. government to Puerto Rico under entitlement programs could
mcrease by $1.7 billion in fiscal year 1992, an amount that rises to $3 billion per
year in fiscal year 1995 (see Table 5). In terms of the federal budget, these
increased payments would be partially offset by higher taxes received from Puerto
L_g{ico,ﬁ and from U.S.-based corporations as a result of their loss of Section 936
enefits.

14
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TABLE 5. ES'I'IMATED FEDERAL OUTLAYS IN PUERTO RICO FOR
S CERTAIN ENTITLEMENT PROGRAMS (In billions of doIlars,

U S. ﬁscal years) ,
! Progfams. ‘ | o -“1.992. 1993 11994 1995
-Basehne Outlays | o 1819 20 0 21
Increases Under Statehood | I S
- . Food Stamps 0.7 . 0.7 . 0.7. - 0.7
‘Medicaid - 0.9 1.0 L1 12
Medicare - 0.1 0.1 0.1 0.1
Supplemental Security Income 0 0 0.6 - -09
Aid to Families with Dependent
- .Children : a 0.1 0.1
Foster Care a a S a . a
| Total Increase | o 17 _1;8 ,' | _2.6. " 30
. Outlays Under Statehood - 35 37 46 51

SQURCE: Congressional Budget Office.
a. Less than 350 million. '
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Increases in fundmg for social welfare programs and in marginal tax rates
might reduce incentives to work, or to stay in Puerto Rico rather than migrate to
the mainland. CBO has not taken these effects into account, however, in part
because a significant portion of the increased welfare benefits goes to those unable
to work, such as children, the elderly, and disabled people. Liberalized weifare
benefits in Puerto Rico may also reduce an incentive to migrate to the mainjand,
partially offsetting the increased incentive to migrate that may come about as Puerto
Ricans become liable for federal income taxes beginning in 1994, and as a result of
the loss of Section 936 jobs. In any case, CBO has found no analysis of migration
or labor supply in Puerto Rico on which to base a technical judgment of these
effects on incentives to work or migrate, nor any source of data that 'would permit
it to develop its own analysis in the time available:

Another economic implication of statehood under S. 712 stems from the fact
that mcreased federal funding of entitlement programs in Puerto Rico would exceed
the increases in tax payments received from residents and local corporations on the
island. (Increased tax collections from Section 936 corporations, other things being
equal, would also add to federal revenues, but this tax change would not lead to
additional reductions in Puerto Rican aggregate demand because it would reduce
incomes of mainlanders rather than islanders.) These increased net transfers would
offset some of the loss in overall Puerto Rican demand for goods as a result of
changes in the manufacturing sector, thereby mitigating the loss in Puerto Rican
gross national product. CBO has also analyzed this effect using the formal
econometric model that is described below.

ethod of atio

As the above dlscussion points out, CBO’s analysis of the possible economic
consequences of statehood has concentrated on two particular changes: loss of
Section 936 tax benefits for qualifying corporations; and increases in federal transfer
payments to the island less increases in federal tax receipts from the island. CBO’s
analysis of the effects of these developments on the whole Puerto Rican economy
consisted of three steps:

0 Developing two alternative baseline projections of economic variables
-over the 1990-2000 period, assuming Puerto Rico’s current common-
wealth status;

o . Deriving plausible responses of investment by Section 936 corporatlons
"~ to the loss of 936 tax benefits; and

0 Estlmatmg the consequences of these changes in investment and of the
changes in net federal transfers to the island for such economic variables
~ as GNP and unemployment, using an economic model.

Developing. the Baseline Projections. The first step in estimating the effects of
statehood on Puerto Rico’s economy was to develop two alternative baseline
projections of such economic variables as real GNP, investment, employment, and
exports over the 1990-2000 period. These are not forecasts of the performance of

15
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the economy under commonwealth status; CBO does not have the expertise to
develop accurate. projections of the most likely course of Puerto Rico’s economy.
Instead, the baselines represent mechanical projections of the course of the economy
over the next decade based on recent historical trends. The projections serve as
benchmarks against which the performance of the economy under the different
status options can be expressed. |

- The baselines were constructed in the following manner. First, CBO found
the growth trend of real GDP since 1973 using a statistical adjustment to remove
the influence of business cycles.”* These calculations imply that the trend growth
rate in Puerto Rico since 1973 has been about 3.4 percent per year. Next, the
variation from trend of actual growth in real GDP for successive 10-year periods
starting in 1973 was found. CBO used this variation to determine bands around
the trend that would include deviations above and below the trend rate of growth
that are at all likely based on experience since 1973.'2 The upper band was then
treated as the high-growth baseline and the lower band as the low-growth baseline.
The optimistic baseline incorporates growth in real GDP of 4.4 percent per year,
while the lower baseline involves growth of 2.4 percent.

- CBO chose the year 1973, a cyclical peak, as a base year because it seems to
separate a period of generally strong trend growth from one of slower average
growth in subsequent years. This pattern applies in the United States and many
other countries as well as in Puerto Rico. The results would have been virtually
identical if 1979 (also a cyclical peak year) had been chosen as the base year instead.

In constructing each of the baseline projections, CBO assumed that Section
936 activity would grow 2.6 percentage points faster than the rest of the economy.
This figure reflects the amount by which growth in the manufacturing sector has
exceeded that of the economy as a whole since 1974. (Manufacturing is taken to
be a proxy for Section 936, for which recent data are unavailable, but which is
known to account for most manufacturing in Puerto Rico.) Since 1974, manufac-
turing output has grown on average about 3.7 percentage points faster than the rest
of the economy, but the extraordinary differential in 1976 accounts for over 1

11. - In particular, CBO estimated a statistical equation relating the logarithm of real GNP to a constant
and to the deviation of the unemployment rate in the United States from CBO's estimate of the -
structural (“nonaccelerating inflation™) unemployment rate for the United States (an adequate
measure of cyclical unemployment in Puerto Rico is not available). In addition, this regression
equation contained five time trends: one coveéring the whole estimation period (1953-1989) and four
others beginning in the years following successive peaks in Puerto Rico's business cycle: 1958, 1961,
1974, and 1980. In this manner, the equation was-able to estimate changes between business cycles
in the trend rate of growth in Puerto Rico’s GNP. In making projections with the equation, the
deviation in the unempioyment rate from the structural rate was set equal to zero.

12,  In making this calculation, CBO first estimated the standard deviation of a sample of estimates of
the average rate of growth of real GNP over successive 10-year intervals beginning in 1974. The
resulting estimate of the standard deviation was 0.5 percentage point. This estimate was used to
generate the high and low baseline paths by adding two standard deviations to the projected trend
-growth rate to derive the optimistic baseline path, and by subtracting two standacd deviations to
derive the pessimistic baseline. If growth rates are distributed normally about the trend, this
procedure would imply that there is only a 5 percent chance that growth would be either faster
than CBO’s optirnistic baseline or slower than its pessimistic one.

16
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percentage point of this total. Therefore, the figure of 2.6 percentage points was
chosen. . : _

" -These assumptions determine the characteristics of the high-growth and low-
growth baseline paths. With real GDP growing at 4.4 percent per year on the high-
growth baseline, real Section 936 output grows at 5.6 percent, while real growth in
the rest of the economy proceeds at 3.0 percent. Similarly, real GDP grows at 2.4
percent per year on the low-growth baseline, with real output in the Section 936
sector growing at 3.6 percent and the real output in the rest of the economy growing
at 1.0 percent. g - Lo

The Response of Investment to Loss of Section 936 Benefits. CBO has been able
to. make only rough estimates about the crucial issue of how much and how fast
affected corporations.operating:in Puerto Rico would reduce the scale of their
operations once statehood eliminated the tax benefits under Section 936. In order
to be sure how much Section 936 benefits currently contribute to-the rates of
investment in Puerto Rico and, hence, what would happen if they are removed, CBO
would need to know more about the Section 936 companies--for example, which
investments would have occurred even without special tax advantages, and which
investments are made profitable for the parent corporation only by the special tax
advantages.. This information is unavailable. : o

© -CBO assumed that recent rates of attrition of Section 936 firms would
continue under statehood, and that the remaining firms would invest only enough
to offset depreciation and maintain their capital stock. (Attrition of Section 936
firms occurs on an ongoing basis, but is normally more than offset by expansion of
existing firms and the entrance of new firms.) These investment changes would
lead to a loss of between 37 percent and 47 percent of the capital and production
of Section 936 corporations in the year 2000 compared with what it might be in that
year under the current status. The smaller of these losses in capital is similar to an
assumption of a 35 percent loss used by the U.S. Treasury.’® While CBO makes no
explicit assumption about events after 2000, the loss in Section 936 activity seems
likely to be permanent. .

. The actual ocutcome under statehood could be better or worse than is implied
by CBO’s assumption. It could be better if investment by Section 936 firms is
insensitive to tax considerations, so that removal of tax advantages would have little
effect on investment. It could be worse if tax advantages are crucial to the
profitability of locating in Puerto Rico (from the point of view of the parent
-corporation), so that the removal of these advantages leads firms not merely to halt
growth in their commitment to Puerto Rico but even to pull back from existing
investments. :

13. - - Aloss of 25 percent was cited in testimony of Kenneth Gideon, Assistant Secretary of the Treasury,
-+ before the Senate Committee on Finance, November 14, 1989. This percentage, however,
understates the movement of firms and their income out of Puerto Rico, because some of the
income of relocated firms would be subject to U.S, tax. Private communications with the Treasury
suggest that the underlying loss in Puerto Rico production and income was estimated at 35 percent,
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Even current levels of activity of Section 936 corporations might not be
maintained under statehood if tax advantages are crucial to the profitability to
parent companies of current Section 936 operations. For reasons already discussed,
CBO cannot accurately assess how likely such moves would be, as it does-not know
either how important tax considerations are to the Section 936 corporations, or in
detail how other costs differ between locations. : ‘) :

CBQ's Economic Model. =CBO is charged with the task of estimating the
implications for the overall Puerto Rican economy not only of the changes in
corporate investment that have just been discussed, but also of changes in federal
spending and taxes. It is impossible to estimate the combined effects of these
separate developments without a model of the Puerto Rican economy.: Even so,
recent theoretical developments suggest that the results of econometric models
must be used with extreme caution.® With this caveat in mind, CBQ has used the
results from a macroeconomic model that it developed for this study.!® ‘The model
is described in Appendix B. - NS : ,

CBO’s model concentrates on elaborating the demand side of the Puerto
Rican economy, but also permits evaluation of some of the most important impacts
of statehood on the supply side. It derives estimates of Puerto Rican GNP first by
predicting how each of the components of aggregate demand (consumption,
investment, government, and net exports), which--taken together--constitute GNP,
will behave in a given year on the basis of assumed changes in variables external to
the model. The components of demand are further influenced by the model’s own
subsequent predictions of changes in economic conditions that affect:the com-
ponents of aggregate demand. GNP is-then determined by adding up the separate
components of aggregate demand. The behavior of Puerto Rican employment is
predicted chiefly on the basis of the evolution of overall GNP.

-~ The, model incorporates statistically estimated equations “describing the
behavior of Puerto Rican consumption and investment spending, as well as spending
on merchandise imports and exports. Exports are determined largely on the basis
of economic conditions on the U.S. mainland, which is by far the most important
destination of Puerto Rico’s exports. The behavior of the spending and taxes of
Puerto Rico’s' government are predicted outside the model (treated as external
variables). . - . . _ o

14.  Many critiques of existing econometric models result from the advent of expectational analysis
during the 1970s. Two of the most celebrated critiques are presented in Robert E. Lucas,
"Econometric Policy Evaluation: A Critique,” in K. Brunner and A. H. Meltzer, eds., The Phillips
Curve and Labor Markess, Carnegie-Rochester Conference on Public Policy No. | (New York:
I‘gas:")th-HOUand 1976); and Christopher Sims, "Macroeconomics and Reality,” Econometrica (March
1980},

15.  Existing models that heiped guide CBO’s work are described in Jorge Freyre, £l Modelo

Econdmico de Puerto Rico (San Juan: Inter American University Press, 1979); M, Dutta and V.

.- .8u, "An Econometric Model of Puerto Rico,” Review of Economic Studies (July 1969), pp. 319-

- .333; and Fernando Zalacain, "Un Sistema de Modelos Econémicos Para Puerto Rico,” 1985
(processed), .
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- Such a model differs from the input/output models that others have general-
ly used to analyze the potential impacts of removing of Section 936 tax benefits.*®
CBO’s model concentrates on predicting the magnitudes of the differens components
of total spending that make up GNP. It also, however, permits the consequences
of such "supply-side” developments as a loss in productive capacity to be analyzed
directly. As such, this model is adequate to the present task, which involves
calculating the combined effects of two different implications of statehood: "supply-
side” changes in the amount of capital (from Section 936 firms) located in Puerto
Rico; and "demand-side” effects such as reductions in investment demand implied
by loss of Section 936, and changes in consumer demand unphed by changes in net
federa.l transfers to the island.

. ‘This model penmts analysis of the ultimate implications of these combined
changes. for such important overall economic conditions as national saving and the
balance of payments. In all of these respects, models of the type that CBO used are
more general than conventional input/output models. The "forward and backward
linkages" that input/output modeis emphasize--linkages between activity in Section
936 corporations and other sectors: of the Puerto Rican economy--are implicitly
represented in the analysis provided by CBO’s model.

. Short-run models of the type that CBO has used have limitations, especially
when it comes to representing the possible longer-term: behavior of any economy.
Such models take little account of the possibility that wages and other relative prices
may change in response to shifts in unemployment and other developments, inducing
resources to flow into new uses. (Input/output models also fail to address this
issue.)) Long-run models that emphasize flexible wages and other prices, for
example, would. suggest that unemployment would cause declining wages and
expansion in productive sectors that absorbed idle workers as a result of their lower

cost. Such rnodels do not, however, necessarily reflect the likely short-term behavior
of any economy, especially Puerto Rico’s, where the federal minimum wage is
thought to have helped restrict the downward flexibility of wages and where, as
Tables 1 and 2 show, high levels of unemployment have not historically led qmckly
to: shifts in. the mix of employment.

gn nggs from agsehg Changes from the baseline projections attnbutable
to changes in Puerto Rico’s status were computed by introducing several changes
into the model representing the separate economic implications of statehood. Once
all of the changes were introduced, the model was allowed to predict the combined
effects of all of these changes. For each baseline path, CBQ computed a separate
solution of the model (a prediction of a set of overall economic effects) for the
reduced rate of investment by Section 936 corporations resulting from loss of
Section 936 tax benefits.

16.  See, for example, John R. Stewart and Theodore Lane, "An Analysis of the President’s Tax
i+ Proposal to Repeal the Possessions Tax Credit in Section 936 of the U.S. Internal Revenue Code”
-+ (Puerto Rico Economic Development Administration: December, 1985); Angel L. Ruiz, "Impacto

- -Intersectoral y Macroecondmico en la Economia de Puerto Rico de las Empresas Operando Bajo

la Seccidén 936 det Codigo de Rentas Internas de Estados Unidos,” January 29, 1988 (processed);

and Fernando Zalacain, "Un Analysis Preliminar de los Impactos Econémicos del Proyecto de Ley

.S. 712 del Senado de Estados Unidos,” September 1989 (unpublished).
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" In each solution, the slower growth in the economy’s supply capacity as a result
of lower investment by Section 936 corporations was first introduced by reducing
investment from baseline levels. ‘The path of the capital stock of Section 936
corporations was chosen by assuming that normal attrition of Section 936 firms
would continue and that, beyond 1994, the remaining firms would invest only enough
to maintain their capital stock. Based on information about attrition rates
developed by the Puerto Rico Economic Development Administration, CBO judges
that about 5 percent of Section 936 employment is lost each year by contraction or
exit of existing Section 936 firms. But this employment loss occurs principally in
sectors with relatxveiy low amounts of capital per worker. Judging from the capital-
to-worker ratios in the chemical industry (which includes pharmaceutical) and in the
rest of the Section 936 sector, plant closings and reductions in usable capacity
appear to reflect attrition of Section 936 capital at a rate of about 2.5 percent per
year.  As a result, the net capital stock of Section 936 corporations was assumed to
fall at a rate of 2.5 percent per year under statehood. This assumption was
implemented in the modei by smoothly reducing gross investment of Section 936
below the baseline starting in 1992; after 1993, gross investment of Section 936 firms
simply offsets depreciation’ of the capital stock of firms that remain.

The changes in mvestment and resultmg percentage changes in capltal stock
differ according to how strongly Section 936 firms are assumed to grow in the
baseline (under the current status). In the high-growth baseline, Section 936 capital
grows at a rtate of 7 percent, so that the 2.5 percent decline assumed under
statehood represents-a substantial loss relative to the baseline. By 2000, indeed,
Section 936 capital stock under statehood would be about 47 percent lower than
baseline levels, and gross investment would be reduced even more (see Table 6).
Section 936 capital grows more slowly in the low-growth basetine, only 5 percent, so
that statehood under those assumptions produces a smaller reduction in the Section
936 capital stock (37 percent) and a correéspondingly smaller loss of gross invest-
ment.

Next output (including exports) of Secnon 936 firms was assumed to fall from
basehn_e levels in proportion to the previous year’s reduction in capital. The
reductions from baseline levels in investment and exports register as reductions from
ba.'seﬁne levels of aggregate demand in the Puerto Rican economy.

- The static increases in Puerto Rican income from baseline levels stemming
from increased receipts of transfers (less tax payments) from the federal govern-
ment--which work in CBO’s model to increase aggregate demand--were incorporatéd
by increasing disposable personal incomes and grants to the Puerto Ricap
government relative to their baseline levels by the amounts shown in Table 7. Thosge
amounts exclude any increased collections from Section 936 corporations because
they are effectively collected from mainland corporations and, therefore, do not
affect aggregate demand in Puerto Rico. Some federal tax collections from Puerto
Rican sources (excise taxes and customs duties) are currently "covered aver"--
returned to the Puerto Rican Treasury. These cover-overs will continue throug
1998. Personal tax collections will be covered over through 1995. CBO has assumed
that increases in tax collections that are covered over are redistributed to Puerto
Rican entities, so that only tax collections net of cover-over affect aggregate demand.
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TABLE 6. CBO'S ASSUMED CHANGES IN SECTION 936 GROSS
INVESTMENT, CAPITAL, AND EXPORTS (In percent of
baseline levels, Puerto Rican fiscal years)

Item Changed 1991 1992 . 1993 1994 1995 2000

High-Growth Baseline

Section 936 Gross

Investment 0 .26 -30 56 59 .73
Section 936 Capital 0 4 -8 -15 21 -47
Section 936 Exports 0 0 4 8 .15 43

Low-Growth Baseline

Section 936 Gross

Invcst-ment 0 -26 -30 47 -49 -62
Section 936 Capital 0 3 7 a2 a7 a7
Section.936 Exports 0 0 3 712 33

SOURCE: Congressional Budget Office.
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The demand for imports was constrained to yield reasonable results.
Specifically, CBO assumed that 60 percent of Section 936 investment is imported
--a figure suggested by the direct and indirect import content of investment goods
in Puerto Rico. In this view, imports can be decomposed into two parts: imports
that satisfy Section 936 investment demand and those that satisfy all other demand
as represented, implicitly or explicitly, by the workings of CBO’s model. In the
absence of such a restriction, imports of capital goods would fail by only 20 percent
to 40 percent of the fall in Section 936 investment—dn unreasonably low figure.

Simulation Resuits on Economic Impﬁgg:tions of Statehood. Under the quantifiable

assumptions discussed here, statehood for Puerto Rico seems likely to reduce the
average growth rate of the island’s income over the balance of the decade. Puerto
Rico would probably enjoy a temporary surge in growth during an initial transition
period, reflecting the provisions of S. 712 that would increase federal transfers to the
island before the reductions in the growth of Section 936 investment would be fully
felt. Given the various assumptions, however, average growth in output over the
balance of the decade would be reduced by about one to two percentage points, and
average growth in employment by about one-half to one percentage point (ses Table
8). The figures on employment would translate into increases in the unemploy-
ment rate in 2000 of between four and seven percentage points if there were no
influence of statehood on migration, and if there were no increase in employment
stemmiing from other developments that have not been taken into account here.
This increase represents a total of 50,000 to 100,000 more unemployed persons in
2000 than would otherwise have been the case. The shortfall in growth translates
into lower real GNP than would otherwise have occurred--about 10 percent to 15
percent below baseline by 2000 (see Figure 2).

Although normal growth rates would eventually return as the disinvestment
process runs its course, the accumulated loss of outpit and income below levels that
would otherwise have obtained would remain.

There are three interesting features of the results beyond those already
discussed. First, real GNP and GDP growth is affected more in the case of the
high-growth baseline than in the case of the low-growth baseline. This occurs
primarily because the growth of Section 936 capital is higher in the high-growth case,
and therefore its curtailment reduces investment by more. Second, in both cases,
growth in employment is not affected as much as growth in real GDP because much
of the loss in output is concentrated in the Section 936 sector, for which a given
level of output requires less than haif as much employment as other output. Finally,
growth in real exports is affected more than growth in cutput because Section 936
firms contribute a greater share to exports than to output.

POTENTIAL ECONOMIC IMPLICATIONS OF INDEPENDENCE

Only very rough estimates are possible when trying to predict how Puerto Rico’s
economy would fare after such a fundamental change in its character as indepen-
dence from the United States. Any such estimates are even more uncertain than
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TABLE 8. ILLUSTRATIVE EFFECTS OF STATEHOOD ON THE
" PUERTO RICAN ECONOMY (Difference from baseline of
~ average annual growth rate, in percentage points)

1992-1995 1996-2000 1992-2000

High-Growth Baseline

Real GNP 01 33 18

Real GDP 0.4 30 .18
Empioymcnt' _ ' 01 -1.9 _ -1.0
Real Exports. 24 45 36

Low-Growth Baseline

Real GNP . . 07 | 23 -1.0

- Real GDP 01 22 12
Employment 05 a4 06
Real Exports 18 30 25

SOURCE: Congressional Budget Office.
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FIGURE 2. . ESTIMATED LEVELS OF REAL GNP UNDER STATEHQOD
COMPARED WITHALTERNATE BASELINE ASSUMPTIONS
UNDER COMMONWEALTH STATUS (In billions of 1954
dollars)
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those associated with statehood. Oue can speculate, however, that independence
could affect the econ'omy in the short term in the fo’lloWing ways:

Q

Through changes in the tax status of corporate profits generated in
Puerto Rico.

Through changes in the net fiscal flows between Puerto Rico and the
United States.

- Through changes in Puerto Rico’s own fiscal policy_.

Through changes in monetary arrangements in Puerto Rico, such as

possible institution of a new currency.

Through changes in trade policy affecting commercial relations between
Puerto Rico and other countries. 'Puerto Rico’s exports to the United
States would no longer automatically be free from tariff duties. S. 712
provides that an independent Puertoe Rico would qualify for most-
favored-nation status and states that the United States would wish to
enter into a free trade assocéiation with the new repub_hc But the bill
makes no commitments regarding actual tariff provisions. Tariff-free

entry to the U.S. market would preserve an important cost advantage to

Puerto Rico and greatly increase its ability to attract investment from
abroad as a republic.

Through changes in shipping costs to the U.S. mainland because U.S.
shipping regulations would no longer apply. As an independent nation,
Puerto Rico would no longer face the requirement that its shipments to
U.S. markets be carried on vessels registered in the United States, which
would reduce the cost of such operauons

Through changes in the terms under wh1ch‘ Puerto Rico can borrow on
world financial markets. These changes might stem eithér from loss of
access to tax-exempt financial markets in the United States or from
changes in outsiders’ willingness to lend to or invest in Puerto Rico.
Willingness to invest in Puerto Rico will depend on cutsiders’ perceptions
of Puerto Rico’s political stability, economic policy, and future economic
institutions.

Through possible changes in attitudes on the part of Puerto Ricans
themselves: on the one hand, they may respond to independence with
still higher work effort, saving, and the like; on the other hand, they may
demonstrate lack of confidence in the country’s future by emigrating or
sending their savings abroad.

Representatives of the independence party of Puerto Rico have described the
policies that the government of an independent Puerto Rico might choose to carry
out. In particular, the party has described the tax provisions that it believes would
be effective in preventing losses of investment in the manufacturing sector. It also
has suggested that it would be wise for Puerto Rico to create no monetary institu-
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tions of its own during the first 10 years of independence, instead relying on the
U.S. dollar as its currency.

The independence party representatives have also suggested that the
government of an independent Puerto Rico might usefully institute a program of
economic reforms involving such measures as selling unprofitable public enterprises,
improving tax enforcement, increasing government investment, raising the
productivity of public workers, and reducing the government work force. Such a
government might also gradually reduce the dependence of some Puerto Ricans on
government income-support payments by reducing the levels of such support in steps.
during the first years of independence.”’ The successful implementation of these
types of reform is an extremely difficult and complex task, as indicated by the
experiences of other developing countries over the past several years.

Of the many factors that might affect economic performance in Puerto Rico
after independence, CBO has focused on three: the effects of the projected
reduction in transfers from the U.S. government relative to the levels that would
otherwise obtain; the possibilities for attracting direct foreign investment to the
country; and the possible problems that the country might face in financing its
balance of payments. '

et Fe L sfers to Puert ico

Compared with continued  commonwealth status, under independence federal
transfers to Puerto Rico would fall and federal revenues from local sources (as well
as Section 936 firms) would rise. While some programs such as federal pension and
veterans. benefits would continue after independence, others such as Food Stamps,
Medicare, Foster Care, Aid to Families with Dependent Children, and Supplemental
Security Income would not. Instead, Puerto Rico would receive a federal block
grant at a level equal to U.S. federal expenditures in Puerto Rico for such
discontinued programs during the U.S. fiscal year in which independence is
proclaimed. This grant would be paid annually to Puerto Rico through the ninth
year following the certification of the referendum. The grant would be fixed in
nominal terms, however, and would not allow for growth that would otherwise occur
~ as a result of inflation or increased participation. Therefore the republic’s annual
income from this source would fall short of what Puerto Rico would receive under
commonwealth status (see Table 9). In addition, Puerto Rico would lose the benefit
of federal cover-overs, which currently protect it from liability for federal excises on
rum. As a result, net payments to the U.S. Treasury for rum excises would increase
after independence. The overall result is a significant reduction from projected
baseline levels in net fiscal flows from the U. 8. Treasury to Puerto Rico.

This shortfall can be expected to have two effects. One, which is discussed at
greater length below, is that less financing through federal transfers will be available

17.  Some analysts have pointed to the possibility that less dependence on income-support payments
at levels close to those provided on the U.S, mainland might weil increase private saving and other
economic initiatives in Puerto Rico. See Bernard Wasow, "Dependent Growth in a Capital-
I:légsorting Economy: The Case of Puerto Rico,” Oxford Economic Papers, vol. 30 (1978), pp.117-
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for any deficit in the current account of Puerto Rico’s balance of payments. The
other effect is that there will be less stimulation of aggregate demand from federal

payments.

CBO has estimated the possible economic effects of these reductions in federal
transfers using the CBO economic model that was described above. Compared with
the same high- and low-growth baselines that were used in the analysis of statehood,
growth in real GNP is projected to be slightly below the baseline projection--a
shortfall amounting to 0.2 to 0.3 percentage point per year on average between 1992
and the year 2000. ‘ :

cti i vestment road.

Several issues arise in assessing an independent Puerto Rico’s potential for
attracting investment from abroad. Under S. 712, Section 936 benefits would no
longer be available to U.S. corporations. Puerto Rico could, however, offer several
- tax-related advantages that might effectively replace those available under its current
status. First, the republic could offer the advantages of a low-tax foreign jurisdiction
to U.S. firms. Further, the new nation would have the opportunity, unavailable
under current status, to negotiate tax-sparing treaties making investments by
corporations of third countries more attractive. Finally, the independence party of
Puerto Rico has described a new set of provisions intended to duplicate the effects
of Section 936.'® According to their description, the scheme would involve levying
a Puerto Rican tax on corporate profits at rates equal to those levied in the United
States, and then returning the proceeds of the tax to manufacturing and other firms
in the form of subsidies. Since affected United States corporations would have their
U.S. tax liability reduced to zero through the foreign tax credit, and since all Puerto
Rican tax would be rebated, companies could end up with little or no overall liability
for tax. . | '

Because the possibiliﬁes involved are largely unquantifiable, CBO is unable to
provide numerical estimates of the extent to which an independent Puerto Rico
might, on balance, gain or lose investment from abroad. ‘

Other Issues Associated with External Finance in an Independent Puerto Rico

Although tax policies may provide continued incentives for foreign direct investment
in an independent Puerto Rico, other issues may serve to deter such investment as
well as the borrowing on foreign credit markets on which Puerto Rico has relied at
times in the past. The island will rely heavily on both sources of "external finance"
if it runs a significant deficit in the current account of its balance of payments, as
the commonwealth has. A current-account deficit is inevitable for a country that,
like Puerto Rico, generates little domestic saving but nevertheless carries out
significant domestic investment. As Table 10 shows, Puerto Rico’s deficit has
historically arisen primarily because of large payments for factor services—

18.  See Erick Negrén, S. 712~Manufacturing Incentives Made Possible by the Foreign Tax Credit,”
unpublished memorandum, February 6, 1990.
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principally, dividends on Section 936 investment. Although the datz on financing
shown in the table are only suggestive, the financing of this deficit has apparently
been accomplished primarily through two sources: large transfers from the U.S.
government, and inflows of direct (Section 936) investment. Much of the remaining
finance has apparently been derived through government borrowing in the United
States, generally on the tax-exempt municipal bond market.

, Potential difficulties in financing Puerto Rico’s balance of payments stem from
the fact that two of the major sources of finance in the past will be more restricted
under independence. U.S. government transfers will gradually decline under S. 712
from the baseline levels that are projected in the absence of changes in Puerto
Rico’s status. “Borrowing on U.S. credit markets, for its part, seems likely to be
more costly at the least, and may be significantly curtailed.

‘In the event of independence, Puerto Rico may have more trouble using such
borrowing and other measures to finance its balance of payments than it has in the
past. At the very least, Puerto Rico would suffer a noticeable increase in borrowing
costs because it would no longer have access to tax-exempt bond markets. CBO
estimates that Puerto Rico would have to pay interest rates that would be at least
two percentage points higher than at present. - This is the difference between the
tax-exempt rate that the island now pays and the rate that is paid by the few
relatively low-risk developing countries, such as Thailand, that currently have access
to bond markets in the United States. Even this outcome may not occur, however,
if financial markets were sufficiently dubious of Puerto Rico’s prospects. Indeed,
most other Latin American countries have trouble borrowing abroad at any
reasonable rate.

- CBO contacted Wall Street institutions to ask how successfully an indepen-
dent Puerto Rico could issue debt on open U.S. markets. Some were optimistic, but
others took a cautious attitude, suggesting that the level of government debt would
affect any bond rating and that the entire balance-of-payments picture would have
to be assessed-especially the levels of investment income payments abroad
compared with the rate of foreign direct investment inflows and the rate of growth
of exports. The Wall Street analysts suggested that there would initially be questions
about economic policies and institutions under independence that would require
answers before an independent government on the island could have full access to
world credit markets.

- I no other means of finance are found, any "financing gap" in Puerto Rico’s
balance of payments is likely to cause a decline in economic activity in Puerto Rico.
Unless fiscal policy measures are taken, the financing gap would cause a tightening
in financial conditions on the island. If prices and wages in Puerto Rico were quite
flexible, the financial outflow would cause prices to fall below the levei they would
otherwise take. Because of the minimum wage (which should be retained, according
to independence representatives) and other restrictive policies, however, a decline
in prices seems uniikely to occur quickly. The financing gap is more likely,
therefore, to lead initially and for some time to increases in real Puerto Rican
interest rates relative to those abroad, and to a contraction in domestic real output
and income. Much the same restrictive effect would come about if Puerto Rico
were to use fiscal restraint to keep its needs for external financing within the
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available supply, rather than the passive monetary policy that has just been
described. ., - _

Problems in financing the balance of payments could be reduced if the rest of
the world were to step up its direct lending to Puerto Rico through multilateral
institutions and commercial banks, but the financial environment in the world is not
encouraging in this regard. In principle, the island economy could rely on
multilateral institutions, such as the International Monetary Fund and the World
Bank, as well as direct lending programs of commercial banks and the governments
of industrial countries. Puerto Rico’s admittance to the multilateral institutions
could take some time, however, and such agencies are already hard pressed to meet
the needs of other developing countries. The recent emergence of Eastern Europe
has increased the number of developing countries needing finance from such
multilateral institutions. Net new lending from commercial banks to similarly illiquid
developing countries, in Latin America and elsewhere, has recently slowed to a
virtual halt. Such lenders are likely in any case to be cautious in lending to Puerto
Rico until they feel that uncertainties surrounding its economic policies, political
stability, and financial system are removed. This leaves industrial governments as
the most h.kely source of financing, with the United States the logical candidate for
a'lead role in any lending program.

L A number of other factors could also work to alleviate Puerto Rico’s
difficuities in financing its balance of payments. Under independence, S. 712
specifies that tariff revenues collected by the U.S. government on imports
transshipped to Puerto Rico will be rebated to the island government, providing a
new flow of financing. Puerto Rico’s terms of trade with the rest of the world would
improve under independence because both shipping costs and nontariff restrictions
on its trade with countries outside the United States would be reduced. As an
emergency measure, the government would be free to restrict outflows of financial
capltal should such severe action be required.

CONCLUSIONS

S. 712 opens up the possibility of major political and economic change in Puerto
Rico, especially if the referendum in 1991 results in a vote for independence or for
statehood. Economic changes will result not only from changes in the fiscal relations
between Puerto Rico and the mainland, but also, and much more importantly, from
changes in the economic activity in Puerto Rico of firms that, under the current
status, would benefit from Section 936 of the U.S. tax code. These effects, while
extremely uncertain, lend themselves at least in principle to quantification. Other
economic changes, such as increased recognition of opportunities in Puerto Rico,
reduced economic dependence, or financing problems, are also likely to occur, but
their importance is not easily quantified.

Fiscal relations between Puerto Rico and the federal government would change
significantly with any change in status, according to the provisions of S. 712.
Statehood would increase taxes paid by individuals and companies in Puerto Rico
to the federal Treasury, but this increase would be more than offset by higher
federal transfers to island residents and governments. As a result, net transfers
(spending less taxes) to the island would be nearly $18 billion higher over the nine-
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year period between 1992 and 2000, if no other economic changes took place. The
net fiscal benefit from statehood would likely be permanent. Independence, on the
~ ather hand, would reduce net transfers from the federal government, by increasing
amounts that add to nearly $7 billion over the eight-year period from 1993 to 2000.
The annual fiscal loss to Puerto Rico would increase after 2000 as a resuit of the
end of the block grant called for under S. 712.

While changes in fiscal relations with the federal government, taken alone,
favor statehood over either independence or the current status, likely changes in the
economic activity of firms that benefit from Section 936 under current status seem
likely to worsen the economic outlook under statehood as compared with the other
two options. Statehood would imply the eventual loss of Section 936 benefits.
Under the current status, or under the "enhanced commonwealth" status described
in S. 712, the tax advantages of Section 936 would continue (though Congress is free
to repeal it at a later date). An independent Puerto Rico would not benefit from
Section 936, but might be able to implement other tax provisions that might match
the tax advantages currently available under Section 936.

The potential loss of investment under statehood is large, both absolutely and
compared with the fiscal benefits of statehood to Puerto Rico. Under CBO’s
assumptions, statehood could reduce the growth rate of real GNP in Puerto Rico
over the 1992-2000 period by between about one and two percentage points,
depending on what is assumed about growth under the current status. These
estimates reflect both the effect of higher net federal transfers--which work to
increase real growth in the first few years of statehood--and the effects of the loss
of investment and exports by Section 936 firms as compared with a current-status
baseline in which both are growing.

Independence may also lead to large changes in investment, but these changes
are not so easily anticipated as those under statehood, because an independent
Puerto Rico may be able to construct a set of incentives--through a combination of
tax-sparing treaties and local subsidies--that would approach the attractiveness of the
current benefits under Section 936.

Other possible economic effects under independence are still more speculative.
On the positive side, independence could lead to reduced dependence, improved
tariff policies, reduced shipping costs, and other unquantifiable benefits. However,
the access of an independent Puerto Rico to U.S. financial markets would be less
advantageous than it is under the current status, or would be under statehood. At
the very least, Puerto Rico would be likely to have to pay at least two percentage
points more in interest than it currently does on its government debt. Another
possibility, however, is that the new nation would have difficulty borrowing at any
interest rate, as have other developing countries in recent years. This pessimistic
cutcome would be especially likely if direct investment in Puerto Rico were to be
curtailed, thus leading both to lower growth in Puerto Rico’s exports and to a
smaller contribution from direct investment to financing the deficit in its balance of

payments.

Because of the great importance of Section 936 to the island’s economy, loss
of its provisions will lead to major changes in its economic condition. The
magnitude of these changes is, however, extremely uncertain and the analysis of the
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changes contained in this paper, though they may be useful in the debate, cannot
be regarded as definitive. As with dny major political change, changes in the status

of the island will require consideration of many factors beyond the strictly econormc,
and uitimately wﬂl be based on a leap of faith.
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APPENDIX A
"TAX PROVISIONS AFFECTING DIRECT
INVESTMENT IN PUERTO RICO

U.s. corporanons that do business in Puerto R.lco are currently eligible for generous
tax treatment from both governments. The generous tax treatment results from the
interaction of the United States and Puerto Rican tax laws. In an effort to attract
U.S. corporations to the commonwealth, Puerto Rico has designed tax incentives to
take full advantage of the benefits made available under U.S. law.

 This appendix will first examine the general U.S. tax rules and show how
Sectxon 936 of the tax code offers preferentxal treatment to U.S. corporations that
operate in Puerto Rico. It will then examine Puerto Rico’s tax rules and show how
they interact with the U.S. rules to grant very generous overall tax benefits to U.S.
corporations.

eral US. ules on Corporate Income from Foreien Operati

The United States taxes corporations on their worldwide income, allowing tax credits
for foreign taxes paid. These foreign tax credits are designed to avoid taxing the
same income both in the foreign country and in the United States. As a result of
these credits, the corporation typically pays the higher of the United States and the
foreign income tax rate. (The top U.S. corporate income tax rate is 34 percent.)
If the foreign tax rate is less than the U.S. rate, then the firm must make a tax
payment to the United States as well as to the foreign government. For example, if
the foreign tax rate is zero, then the United States taxes the income from the
foreign source at the full U.S. tax rate. If the foreign tax rate exceeds the U.S. rate,
generally the firm owes no tax to the United States on the income from the foreign
source. In this case, the firm may be placed in an "excess credit” tax position, in
which it has foreign tax credits that it is unable to use.

A US. corporation may organize (charter) a subsxdmry corporation under
the tax rules of another country, with the "parent” owning the stock of the subsidiary.
The subsidiary’s profits are subject to different tax rules that may yield some tax
benefits but with an important restriction. The United States generally does not tax
the active income of these foreign-chartered subsidiaries in the year the income is
earned., (Active income is that earned from the business operations of the firm, not
by financial investments.) Instead, the income is taxed by the United States Only
when it is returned (repatriated) to the parent company, generally in the form of a
dividend payment. This treatment resuits in a deferral of U.S. tax. Corporate funds
that would otherwise be subject to U.S. tax can instead be reinvested and earn
income free from U.S. tax until repatnated A restriction applies, however, to
certain income, including financial investment income, earned in countries with low
tax rates. Such financial income, largely interest and rental income, is attributed to
the U.S. parent and taxed without deferral. This income is called "Subpart F
income" after its location in the tax code (see United States tax code Sections 951-
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964.) Note that the foreign tax credit for taxes paid in the foreign location may act
to reduce or eliminate the U.S. tax on Subpart F income.

SECTION 936 AND ITS PREFERENTIAL TAX TREATMENT
OF POSSESSIONS CORPORATION

Section 936 of the United States tax code establishes the preferential rules whereby
certain corporations are exempt from U.S. tax on qualifying income generated in
uerto Rico and other United States possessions. Section 936 establishes "tax
sparing,” in which the qualifying corporation owes no tax to the United States on its
Puerto Rico,income, regardless of the amount of taxes it pays to Puerto Rico.
(Section 936 also. apphes to income generated from other U.S. possessions, but
virtually afl such activity occurs in Puerto Rico.)

A corporanon that qualifies for these tax benefits is known as a Section 936
_corporanon, or a "possessions corporation.” A Section 936 corporation is chartered
in the United States and is almost always structured as a wholly owned subsidiary
of a U.S. parent corporation. This arrangement is chosen because, in order to
qualify for the tax benefits, at least 80 percent of the Section 936 corporation’s gross
income (income not reduced by expenses) must be earned from sources physically
located within Puerto Rico. In addition, a Section 936 corporation must earn at
least 75 percent of its income from active business operations, so that no more than
25 percent of its income can come from financial investment sources.

~ To qualify for the tax- exemption in the United States, financial investment by
Section 936 corporations must satisfy certain limitations of type and quantity. Not
only must the financial income be less than 25 percent of the firm’s total income, as
described above, but the investments must be made in financial instruments located
in Puerto Rico. In addition, the investment funds must be generated from active
‘business in Puerto Rico. Financial income that passes these restrictions is known
_as Quahfied Possessions Source Investment Income (QPSIL)

o Income from intangible assets such as patents, trademarks, and trade names,
transferred by a parent to its Section 936 subsidiary has received only partial tax
exemption in the United States since 1982; this partial exemption is still preferential
relative to general U.S. tax treatment of intangible transfers to subsidiaries operating
in foreign countries. In an effort to reduce taxes, parent firms typically transfer to
their Section 936 corporation the rights to certain intangibles, such as a drug patent.
Before 1982, all of the Section 936 corporation’s income from production in Puerto
Rico that used the patent would be allocated on tax returns to the Section 936
corporation, makmg the income effectively tax-exempt in the United States. The
research expenses that created the patent, however, would be generated in the
United States and would reduce otherwise taxable U.S. income. The Congress
considered these intangible transfers an abusive effort to avoid taxation, and in 1982
limited the amount of income from transferred intangibles that could be attributed
for tax purposes to the Section 936 sub51d1ary The treatment of intangible transfers
to Section 936 corporations remains partly tax advantaged, however, relative to
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general U.S. tax treatment of foreign transfers of intangibles (see United States tax
code Sections 367 and 482).

Secnon 936 corporatxons and their parents can use several different tax

accounting methods for the income arising from intangible transfers, but most will

now use what is called the profit- split method.! Under this tax accounting method,

.generally half of the taxable income derived from the Puerto Rican operation is
alocated .to the Section 936 corporation, and the other half to the parent

corporatlon This method does not differentiate between types of intangibles, since
it applies to production that uses both "marketing intangibles,” such as trademarks
and trade names, and- "manufacturing intangibles," such as patents. Some part of
the income from ail mtangfbles, therefore, can be attnbuted to the Section 936

: _corporanon and be tax exempt to the U.S. parent..

PUERTO RICO'S TAX RULES ON SECTION 936 CORPORATIONS

'Puerto Rico’s statutory corporate income tax rates currently are hxgher than the

U.S. tax rates. In 1990, the statutory tax rates are between 22 percent and 42
percent, depending on the amount of income earned. According to legislation
already in place, the top rate will fall to 35 percent by 1993, just above the top U.S.
rate of 34 percent.

While Puerto Rico’s statutory tax rate on Section 936 i:lxcomé‘is currently

‘higher than that levied in the United States, Puerto Rico has legislated tax

exemptions that dramatically reduce its. effective tax rate on most Section 936 firms

to near zero. Up to 90 percent of a Section 936 corporation’s income earned within

Puerto Rico is currently exempt from taxation, as long as the firm is ‘engaged in
manufacturing or export services. (Taken alone, this exemption would reduce the top
1990 tax rate from 42 percent to effectively as low as 4.2 percent.).

Puerto R.lCO s tax exemptmns date. back to the passage of the Industnal Tax

.E‘.‘x.émpnon Act of 1948, which was revised in 1953, 1963, 1978, and most recently

in 1987. The exemptions are currently valid for 10 to 25 years, dependmg on the
location of the plant and equxpment firms "usually can ‘expect extensions of. the
exemptions when they expire. 2 :

L The cost-sharing method was widelgused by firm3 with manufacturing intangibles until its benefits
were curtailed sharply by the Tax ReformAct of 1986.

2 For a more complete discussion of the evolution of Puerto Rico’s incentives through 1983, see the
U.S. Department of Treasury, The Operation and Effect of the Possessions Corporation System of
Taxation, Fourth Report (March 1983). For a more detailed discussion of the incentives as they
wereamendedin 1987, see Joint Committee on Taxation, Tax Rules Relaning to Puerto Rico Under
Present Law and Under Statehood, Independence, and Enhanced Commonwealth Status (S. 712,
Puerto Rico Status ReferendumAct) (183-19—89), November 14, 1989.
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The effective corporate tax rate on Section 936 corporations may be reduced
further by a tax incentive called flexible depreciation. Under Puerto Rico’s tax
depreciation system, manufacturing firms (and other favored industries) can
depreciate as much of the value of their available property as desired in any year,
without regard to the tax lifetime, as long as the depreciation deductions do not
make taxable income negative. ‘This tax incentive may not be valuable, however, to
some firms that pay Puerto Rico’s alternative minimum tax; the excess of flexible
depreciation over straight-line depreciation is considered a tax preference for

purposes of that tax.

"' " 'Puerto Rico has also enacted tax incentives for Section 936 firms to reinvest
their profits on the island. Puerto Rico taxes income of Section 936 firms when
taken out of Puerto Rico, and it generaily ‘does not tax the interest earnings on
funds invested in its financial instruments. Puerto Rico levies a tollgate tax on
dividends of foreign corporations that are paid to a parent corporation. The tollgate
tax on Section 936 firms is generally 10 percent, although it is reduced to 5 percent
if: they retain half of their earnings in specified Puerto Rico investments for five
years. Furthermore, when Section 936 corporations earn income in Puerto Rico and
keep it invested there in specified assets, Puerto Rico does not tax the earnings.

INTERACTION OF THE UNITED STATES AND PUERTO RICO
"TAX RULES ON SECTION 936 CORPORATIONS

Since Puerto Rico exempts only manufacturing and export service firms from the
bulk of its income tax, virtually all Section 936 firms are of those types. Only a few
Section 936 firms do not qualify for the Puerto Rico tax exemptions, and they pay
full Puerto Rico taxes. S R

Section 936 corporations ténd to retain’a large share of their ‘earnings in
Puerto Rico, either invested in financial instruments or reinvested in plant and
equipment, in drder to gain the tax-advantaged return and avoid Puerto Rico’s
tollgate tax. Generally, these firms pay out dividends to their U.S. parents only to
the extent necessary to avoid earning more than 25 percent of their income from
these financial investments; otherwise, they would lose their Section 936 status.
They must pay the tollgate tax on these dividend payments.- h "

A4
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APPENDIXB
CBO’S ECONOMETRIC MODEL OF PUERTO RICO

A change in Puerto Rico’s political status would have a significant direct economic
impact on the island’s economy. These direct effects would, in turn, trigger indirect
economic- effécts ‘that cannot be easily calculated without the use of 2
macroeconomic model. In order to calculate the macroeconomic consequences of
a change in the island’s political status, therefore, CBO developed an econometnc
‘modél of Puerto Rico. This appendix describes the CBO model

OVERVIEW OF THE MODEL

The CBO model is a small system of equations designed to achieve a single primary
‘objéctive: to simulate the island’s short-rtin economic response to charnges in Puerto
Rican export activity and net U.S. government income flows to the island. The
structure of the model was chosen so as to meet this objective. This choice,
however, also implies an important limitation on interpreting the reported model
simulation results, a limitation that is discussed in a'later section.

¢ Structure of the ode
-The rnodel describes the demand side of the Puerto Rxcan economy. Aggregate
demand equals the sum’ of consumption, investment, and government and esport
demands minus ‘imports. In the CBO model, each of these components of demand
is ‘in turn affected by movements in aggregate demand.t Thus, the ‘model
determines aggregate demand as the outcome of simultaneous interactions among

aggregate activity levels and the components of demand and is commonly referred
to by economists as a Keynesmn income-expenditure system.

_ The modei’s behavior is strongly affected by the behavmr of imports of capital
services. Becausé Puerto Rico’s economy is critically dependent on foreign-owned
physical capital (in particular, operations owned by U.S. corporations), a substantial
portion of income generated in Puerto Rico leaves the island economy.” This net
outflow of "factor income" constitutes the difference between Puerto Rico’s 1989
GDP of about 328 billion and its GNP of about $21 bi]lion

Outflows of factor income are the return on capital that finances the deficit
in the Puerto Rican balance of payments. Thus, they are sensitive both to the size
of the balance- -of-payments deficit and to how much is financed by direct investment,

1. Consumption and investment by the Puerto Rican government are exogenous to the modet.

2, The relevance of this fact to the design of econometricmodels for Puerto Rico is pointed out by
Bernard Wasow, "Dependent Growth in a Capital-Importing Economy: The Case of Puerto Rico,”
Oxford Economic Papers, 30 (1978), p. 118.
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which for reasons of tax.planning described in the text has an exceptionally high
recorded rate of return. Flows of factor income in turn affect how Puerto Rican
income is related to its production. Because some of the income from production
goes abroad, this factor limits the size of the domestic multiplier.

In constructing its modei, CBO was guided by the earlier modeling efforts of
others. The models that proved useful to the CBO research were Dutta-Su’s model,
pubhshed in 1969, and Freyre’s model, published in 1979.°

Wh:de broadly similar in desxgn to these two earlier models the CBO rnodel
dlffers in two. important respects, both.of which are related to. its more recent
_Vlntage : : .

‘"o It includes the determination an'dg-c,onseque'nces of net factor income
flows in a critical way; and

o It is estimated through 1989, thereby encompassmg the most recently
avadable data.

,'A more detaﬂed account of CBO’s treatrnent of net factor mcorne flows is g1ven in
the final section of this appendlx. : . :

The Model’s Chief Structural Limitation

The CBO model’s demand-oriented structure means it cannot directly explore many
supply-side issues. For example, population is exogenous to the model, and labor
supply plays no explicit role. Thus, the model provides no estimate of how economic
changes are likely to affect either migration between Puerto Rico and the mainland,
or labor force participation on the island. Moreover, prices in the CBO. mode] are
also exogenous and are used only to translate constant dollar into current dollar
magnitudes and vice versa. These. h:mtatxons imply that the aggregate supply curve
in the CBO model is flat. .

'PROPERTIES OF THE INDFV'[DUAL EQUATIONS

-The CBO model consmts of 74 equatxons, of wl'uch 19 are. stansncally estnnated
:behavmral equations and the remaining 55 are identities. In addition, the model

3. 'SeeM.C.Dutta and V. Su, “An EconometricModel of Puerto Rico,” Review of Economic Studies,

36(3) (July 1969), pp. 319-333; and Jorge Freyre, El Modelo Economico de Puerto Rico (San Juan:
Inter-American University Press, 1979). A more recerit model of Puerto Rico examined by CBO,
while having a similar macroeconomic structure, also has an elaborate embedded mtennduscry
structure; seeF, Zalacain, "Un Sistema de ModelosEconomicosPara Puerto Rico,” 1985 (processed).

— 52 —



includes 38 exogenous variables.* This section presents the properties of the
estimated equations for the components of aggregate demand and other income-
side equations. - A summary of the statistical fits for the estimated- equations is
gwen in"Table B-1.

e Com ents egate Demand

Aggregate demand consists of six sectors?-consumption, inventory investment, private
fixed investment, government, exports, and imports.

Consump ion. The consumption sector of the CBO model comprises four equat1ons
for consumer durables, food, other nondurables and servxces

As can be seen from Table B-1, all the consurnptxon equanons fit the data
relatively well. The normalized standard errors for this sector (rightmost ¢olumn in
Table B-1) are among the smallest in the model. The equations, each relating
consumptxon to dxsposable income, differed only slightly in specification. With the
exceptmn of the equation for consumer durables, which was estimated under the
assumption that consumers adjust their durable stocks gradually-to an income-
dependent target level, the consumption equations were related to a simple measure
of permanent disposable income. Consumption of food was affected least by
contemporaneous changes in income, and consumption of services seemed to have
its own rnornenturn, little affected by other variables.

The ‘marginal propensity to consume (MPC) for each consumption category
is- given in the following table:

MR apci?

O Moade
Durables ‘ 1427 2084
Food 1193 1193
Other Nondurables .1183 3066
Services 2274 2274
Total - .6077 - .8617

4. In general, the model was estimated using annual data for the 1947-1989 period. The only
exceptions were equations that required balance-of-payments data, which were only available to
CBO for 1971 on. The data were taken [rom Jagrese y Froducte 1984, Junta de Planificacion de
Puerto Rico, May 1985; and Informe Economico al Gobernador: Appendice Estadistico, Junta de
Planificacion de Puerto Rico, 1989.



TABLE B-1, - SUMMARY OF MODEL GOODNESS-OF-FIT

Dependent

Durbin

Standard Deviation
of Residual As a
Percentags of

Varjable Mnemonic Adjusted R2 Watson Dependent Variable
Componeats of Real GNP
Consumption ' - -
Durables CD34 996 22 4.5
-Food - + . CNFOODS 956 - 13 47 .
Other nondurablﬁ  CNOTHS4 991 L1 44
Services? Css4 - 298 2.1 300
Inventory Investment ]:NV54CVH 160 19 81.3
Private Fixed Imr&itment : - : -
Machinery - IM&EPRV54' 967 - .19 .-'-10.‘3
Structures . ICONPRVS4 . 928 _ 1.5 164
Exports - EXs4 o .98 14 8.7 |
Imports - . o !
~ Merchandise imports ~ © o T s .
-Consumer durables - MCD S 983 .18 82
Food: . .- - MCNFQOD - - 987 o 12 - 9.5
. Qther nondurab{es MCNQTH 989 R W 11.6
Capital goods MK - 957 Ll 192 o
Raw materials MRAW ~ '~ ' 988 - 11 - 88 -
Investment income BT - ' ' :
outflows® MYINV 368 20 21
Other . ~ MOTH . S8 14 43
Commponents of Income?
Capital Depreciation CCA 688 2.6 4.5
Net Puerto Rican IBT PR’IX@SUB 985 1.3 4.7
Wages and Salaries WsD 999 1.7 .47
Nonlzbor Net Income YN@LABOR 977 1.5 To181 -

SQURCE: Congressional Budget Office.

NOTE: All equations were estimated.'using ordinary least squares.

a. Denotes that the equation was estimated in first differences.
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Note that the short-run total MPC of 61 percent is considerably lower than the long-
run MPC of 86 percent. These estimates for the total MPC are similar tq
Dutta-Su’s estimates (59 percent in the short run and 87 percent in the long fun).’
In his model, Freyre does not distinguish between short- and long-run consumption
effécts. Freyre’s total MPC of 83 percent is substantially larger than CBO’s in the
short run.

Inventory Investment. The inventory equation posits a gradual adjustment of real
stocks to a long-term desired level which, in turn, depends upon real final sales. The
equation implies a rather high long-run inventory-to-sales ratio of 52 percent and
a rather low annual stock adjustment rate of 23 percent. As Table B-1 indicates, the
inventory equation is the poorest fit in the model. ‘Changes in the demand for real
inventories, however, will have very little influence on the magnitude of economic
effects of external shocks to Puerto Rico, since a rise in final sales leads to a short-
term rise in inventory demands of only 12 percent of the increase in final sales.

Private Fixed Investment. The CBO model contains equations for private fixed
investment in machinery and equipment, and in structures. Each of these equations
bas an “income-accelerator” specification relating real investment to lagged
investment and the contemporaneous change in real GDP.- The equations provide
an adequate, though not exceptional, fit to the historical data (see Table B-1). The
estimated equations suggest that the short-term (static) response of private fixed
investment to a unit change in the level of real GDP is only 0.23.

‘Government.  The government sector, consisting of a consumption and an
investment component, is exogenous to the CBO model. This is a traditional
approach used in many macroeconomic models such as those of the United States,
but it contrasts sharply with Freyre’s more elaborate treatment that relates
government spending to taxes. Since CBO’s main interest was in the fiscal relations
between the island and the federal government, rather than in predicting the
behavior of the island government, the traditional approach was followed. A
treatment such as Freyre’s would most likely have increased the predicted impact
on the economy of shocks such as the loss of Section 936 investment.

Exports. Real éxports are specified to depend upon the exogenously determined
level of U.S. real GNP and lagged exports, and are thus effectively exogenous. The
proportionate response in Puerto Rico’s exports (in 1954 dollars) to a shock in U.S.
‘real GNP (in 1982 dollars) is 0.37 in the short run and 1.59 in the long run. For the
“simulations reported in the text of this paper, exports were changed exogenously
“based on a side calcuiation of the loss in Section 936 activity.

Imports. The model distinguishes five categories of merchandise imports--consumer
durables, food, other consumer nondurables, capital goods, and raw materials--in
addition to outflows of investment income, and a final import class called "other" in

S The individual MPCs for equations in the CBO model differ somewhat morefrom those of Dutta-Su.
B-5
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Table B-1. The model’s import sector is estimated in current dollars because
constant dollar figures are not available for components of imports.

The basic specnﬁcanon for the equations for merchandise imports relates each
category of merchandise imports to a relevant demand variable. The determinants
of the first three import categories are the corresponding current-dollar consumption
expenditures. Imports of capital goods depend upon nominal fixed investment, while
imports of raw materials depend upon current-dollar GDP.

The marginal prdpensitiés to import (MP1) for merchandise imports, which are
listed below, indicate a rather high import response:

MPER MPIRR

~ Consumer Durables 4696 4696
- Food 3699 3699
Other Nondurables 1978 .1978
Capital Goods 1362 2927

Raw Materials . 3825 3825

The final category of import demand, called "other” in Table B-1, consists
largely of trade services and is determined by the aggregate volume of merchandise
imports and a measure of non labor net income. This equation’s dependence on
merchandise imports (the coefficient is 0.11) adds to the model’s overall import
_response.’

t ' -Side uati

Most of the model’s equations outside the demand relanonslups described above are
identities. The four exceptions, discussed below, are capital depreciation, net Puerto
‘Rlcan indirect business taxes, wage and salary disbursements, and nonlabor net
-income. .

Capital Depreciation. The depreciation equation relates the change in depreciation
to the contemporaneous level of current-dollar fixed investment (public and private).
This specification was adopted because an official estimate of Puerto Rico’s total net
 capital stock was not available. The equation fits reasonably well over the post-war
_period (see Table B-1) and implies that a unit change in investment stimulates a
change of 0.03 in depreciation.

Eet Eueﬂg Rican Indirect Business Taxes. This equatzon relates indirect business

taxes paid to the Puerto Rican government, less subsidies paid by the Puerto Rican
government, to the level of durable and nondurable consumption expenditures. The
equation fits fairly well (see Table B-1).
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Wage and Salary Disbirsements. Wages and salaries are asstmed to bé 4. fixed
share of national income. While this assumption is somewhat unrealistic, it dogs not
affect the macroeconomic behavior of the model.

Noniabor Net Income. Nonlabor net income consists chiefly of profits of
corporations and public enterprises, corporate profit tax receipts, and payments of
interest by the Puerto Rican government. This time series is quite cyclical. The
equation for nonlabor net income is estimated using a lagged independent variable
(coefficient of 0.46) and national income minus wages and social insurance
contributions (coefficient of 0.32).

THE EFFECT OF FACTOR INCOME FLOWS ON
THE SIMULATION PROPERTIES OF THE MODEL

As was emphasized in the first section of this appendix, the flows of net service
factor income play a critical role in CBO’s model of the Puerto Rican economy and
have a decisive effect on the model’s simulation properties. The CBO model
determines net factor income flows as the negative of Puerto Rico’s outstanding net
direct and indirect external liabilities multiplied by a rate of return, assumed equal
to 10 percent in 1971.% Because of the size of the deficit in Puerto Rico’s balance
~ of payments, tracking these flows proved crucial to the behavior of the model.

Changes in factor income flows work to increase the effect on the Puerto Rican
economy of reductions in exports. When exports fall, Puerto Rico’s balance-of-
payments deficit widens. Financing this deficit requires a capital inflow, which will
earn a rate of return (assumed in the mode! to be 10 percra',nt).7 In subsequent
years, this return must be paid in the form of interest and dividends out of income
generated by current production. Thus, domestic incomes are reduced relative to
domestic production-that is, GNP falls relative to GDP. Domestic consumption
spending is thus reduced which in turn adds to the reduction in activity levels that
started with the loss of exports.

Changes in flows of factor income, however, work to reduce the effect of
changes in the fiscal policy of the island government. When the Puerto Rican
government cuts its spending, for example, imports fall through the large import
propensities described above, and the balance-of-payments deficit that has to be
financed is reduced. Over a period of years, this effect reduces dividend and
interest payments out of the island, and thus increases the proportion of income that
is kept on the island--GNP rises relative to GDP. This increase in domestic income

6. Since adequate data on Puerto Rico’s net external liabilities were not available to CBO, both the
initial 1971 stock and rate of return were constructed so that this identity holds exactly.

7. The rate of return for direct investment by Section 936 firms is assumed to be 30 percent.

B-7
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eventually offsets. the impact on actmty in Puerto RICO caused by the xmtxal change
in fiscal policy.

B-8
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NT

FOR CBO' A

ENDOGENQUS VARIABLES (74)

CCA CD54 CNFQODS4
EX54 ICONPRVS4 IM&EPRVS54
MCNFOOD MCNOTH MK =
MYINV PCD PCNFOOD
PEX PGC PIFIX
PRTX@SUB WSD “YN@LABOR
Identities (46) |
c Cs4 co
cs . T EX EX@MSFI
“FEDTW GC - GDP o
GNPS IFIX IFIX54
M M54 M@MYINY
NNP PC’ PEX@MSFI
PM PRTW PSF
TCF ™ TPF
UNEMPCH YD YD54
YP
EXQGENOUS VARIABLES (38) |
DUM7184  DUM7986  EX@MSFIS4BASE
FEDTRO  FEDTRPBASE GC54
1G54 INVS4CHBASE INVCHBASE
OTR&INT  PCDUS ~ PCNFOODUS
PCSUS PEXUS PGDPBUSHH
RFEDTRP RFEDTW  RNIP |
RTP RTPF ~ STAT
TWFADJ]  UNEMPCOEFF VBUS
B-9
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M1
CNOTHS4  CSs4
INV54CH  MCD
 MOTH . MRAW
PCNOTH PCS
PM@MYINV PMYINY
CNFOOD  CNOTH.
EX@MSFI54 FEDTRP
GDP54 GNP
INV543 INVCH
'NFEDTR NiIp
PGDP PGNP
SF SF34
Vv - TX@SUB
™ YN@WSD
EX@MSFIBASE ~ FEDTRG
GDPS4BASE = GNPUSS2
NIIPBASE NOTR
PCNOTHUS ~ PCOF
PIFIXUS POP
RPRTW RTCF

TPFADI



NOMETRIC MODEL RY

EMONT

c

C54

CCA

CD

CD54
CNFOOD
CNFOODS54
CNOTH
CNOTHS54
Cs

Cs54
DUM?7184"
DUM7936"
EX

EX54
EX@MSFI
EX@MSFI54

EX@MSFIBASE"
EX@MSFIS4BASE"

FEDTRG"
FEDTRO"
FEDTRP
FEDTRPBASE"
FEDTW
GC
GC54"
GDP
GDP54
GDP54BASE”
GNP
GNP54
GNPUS32"
ICONPRVS54
IFIX

IFIX54
IG54"

IM&EPRY 54
INV354%
INV54CH
INV54CHBASE"
INVCH
INVCHBASE"
M

M54
M@MYINV

ESQ:RIPTTQN '

Personal Consumption Expenditures: Total

Personal Consumption Expenditures: Total (M:lhons of 1954 dollars)
Capital Consumption Allowance

Consumer Durablas

Consumer Durables (Millions of 1954 dollars)

Consumer Nondurables, Food - .

Consumer Nondurables, Food (Mxlhons of 1954 dollars)

Consuiner Nondurables, Other ,

Consumer Nondurables, Other. (Mﬂhons of 1954 dol]ars)

Consumer Services . ,

Consumer Services (Millions of l954 dollars) ,

Dummy Variable ( = | for 1971-1984, 0 otherwise)

Dummy Variable { = | for 1979-1984, 0 otherwise)

Exports of Goods & Services

Exports of Goods & Services (Millions of 1954 dollars)

Balance on Investmen: Income Flows (Exports Less Imports)
Balance' on Investment Income Flows (Exports Less Imports) (M1111ons of
1954 dollars) '

Balance on Investment Income Flows (Exports Less Imports) Base
Balance on Investment Income Flows(Exports Less Imports) (Mxlhons of 1954
dollars), Base

Federal Transfers to the Puerto Rico. Government

Federal Transfers to Other

Federal Transfers to Persons

Federal Govt, Transfers to Persons , Base

SI Contributions to Federal Govt.

Puerto Rico Government Consumption Expenditures | .
Government Consumption Expenditures (Millions of 1954 dollars)
Gross Domestic Product P

.. Gross Domestic Product (Millions of 1954 doilars) -
" Gross Domestic Product (Millions. of 1954 dollars), Base
. 'Gross National Product.
"% Gross National Product (Millions. of 1954 dollars)
.~ Gross National Product United States’ (19823) :
" Private Fixed Investment: Construction (Mxlhons of 1954 dollars}

Fixed Investment
Fixed Investment (Millions of 1954 dolIars)
Fixed Investment, Puerto Rico Government and Public Enterprises (Millions
of 1954 dollars)
Private Fixed Investment: Machinery & Equipment (Millions of 1954 dollars)
Inventory Stock (Millions of 1954 dollars)
Inventory Change (Millions of 1954 dollars)
Inventory Change (Millions of 1954 dollars), Base
Inventory Change
Inventory Change, Base
Imports of Goods & Services
Imports of Goods & Services (Millions of 1954 dollars)
Imports of Goods & Services excl. Investment Income Flows
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MNEMONIC

MCD
MCNFOOD
MCNOTH
MK

MOTH
MRAW
MYINV
NFEDTR
NIIP
NIIPBASE”
NNP
NOTR
OTR&INT”
PC

PCD
PCDUS"
PCNFOOD
PCNFOODUS"
PCNOTH
PCNO'I'HUS
PCOF" -
PCS
PCSUS”
PEX
PEXUS"
PEX@MSFI
PGC

PGDP

PGDPBUSHHUS”

PGNP
PIFTX
PIFIXUS®
PM
PM@MYINY

PMYINV
POP”

PRTW
PRTX@SUB
PSF
RFEDTRP”
RFEDTW"
RNIIP”
RPRTW"

RTCF"
RTP"

DESCRIPTION

Imports of Durable Consumer Goods

Imports of Food o
Imports of Other Nondurable ansumer Goods o
Imports of Capital Goods - .
Other Imports

Imports of Raw Materials

Investment In¢ome Outflows -

Net Faderal Govt. Transfers e

Net Direct and Indirect Liabilities of Puerto Rico’

Net Direct and Indiract L:ablhnes ot‘ Puerto RlCO Base‘

‘Net National Product
" " Other Net Transfers’

QOther Transfers and Interest Paid T o o
Implicit Price’ Deflator for Total Consumer Expendxtures (=:1in 1954)
Implicit Price Defldtor for Consumer Durable ( = | in 1954) IR
Implicit Price Deflator for Consumer Durables; U.S."( = | in 1982)
Implicit Price Deflator for Food® Consumpuon (=11in 1954)

Implicit Price Deflator for Food Consumptxon, .U S (=1 in 1982)
Implicit Price Deflator for Other Nondurable Consumpnon (=1in 1954)
Implict Price Deflator for Other Non-Durables; U:S. (= 1 in 1982 ..

~“Average .S, Refiners’ Acguisition Cost of Imported Qil (Dollars per ba'rrel);

Implicit Price Deflator for Services Consumption { = ['in 1954) ,
Implicit Price Deflator for Services Consumpt:on. US. (=1in 1982
Implicit Price Deflator for Total Exports {"= | in 1954)

Implicit Price Deflator for U.S. Exports ( = | in 1982

Implicit Price Deflator for Net Investment Income Exports ( = | in 1954)
Implicit Prica Deflator for Government Consumption ( = [ in 1954)
Implicit Price Deflator for GDP ( = | in 1954)

Implicit Price Deflator For Gross Domestic Product: Nonfarm, Nonhousing
Business, U.S. ( = | in 1982)

Implicit Price Deflator for GNP ( = | in 1954)

Implicit Price Deflator for Fixed Investment ( = | in 1954)

Implicit Price Deflator for Fixed Investment, US. ( = | in 1982)

Implicit Price Deflator for Total Imports { = | in 1954)

Implicit Price Deflator for Total Imports excl. Investment Income ( = | in
1954)

Implicit Price Deflator for Investment Income { = | in 1954)

Population (thousands of persons)

Social Insurance Contributions to Puerto Rico Govt.

Puerto Rico Indirect Business Taxes Minus PR Govt. Subsidies

Implicit Price Deflator for Final Sales

Marginal Federal Govt. Transfers to Persons Per Person Employed
Marginal Rate of SI Contributions to Federal Govt. Per Dollar of Wages
Marginal Return On Direct and Indirect Investment in Puerto Rico

Rate of Social Insurance Contributions to Puerto Rico Govt. Per Dollar of
Wages

Marginal U.S. Corporate Income Tax Rate

Marginal Personal Income Tax Rate
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RTPF"
SF.

SE34
STAT"
TCF
TCFAD]"
TP

TPF
TPFAD]"
W
TWFADJ’

TX@SUB
UNEMPCH

UNEMPCOEFF' L

YBUS®
~WsSD
YD .

YDs4.

YN T
YN@LABOR ..
YNGWSD .
YP@ .

Margmal U S. Personal Income Tax Rate

Final Sales: ,

Final Sales (Millions of 1954 dollars) |

Statistical Discrepancy

U5, Corporate Income Taxes o

Adjustment to U.S, Corporate Income Taxes

Personal Income Taxes :

U.S. Personal Incoms Taxes

Adjustment to U.S, Personal Income Taxes

Social Insurance Contributions

Adjustment to Social Insurance Contnbutmns to Federal Govenment
Indirect Business Taxes Minus Subsidies .
Sitylated. Change in Unemployment (thousands of persons)
Coefficient in ‘Unemployment Equation

Transfer Payments By Business

. 'Wage & Salary Disbursements - _
- Disposable Personal Income .
' Disposable Persanal Income (Millions of 1954 dollars)

National Income

' Undxstr;buted Corporafe & Pubhc Enterprise Prof:ts+lntarest Recexved by

Govt

l National Income Minus Wages & Salar:es

Personal Income
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C PCE: Total (3)
(Identity)

¢

= ¢d+cnfood+cnoth+cs

CS4 PCE: Total {19548}
(Identity)

c54

- cdSd+enf ood54+cnot,h$4+c554

CCA Capital Depreciation (3)

Ordinary Least Squares _
ANNUAL data for 42 periods from 1948 to 1989
Date: 6 MAR 1990

diff{¢cca)

w 0.03154 * ifix +0.3716}

(9.5510) (0.06961)
Sum Sq  19837.3 Std Err  22.2695 LHS Mean 39.3929
R Sq 0.6952 R BarSq 0.6876 F 1,40 91.2224
DW.(1) 25851 DW.(2) 1.9198

CCA=coa(~1]+77

CD PCE: Durabies (3)
(Identity)

¢d
= ped*cdsd
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CD54 PCE: Durables (1954%)

Ordinary Least Squares

ANNUAL data for 42 periods from 1948 to 1939
Date: 6§ MAR 1990

cds4
= 031524 * cd54{~1] + 0.42905 * yd54 - 0.28637 * yd54[-1]
(2.80954) (10.65684) (7.16309)
~ 83.3962
(5.82116)

Sum Sq 14041.0 Std Err 19.2224 LHS Mean 409.369
R $q 0.9957 R Bar Sq 0.9953 F 3, 38 2908.37
DW.(1) 22433 D.W.(2) 1.4768

H -1.5700

CNFOOD PCE: Food (8)
(Identity)

cnfood

= penf ood"cnf aod54

CNFOODS54 PCE: Food (1954%)

Ordinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989 . .
Date: 6§ MAR 1990 L

enfood54/pop

= 0.11925 * yd54/pop +0.09484 -
(29.9727) (26.3724)

Sum Sq  0.0033 Std Err  0.0090 LHS Mean 0.1942
R 3q 0.9574 R Bar Sq 0.9563 F 1, 40 898.365
DW.(1) 12676 D.W.(2) 2.4873

CNFQOD354=?7*pop

CNOTH PCE: Other Nondurables (3)
(Identity)

¢noth

= pcnoth¥*cnoth54

B-14
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CNOTHS54 PCE: Other Nondurabies (19548)
Ordinary Least Squares

ANNUAL data for 42 periods from 1548 to 1589
Date: 6 MAR 1990

(cnoth54/pop)

= 0.61401 * (cnoth54/pop)(-1] + 0.11834 * (yd54/pop) - 0.00152
(3.64492) (2.40733) (0.33083) '

Sum S  0.0040 Std Err  0.0101 LHS Mean 0.2379
R Sq 0.9912 R BarSq 0.9908 F 2,39 2206.94
D.W.1) 1.0508 D.W.(2) 1.3649

CNOTHS54=?7*pop

CS PCE: Services (3)
(Identity)

c3

= pes*essd

CS54 PCE: Services (1954%)

Crdinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989
Date: 6§ MAR 1990

diff(css4/pop)

= (0.22738 * diff(yd54/pop) + 0.00602
(4.29308) (3.06092)

Sum 8§q 0.0031 Std Err 0.0088 LHS Mean 0.0121
R Sq 0.3154 R Bar 8Sq 0.2683 F 1, 40 18.4305
D.W.(1) 2.0644 DW.(2) 22503 '

CS34=¢s54[- 11+ ?7*pop(-1])

EX Exports of Goods & Services (S)
(Identity)

ex

a pex*ax354

B-15
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EX54 Exports of Goods & Services (19543%)
Ordinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989
Date: 6 MAR 1990

exsd

= 0.76930 * ex354[-1] + 0.36665 * gnpus82 - 387.18%
(6.83160) (2.59069) (2.43409)

Sum 3q 548911 Std Err 118,637 LHS Mean 1732.25
R 5q 0.9900 R Bar Sq 0.9895 F 2,39 1926.97
D.W.(1) 1.4210 D.W.(2) 1.9942

H 2.3396

EX@MSFI Net Factor Income Exports (§)
(Identity)

ex@msfi

= ex@msfibase+ -rniip*(niip(-1]-niipbase{-1]))
EX@MSF154 Net Factor Income Exports (543)
(Identity) '
ex@msfis4

= ex@msfij4baseHex@msfi-ex@msfibase)/pgdp

FEDTRP Federal Govt, Transfers to Persons ($)
(Identity)

fedtrp

= fedtrpbase+rfedtrp®unempch

FEDTW SI Contributions to Federal Govt. ($)
(Identity) ‘

fedtw

= rfedtw*wsd+twfadj

B-16
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GC Government Consumption Expenditures (3)
(Identity)

gc
= pgc*gesd
GDP Gross Domestic Product (§)
(Identity)
gdp

= gnp-ex@msfi

GDP54 Gross Domestic Product (19543)
-(Identity)

gdps4

= &np54-ex@msf'i54

GNP Gross National Product (3)
(Identity)

gnp

= sf+invch

GNPS4 Gross National Product (19543)
(Identity)

gnps4

= 3sf54+invS54ch

B-17
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ICONPRVS54 Private Fixed Investment: Construction (19548)
Ordinary Least Squares

ANNUAL data for 42 periods from (948 to 1989

Date: 6§ MAR 1990

iconprvs4

= 090511 * iconprv34{-1] + 0.07458 * diff(gdps4)
(20.8369) (1.94364)

- 17.4971 * dum7986 + 12.232]
(1.63000) (1.41189)

Sum 8q 27903.1 Std Err 27.0978 LHS Mean 159,336
R Sq 0.9330 R Bar Sq 0.9277 F 3, 38 176.329
DW.(1) 1.5462 D.W.(2) 1.7225

H 1.5323

IFIX Fixed Investment (3)
(Identity)

ifix
= pifix*ifix54
IF1X54 TFixed Investment (19543)
(Identity)
ifix54

= im&eprvS4+iconprvid+igs4

IM&EPRY354 Private Fixed Investment: Machinery & Equipment (19543)
Ordinary Least Squares _

ANNUAL data for 42 periods from 1948 to 1989

Date: 6 MAR [990

im&eprvs4

= 0.94624 * im&eprv54[-1] + 0.15649 * diff(gdp54) - 3.21450
(27.5307) (5.85025) (0.57948)

Sum 5q 119393 Std Err 17.4967 LHS Mean 165.500
R 5q 0.9689 R Bar Sq 0.9673 F 2,39 607.702

DW.(1) 1.5004 D.W.(2) 1.2561
H -0.6068

B-18
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INV354% Inventory Stock (1954%,proxy)
(Identity)

iny543

= inv543%]{-1]+inv54ch

INV54CH Inventory Change (1954%)

QOrdinary Least Squares o
ANNUAL data for 42 periods from 1948 to 1989
Date: § MAR 1990

inv54ch

= 0.12145 * s{54 - 0.23331 * inv543[-1] - 79.3765
{2.59290) (2.40763) (1.80928)

Sum Sq 54916.8 Std Err 37.5250 LHS Mean 44,9667
R Sq 0.2007 R BarSq 0.1597 F 2,39 4.8950
D.W.(1) 18930 D.W.(2) 2.5556

INVCH Inventory Change (5)
(Identity)

invch

= invchbase+psf*(inv5dch-invSdchbase)

M Imports of Goods & Services (3)
(Identity)

m
= m@myinv+myinv

M34 Imports of Goods & Services (19543)

{(Identity)

ms4

= (m@myinv/pm@myinv)+{myinv/pmyinv)

M@MYINY Imports of Goods & Services exct MYINYV (3)
(Identity)

m@myinv

= mecd+menfood+menoth+mk+mraw+moth

B-19
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MCD Imports of Durable Consumer Goods (3)
QOrdinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989
Date;: 6§ MAR 1990

med

= 0,46974 * cd - 5.80454
(78.7651) (0.82422)

Sum Sq 41253.0 Std Err 32.1143 LHS Mean 388.345
R Sq 0.9936 R Bar Sq 0.9934 F I, 40 6203.96
DW.(1) 1.5024 D.W.(2) 1.4600

MCNFOOD Imports of Food ($)

Ordinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989
Date: 6 MAR 1990

menfood

= 0.36980 * cnfood + 127.895 * dum7184 + 3.31245
(47.4786) (6.55390) (0.26016)

Sum Sq [11604 Std Err 53.4943 LHS Mean 549.771
R 3q 0.9879 R Bar Sq 0.9873 F 2,39 1597.16
DWJ.1) 12337 DW.(2) 1.7560

MCNOTH Imports of Other Nondurable Consumer Goods (3)
Cochran-Orcutt

ANNUAL data for 42 periods from 1948 to 1989

Date: 6§ MAR 1990

mcnoth

= 0.19783 * cnoth + 71.4741
(14.95594) (2.44221)

Sum Sq 41423.3 Std Err 32.5904 LHS Mean 379.367
R Sq 0.9899 R Bar Sq 0.9893 F 2, 39 1902.05
D.W.(1) 17239 D.W.(2) 2.015]

B-20
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MK Imports of Capital Goods (3)

Qrdinary Least Squares

ANNUAL data for 42 periods from 1943 to 1989
Date: 6§ MAR 1950

mk

= 0.53460 * mk{-1] + 0.13623 * ifix - 22.7961
(2.41922) (2.95558) (1.72070)

Sum Sq 118649 Std Err 55.1570 LHS Mean 279.476
R Sq 0.9589 R Bar Sq 0.9568 F 2, 39 455.006
D.W.(1) 1.0946 D.W.(2) 0.8579 _

MOTH Other Imports (3)

QOrdinary Least Squares

ANNUAL data for 19 periods from 1971 to 1989
Date: 6§ MAR 1990

moth
= 0.11186 * (mcd+menfood+menoth+mk+mraw) + 0.44125 * yn@labor
(10.2213) (5.73171)
+ 355.133
(7.25492)

Sum Sq 94171.6 Std Err 76,7185 LHS Mean 1663.13
R Sq 0.9893 R Bar Sq 0.9879 F 2, 16 736.855
DW.(1) 13920 D.W.(2) 2.0986 .

MRAW Imports of Raw Materials (3)

Ordinary Least Squares

ANNUAL data for 29 periods from 1961 to 1989
Date: 6 MAR 1590

mraw

= (.38246 * gdp + 32.4238 * pcof - 564.363
(29.9273) (3.57611) (4.82129)

Sum Sq 3504237 Std Err 367.122 LHS Mean 3998.45

R Sq 09889 R BarSq 09831 F 2,26 1160.36

DW.(1) 11006 D.W.2) 15333

B-21
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MYINY Ianvestment Income Qutflows (3)
QOrdinary Least Squares

ANNUAL data for 18 periods from 1972 to 1989
Date: 6 MAR 1990

diff(myinv)

= - [.03605 * diff (ex@msfi) + 71,9544
(10.6261) (1.49845)

Sum 3q 161587 Std Err - 100.495 . LHS Mean 515.811
R Sq 0.8759 R BarSq 0.8681 F 1,16 112.914
DW.(1) 2.0371 D.W.(2) 1.7627

MYINVamyinv[-1]+??

NFEDTR Net Federal Govt. Transfers (§)
(Identity)

nfedtr

a fedtrp+fedtrg~fedtw-Fedtro-(tpf+tef)

NIIF Net Direct and Indirect Liabilities of Puerto Rico
(Identity)

niip

= niip(-1]{m-ex)-(nfedtr+notr)

NNP Net National Product (3)
(Identity)

anp

= gnp-cca

PC Implicit Price Deflator for Consumption
(Identity)

pe

= ¢/cS54
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PCD Implicit Price Deflator for Durable Consumption
(imposed)

ANNUAL data for 43 periods from 1947 to 1989
Date: 6 MAR 1990

ped

= 1,00000 * ped[-17*(pcdus/pedus(-1]) + 0.00000
(__NQO) ( NO) _

PCNFOOD Implicit Price Deflator for Food Consumption
(imposed)

ANNUAL data for 43 periods from 1947 to [98%

‘Date: 6 MAR 1990

penfood

= 1,00000 * pcnfood[-1]*{penfoodus/penfoodus[-1]) + 0.00000
(NG _(__NO |

PCNOTH Implicit Price Deflator for Other Nondurabie Consumption
(imposed)

ANNUAL data for 43 periods from 1947 to 1989
Date: § MAR 1950

penoth

= 1.00000 * pcnoth{~1]*(pcnothus/penothus{-1]) + 0.00000
{ NC) { NC)

PCS Implicit Price Deflator for Services Consumption
(imposed)

ANNUAL data for 43 pericds from 1947 to 1989
Date: 6 MAR 1990 '

pcs

= 1.00000 * pcs{-1]*(pcsus/pesus{-1]) + 0.00000
( NG ( NO)
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PEX Implicit Price Deflator for Total Exports
(imposed) ,
ANNUAL data for 43 periods from [947 to 1989
Date: 6§ MAR 1990

pex

= ].00000 * pex{~1]*(pgdpbushhus/pgdpbushhus{-1]) + 0.00000
(NG : (_NC)

PEX@MSFI Implicit Prica Deflator for Net Factor Income Exports (3)
(Identity)

pex@msfi

= gx@msfi/ex@ms{i54
PGC. . Implicit Price Deflator for Government Consumption
(imposed)

ANNUAL data for 43 periods from 1947 to 1989
Date: 6§ MAR 1990 o :

pPgc

= 1.00000 * pgef-11*(pgdp/pedp(~1]) + 0.00000
{ NOC) (  NQO)

PGDP Impiicit Price Deflator for GDP
(Identity)

pgdp
= gdp/gdp54

PGNP Implicit Price Deflator for GNP
(1dentity)

pgnp
= gnp/gnp34

PIFIX Implicit Price Deflator for Fixed Investment

{(imposed)

ANNUAL data for 43 periods from 1947 to 1989
Date: 6 MAR 1990

B-24
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pifix

= 1.00000 * pifix{-1)*(pifixus/pifixus{~1]}) + 0.00000
( NQ ( NQO

PM Implicit Price Deflator for Total Imports
(Identity)

pm

a m/mid

PM@MYINV Implicit Price Deflator for Total Imports excl, MYINV
(imposed) ‘

ANNTUAL data for 43 periods from 1947 to 1989

Date: 6 MAR 1990

pm@myinv

= 1.00000 * pm@myinv(-|]*(pexus/pexus{-1]) + 0.00000
( NGO (  NO)

PMYINVY Implicit Price Deflator for MYINY
(imposed)

ANNUAL data for 43 periods from 1947 to 1989
Date: 6 MAR 1990

pmyinv

= 1.00000 * pmyinv{-1T*(pex@msfi/pex@msfi{-1]) + 0.00000
{ ~ NC) ( NC)

PRTW SI Contributions to Puerte Rico Govt. (3)
(Identity)

priw

= rpriw*wsd
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PRTX@SUB Indirect Business Taxes Minus PR Govt.Subsidies (§)
Ordinary Least Squares o
ANNUAL data for 19 periods from 1971 to 1989

Date: § MAR 1990

prtx@sub

= 0.15530 * (cd+cnfood+cnoth) + 13.5418
(34.5573) (0.40289)

Sum Sq 47112.5 Std Err 52.6433 LHS Mean 1097.49
R Sq 0.9860 R Bar Sqg 09851 F I, 17 1194.20
D.W.(1) 1.8036 D.W.(2) 2.8658

PSF Implicit Price Deflator for Final Sales (S)
(Identity)

psf
= 3f/sf54

SF Final Sales (3)
(Idantity)

sf

= c+ifix+geHex-m)

SF54 Final Sales (1554%)
(Identity)

sf54

= cSA+ifix5d+gc5dHex54-m54)

TCF U.S. Corporate Income Taxes (3$)
(Identity)

tef

= rtef*yn@labor+tcfadj

B-26

— 76 —



TP Personal Income Taxes (3)
(Identity)

tp
= rip*yp+tpf
TPF U.S. Personal Income Taxes (3)
(1dentity)
tpf

= rtpf*yp+tpfad]

TW Total SI Contributions
(Identity)

tw

= fedtw+priw

TX@SUB Indirect Business Taxes Minus Subsidies (3)
(1dentity)

tx@sub

= prix@sub-fedtro

UNEMPCH Simulated Change in Unemployed Persons (thousands)
(Identi*y) - : ‘_: N

unempch

= -unempcoeff*(gdp54-gdpidbase)
WSD Wage & Salary Disbursements (3)
Cochran-Orcutt
ANNUAL data for 42 periods from 1948 to 1989
Date: 6§ MAR 1930

wsd

= 0.65638 * yn + 98.7980
(45.1982) (0.69334)

Sum Sq 269271 Std Err 83.0927 LHS Mean 3414.4]
R Sq 0.9993 R Bar Sq 0.9993 F 2, 39 28696.0
DW.(1) 1.7160 D.W.(2) 2.0254
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YD Disposable Personal Income ($) A
(Identity)

vd

= yp-tp

YD54 Disposable Personal Income (1954%)
(Identity)

_ yd54

= yd/pc

YN National Income (3)
(Identity)

yn

= nnp-{ tx@sub+vbus+stat)

YN@LABOR Corp. & Public Ent. Profits + Interest Received by Gavt (3)
Ordinary Least Squares

ANNUAL data for 42 periods from 1948 to 1989

Date: 6 MAR 1990

yn@labor

= 0.46010 * yn@labor(~1] + 0.32144 * (yn@wsd-tw) - 96.5457
(4.29666) (5.81505) (3.89840)

Sum Sq 234934 Std Err 77.6141 LHS Mean 418.669
R Sq 0.9784 R Bar Sq 0.9773 F 2, 39 883.355
DW.(1) 14777 DW.(2) 1.4290

H 2.3004

YN@WSD National Income Minus Wages & Salaries ($)
(Identity)

yn@wsd

= yn-wsd

B-28
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YP Personal Income (§)
(Identity)

yp

= yn-(prtw+fedtw+yn@labor)+fedtrp+otr&int

B-29






Yoi. & —riego v

Congressional Research Service
The Library of Congress

Washington, D,C. 20540

March 9, 1989

TO : Honorable Bennett Johnston
Attention: Laura Hudson
FROM B American Law Division
SUBJECT : Discretion of Congress Respecting Citizenship Status of

Puerto Ricans

This memorandum responds to your request for a brief discussion of the
question whether Congress may be constitutionally constrained in decision-
makmg with regard to the citizenship status of Puerto Ricans. The matter
arises in the context of present proposals to afford Puerto Rico a choice
through referendum of continuing commonweslth status, statehood, or
independence. If the decision should be in favor of independence, what
alteration could Congress constitutionally make with respect to United States
citizenship of the residents of Puerto Rico?

In §7 of the Foraker Act, 31 Stat. 77 (1900), passed in the wake of the
acquisition by the United States of Puerto Rico, Congress provided that all
inhabitants of "Porto Rico," as it was then known, and their children born
thereafter "shall be deemed and held to be citizens of Porto Rico, and as such
entitled to the protection of the United States." Subsequently, by §5 of the
Organic Act (Jones Act), 39 Stat. 953 (1917), “all citizens of Porto Rico ... are
hereby declared and shall be deemed and held to be, citizens of the United
States.” See 8 U.S.C. §1402(present law).

Although the original Constitution of 1789 contained several requirements
of and provisions respecting citizenship, it nowhere defined whe was or could
be a citizen of the United States. By Article I, §8, cl. 4, Congress was
empowered to "establish an uniform Rule of Naturalization,” and pursuant to
this power from the begmmng prov1ded not only for a naturalization process
but also‘enacted a series of provisions determining what persons born outside
the United States were to be citizens and what conditions if any they had to
meet. 1 Stat. 103 (1790). But the omission in the Constitutioh of a definition_

of cltlzenéhlp or of criteria for citizenship created a situation under which it

wag st:renuously argued that national citizenship was derivative of cnt:zenshlp
under oné of the States, an argument that culminated in the Dred Scott case,

Scott v. Sandford, 19 How (60 U.S.) 393 (1857). Dred Scott was reversed, first_
by the Civil Rights Act of 1866, 14 Stat.'27, and then by the first sentence of
§1 of the Fourteenth Amendment. The Amendment provided: "All persons born
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or naturalized in the United'St'ates, and subject to the jurisdiction.thereof, are A
citizens of the United States and the State wherein they reside."

That the first sentence of §1 of the Fourteenth Amendment comprehend-
ed more than a declaration of who was a citizen was determined by the
Supreme Court in Afroyim v. Rusk, 387 U.S. 253 (1967), a controversial and
divided decision in which the Court ruled that the Amendment withdrew from
Congress the power to expatriate United States citizens against their will for
any reason, See Vance v. Terrazas, 444 U.S. 252 (1980)(process for determining
whether one has voluntarily renounced citizenship). Afroyim was a Polish
national by birth, but he had acquired United States citizenship by
naturalization. He had voted in a political election in Israel, and the
Government attempted to revoke his citizenship under a statute whnch
prescribed that penalty for voting in a foreign electmn

If the Afroyim case applied to those persons made United States citizens
by force of statute because of their Puerto Rican citizenship, then Congress
might well lack the power statutorily to alter the- citizenship status We say .

mlght " inasmuch -as- the 'situation in which Puerto Rico was granted
independence could elicit a’ ‘compelling argument excepting the case from the

Afroyim rule. But it appears that Afroytm is mappllcable in the 1nstance of
Puerto Rico. -

In Rogers v. Bellei, 401 U.S. 815 (1971), the Court had before it a
challenge to an immigration law provision that requires one 'who ‘acquired
United States citizenship by virtue of havmg been born abroad to parents, one .
of whom is an American citizen, to reside in this country contmuously for five
years between the ages of 14 and 28. Forfeiture of citizenship is the price of

failing to meet the residency requirement. Upholding the constltutlonaht.y of

the provision, the Court, still divided, ruled that Afroyim’ was inapplicable
because the' claimant was not & "Fourteenth Amendment citizen” within the -
meaning of the first sentence, which defined citizens as those'“born or
naturalized in the United States "(Italics supplied). Because Bellei had been -
born outside the United States and naturalized outside the United States by
statute, he did not meet the Fourteenth Amendment definition. Thus, the

denaturalization provision, in order to be sustamed had only to be reasonable
and not arbltrary

The case l'aw establishes that Puerto ‘Rlce, whatever its exact etatus and

relationship to the United States is not itself in the United States. The reason .

this conclusion is possible owes to the decision ‘of the Insular Cases following
the acquisition of Puerto Rico and the Philippines. Those cases grappled with
the difficult- question whether "the Constitution follows the flag" That is,
when the United States acquires terr1tor1es or possessions, is the United
States within the partlcular terrltory or possession bound by the Constltutlon
in all respects? The ‘cases held in the negative, but the reason for the result
was for a time difficult to discern. In De Lima v. Bidwell, 182 U.S. 1 (1901),
the Court ruled that Puerto Rico was not a "foreign country“ after acquisition
within'the meaning of the United States tariff lTaw. See also Dooley v. United
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States, 182 U.S. 222 (1901)(authority to tax imports from United States into
Puerts Rico ended when territory was ceded to the United States). Downes v.
Bidwell, 182 U.S. 244 (1901), was the difficult case, in which, over four
dlssents and with no opinion of the Court by a majority of the Justlces, it was
determmed that a discriminatory tax could be imposed on Puerto Rico despite
the direction of Article I, §8, cl. 1 that "all Duties, Imposts and Excises shall
be umf’orm throughout the United States."

One of the Justlces in the majority mmply took the position that nothing
in the Constitution applied to any of the territories. Id., 285-286 (Justice
Brown announcing the judgment of the Court). The other eight Justices
dlsagreed although they did not agree with each other. In a concurring
opinion, ‘Justice White, for himself and two other Justices with a third
agreeing in substance, propounded a theory under which he found that Puerto
Rico was not a part of "the United States" within the meaning of the
umform1ty clause. 1d., 287. According to the theory, a territory becomes part
of the United States only after it has been “incorporated” by ¢ongressional
actlon, action that manifests an intention on the part of the political branches
to set a terrltory upon a course of ultimate integration into the union of
States. Those territories that Congress does not intend to admit into the
union at some point in the future are not parts of "the United States" in the
context of provisions limited in their application to "the United States.” Id.,
292, 299, 841-342: The concurrence specifically alluded to the difficulties Wthh
would accompany the inability of the United States to restrict the inhabitants
of acquired territories from access to automatic citizenship in the United
States if all the Constltutlon was gpplicable to the territories upon acquisition,
an acknowledgment that absent incorporation the first sentence of §1 of the
Fourtenth Amendment would have no effect. Id., 306, 313. He accepted that
some prov1s1ons of the Constitution would apply to the island. Id., 293.

In Dorr v, Umted States, 195 U.S. 138 (1904), the Court ruled that the
Constitution’s juty trial provisions, Article 111, §2, cl. 3; Sixth Amendment, did
not apply to the Philippines. With only one Justlce dissenting, the Court
accepted Justice White’s Downes concurrence and pointed to the fact that
Congress had not "incorporated” the Islands. See also Hawaii v. Mankichi, 190
U.S. 197 (1903). Agam what provisions of the Constitution did apply was left
uncertain. Then, in Balzac v. Porto Rico, 258 U.S. 298 (1922), a unanimous
Court in an eiaborate opmlon by Chief Justice Taft considered whether a
Sixth Amendment rxght to jury applied in the courts of Puerto Rico.
Resolution of the question turned on whether Puerto Rico had been
"incorporated” into the United States, the Court held, and it ruled that
Congress had not done so. The fact that the Jones Act had extended United .
States cxtlzenshlp to Puerto Ricans did not establish a showing of
incorporation, nor did a variety of other enactments in that and other laws
evidence an intent to put Puerto Rico on a course to eventual statehood.

The rule which emerges from these cases, as stated in Justice White’s

Downes concurrenice, subsequently adopted by the Court, is that "whilst in an
mternatlonal sense Porto Rico was not a foreign country, since it was subject



CRS-4

to the sovereignty of and was owned by the United States, it was foreign to
the United States in a domestic sense, because the 1sland had not been
incorporated into the United States, but was merely appurtenant thereto as
a possession." Downes, supra, 258 U S., 341-342. See Balzac, supra, 268 U.S,,
305 (Downes and Dorr settled that nelther the Philippines nor Puerto Rlco
"was territory which had been incorporated in the Union or become a part of
the United States, as d1stmgu1shed from merely belonging to it"), 313 ("we find
no features in the Organic Act ... from which we can infer the purpose of
Congress to 1ncorporate Porto RlCO into the United States with the
consequences whzch would follow").

It is true that some Justices have since questioned the vitality of the
Insular Cases. See Reid v. Covert, 354 U.S. 1, 14 (1957)(plurality opinion of
Justice Black). But in Torres v. Puerto Rico, 442 U.S. 465, 468-470 (1979), the
history and the cases are recited with approval of the analysis, while four
concurring Justices would have limited the "old cases" to their "particular
historical context.” 1d., 474, 475. On the other hand, the concurrence was
expressly concerned with the application of the Bill of Rights to Puerto Rico.
In that regard, the recent cases do apply certain Bill of Rights guarantees to -
the Commonwealth. See Calero-Toledo v. Pearson Yacht Leasing Co., 416 U.S.
663 (1974)(due process clause applies, but Court does not decide whether the
Fifth or Fourteenth Amendment is relevant provision); Examining Board v.
Flores de Otero, 426 U.S. 572 (1976)(equal protection guarantee of either the
Fifth or Fourteenth Amendment); Califano v. Torres, 435 US. 1, 4 n. 6
(1978)(assuming constitutional right to travel applies). In Balzac, supra, 258
U.S., 314, the Court assumed that the First Amendment speech and press
guarantees applied. On the other hand, in Torres v. Puerto Rico, supra, the
majority of the Justices reached the conclusion that the Fourth Amendment’s
search and seizure guarantee applied on the basis that Congress in its
governing legislation had always acted on the premise that the Amendment
could be applied to Puerto Rico without danger to national interests or the
risk of unfairness.

But care must be taken when considering the impact of the recent judicial
debates on the Insular Cases to remember that those decisions did not
question the application of any of the Constitution’s provisions; rather, the
Court assumed that certain "fundamental’ guarantees did apply. The more
recent debate reflects the division within the Court on the "fundamentality”
of most of the provisions of the Bill of Rights. Nothing said in these cases
need be taken as questioning the theory regarding "incorporation” of a
territory or possession into "the United States." In that perspective, then, the
limitation of the first sentence of §1 of the Fourteenth Amendment would not
restrain Congress’ discretion in legislating about the citizenship status of
Puerto Rico.

Of course, some Puerto Ricans do have "Fourteenth Amendment
citizenship." That is, those who were born in the United States are within the
meaning of §1 and are therefore constitutional citizens from birth. Cf. United
States v, Wong Kim Ark, 169 U.S. 649 (1898). As to them, either dual

— 84 —



CRS-5

citizenship or some treaty provision requiring some choice might be
alternatives. In any event, the relative numbers of persons involved will be
small.

You also inquired with regard to the citizenship status of residents of the
Philippines. Under §4 of the Organic Act, 32 Stat. 691, 692 (1902), Congress
provided that all residents of the Philippines and their subsequently born
children should be deemed to be "citizens of the Philippine Islands" entitled
to the protection of the United States. As noted above, Dorr v, United States,
supra, held that the Philippines was an unincorporated territory. In §8 of the
Philippine Independence Act, 48 Stat. 456, 462 (1934), the Philippines was
treated as a foreign country for many purposes. Filipino citizens were treated
as aliens for immigration purposes; United States foreign service officers
assigned to the Philippines were treated as if stationed in a foreign country.
See Hooven v. Evatt, 325 U.S. 652, 677-678, 692 (1944). There was, thus, no
comparable citizenship issue upon independence.

MH Ll
Johnny H. Killian

Senior Specialist
American Constitutional Law
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Congressional -Research Service
The Library of Congress

Washington,.D.C. 20540

May 22, 1989

TO s Honorable Bennett Johnston
C Attention: - Laura Hudson

FROM ¢ American Law Division

SUBJECT _ . Lijnitetion of Certain Corporate.Expenditures in Proposed
. : - Puerto Rico Referendum : :

Th1s memorandum responds to your. 1nqu1ry with respect: to the
constltutlonal validity of a proposal to limit, in the proposed referendum to
be held in Puerto Rico on the future status of the Commonwealth,
expendltures in the referendum by corporations whlch receive beneﬁts under:
§ 936 of the. Internal Revenue Code. : :

. As you note, there is a body of Supreme Court precedent protecting
corporate political expendxtures under the First Amendment- speech clause. The
essential question is whether the First Amendment applies in full in Puerto
Rico so that such a limitation would be governed by these precedents

" In thls memorandum, we set f'orth apphcable prmcaples whxch ‘we ‘believe
support three conclusions. First, the First Amendment is one of the
fundamental. constitutional provisions which fully apply to Puerto Rico,
whether ‘the agency imposing limitations be the government of Puerto Rico or
the government of the United States. Second, despite the case law which
seemlngly denies any legislative power to curb corporate political spending on
ballot issue questlons the most recent precedent and the possible divisions of
the Justices in this decision and in some earlier cases suggest that the
possibility of. limitations is not truly foreclosed. Third, while limitation may
be possible generally, the proposal you describe would be constitutionally
suspect nonetheless,  because it. would run afoul of the principle that

permissible government regu}atlon or limitation of expressxon must be content
neutral

Apphcatlon of Flrst Amendment to Puerto Rico

Upon the acquisltlon of‘ Puerto Rlco from Spain by the Treaty of‘ Paris
(30 Stat. 1754) following the Spanish-American War, an acrimonious. debate
developed in the United States about governing the territory and the extent
to which the Constitution. applied in- Puerto Rico and to which it limited
Congress in making provision for the Island under its power to make rules

and regulations respecting territorial possessxons under Article IV, § 2, cl. 2.
— 87 —
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Over a series of cases, collectively known as the Insular Cases, the Supreme
Court formulated the theory of incorporated and unincorporated territories.
Unincorporated territories were those as to which Congress had not, or had
not yet, evinced an intention to set on the route to statehood. In
unincorporated territories, the Constitution did not apply in full. See esp.
Downes v. Bidwell, 182 U.S. 244 (1901); Dorr v. United States, 195 U.S. 138
(1904); Balzac v. Porto Rico, 258 1.8, 298 (1922).

Nevertheless, the Court cautioned that the people of Puerto Rico, even
though then aliens, were within the jurisdiction of the United States for
purposes of the Constitution’s fundamental guarantees of individual rights.
Thus, Justice Brown, announcing the Court’s judgment in Downes, said:
"Whatever may be finally decided by the American people as to the status of
these islands and their inhabitants - whether they shall be introduced into the
sisterhood of States or be permitted to form independent governments - it does
not follow that, in the meantime, awaiting that decision, the people are in the
matter of personal rights unprotected by the provisions of our Constitution,
and subject to the merely arbitrary control of Congress. Even if regarded as
aliens, -they are entitled under the principles of the Constitution to be
protected in life, liberty and property.” Supra, 182 U.S, 283 (emphasis in
original). See also id, 290-291 (Justices White, Shiras, and McKenna,
concurring: "As Congress in governing the territories is subject to the
Constitution, it results that all the limitations of the Constitution which are
applicable to Congress in exercising this authority necessarily limit its power
on this subject."); 294-295 ("Undoubtedly, there are general prohibitions in the
Constitution in favor of the liberty and property of the citizen which are not
mere regulations as to the form and manner in which a conceded power may
be. exercised, but which are an absolute denial of all authority under any
circumstances or conditions to do particular acts. In the nature of things,
limitations of this character cannot be under any circumstances transcended,
because of the complete absence of power. . . . [This distinction] has in effect
been conceded, even by those who most strenuously insisted on the erroneous
principle that the Constitution did not apply to Congress in legislating for the
territories, and was not operative in such districts of [the] country.").

When, in the Organic Act of 1917 (Jones Act), Congress made citizens of
Puerto Rico also citizens of the United States, § 5, 39 Stat. 953, the question
was litigated whether Puerto Rico was now incorporated into the United
States, and in Balzac, supra, the answer was in the negative. But in holding
that a right to trial by jury was not such a fundamental right that it applied
to an unincorporated territory, a unanimous Court, speaking through Chief
Justice Taft, reiterated that the Constitution, in regard to certain basic
provisions, did govern Congress’ power to legislate for the Island and did
constrain the governmental activity of the Puerto Rican government. "The
Constitution of the United States is in force in Porto Rico as it is wherever
and whenever the sovereign power of [the United States] is exerted. This has
not only been admitted but emphasized by this court in all its authoritative
expressions upon the issues arising in the Insular Cases . . . . The
Constitution, however, contains grants of power and limitations which in the
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nature of things are not always and everywhere applicable, and the real issue
in the Insular Cases was not whether the Constitution extended to the
Philippines or Porto Rico when we went there, but which of its provisions
were applicable by way of limitations upon the exercise of executive and
legislative power in dealing with new conditions and requirements. The
guaranties of certain fundamental personal rights declared in the Constitution,
as for instance that no person could be deprived of life, liberty or property
without due process of law, had from the beginning full application in the
Philippines and Porto Rico ... ." Id, 258 U.S,, 312-313.

‘Historically, the record of United States - Puerto Rican relations reveals
that both Congress and the Supreme Court have had a shared role in the
determination of what rights of a constitutional nature the residents of Puerto
Rico may assert. Examining Board v. Flores de Otero, 426 U.S. 572, 590
(1976). Thus, in § 2 of the Jones Act, 39 Stat. 951, Congress provided for
Puerto Rico a bill of rights, which remained in effect until 1952, guaranteeing

~nearly all the personal rights found in the United States Constitution.! In
1947, Congress, in adopting legislation providing for popular election of the
governor, declared that “[t)he rights, privileges, and immunities of citizens of
the United States shall be respected in Puerto Rico to the same extent as
though Puerto Rico were a State of the Union . . . ." 61 Stat. 772, § 2, 48
U.S.C. § 737. Responding to demands for greater autonomy for Puerto Rico,
Congress in 1950, 64 Stat. 319, 48 U.S.C. § 731b, offered in the "nature of a
compact’ to "the people of Puerto Rico” an authorization to draft their own
constitution, which was to "provide a republican form of government and ...
[to] include a bill of rights." Congress thereafter approved the constitution
drafted and approved by Puerto Ricans, imposing a condition that any
amendment or revision of it be consistent with “the applicable provisions of
the Constitution of the United States." 66 Stat. 327 (1952). The constitution
of Puerto Rico was proclaimed to be in effect on July 25, 1952. See 48 U.S.C.
§ 731d note.

‘ Similarly, the Court has largely been expansive with respect to the
coverage of Puerto Rico by at least the personal guarantees of the
Constitution under the Downes-Dorr-Balzac formula.? Protection from

' Only two major exceptions existed: the right under the Fifth

Amendment to indictment by grand jury and the right under the Sixth and
Seventh Amendments to a jury trial. See Balzac, supra, 258 U.S., 306.

2 The vitality of the Insular Cases has been questioned by some Justices.
See Torres v. Puerto Rico, supra, 442 U.S. 474, 475 (Justice Brennan
concurring, joined by three other Justices). In Reid v, Covert, 354 U.S. 1, 14
(1957)(plurality opinion), Justice Black denied that any principle of
inoperativeness of the Constitution anywhere the Government of the United
States acts could exist. The Insular Cases had been central to the Court's
holding the year previous to this in Kinsella v. Krueger, 351 U.S. 470 (1956),
and Reid v. Covert, 351 U.S. 487 (1956), that the Constitution applied with
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deprivation of life, liberty, or property without due process. of law was
recognized in Downes and Balzac, as the quotations above evince, and this
apphcat:on has been. reasserted. Calero-Toledo v. Pearson Yacht Leasing. Co.,
416 U.S. 663 (1974), Examznmg Board . v. Flores de Otero, supra, 426 U.S.,

600-601. The guarantee of equal protection similarly reaches Puerto Rico. Ibld

Harris v, Rosarzo, 446 U.S. 651 (1980). Fourth Amendment protections. from
unreasonable searches and seizures apply. Torres v. Puerto Rico, 442 U.S. 465
(1979) In Califano u. Torres, 435 U.S. 1, 4 n, 6 (1978), the Court assumed
that a protected right to travel applied. - -

- More important, for purposes of this memorandum; in Balzac, supra, 258
U.s, 314 the Court assumed that the First Amendment speech and press
guarantees applied, an assumption since confirmed. Posadas de Puerto Rico
Assocs. v. Tourism Co,, 478 U.S. 328, 331 n. 1. (1986)("We have held that
Puerto Rico is subject to the First Amendment Speech - Clause[.]")(citing
Balzac, emphasns supplied), In Rodriguez. v. Popular -Democratic Party, 457
Us. 1, 7-8 (1982), the Court observed that "[i}t is not disputed that the
fundamental protections of the.United States Constitution extend to the
inhabitants of Puerto Rico. . . . We thus think it clear that the voting rights
of Puerto Rico. citizens are constitutionally protected to the same extent as
those of‘ all other citizens of the United States -

| Th1s last pronouncement is part:cularly 1mportant in’ consndermg the
vahdlty of the proposal to limit corporate expenditures. It is important because
the Constltutlon itself does. not directly confer electoral rlghts 3 Rather the

full force only within the United States and incorporated territories and that
civilian dependents. of servicemen could be tried for capital crimes by courts-
martial overseas. On -petitions for rehearing, the Court overturned these
holdings in the second Reid v, Covert opinion, although with no opinion of the
Court concurred in by a majority of the Justices, The principle was extended
to civilian-dependents overseas charged with noncapital crimes in Kinsella v.
United States ex rel. Singleton, 361 U.S. 234 (1960), and to civilian employées
overseas -of the military charged with either capital or noncapital crimes.
Grisham v. Hagan, 361 U.S. 278 (1960); McElroy v. United States ex rel.
Guagliardo, 361 U.S. 281 (1960). Some tension between these decisions and
the Insular Cases exists, but the Court has yet to harmonize the two lines of
precedents. In Torres, supra, 469-470, the Court recited the: history of the .
Insular Cases without mentioning Retd v. .Covert, while in Examining Board,
supra, 426 U.S., 600, the Court cited Reid v. Covert for the proposition that
it "reaffirmed and strengthened”. the principle of the Insular Cases that
fundamantal guarantees of the Constitution apphed to Puerto Rico.

3 Although the rlght to vote for Members of‘ Congress is derlved from the
Constltutlon, Umted States v. Classic, 313 U.S. 299, 314-315 (1941), and
Congress is thus empowered to-legislate to protect this right of suffrage from .
both official and private abridgment, Buckley v, Valeo, 424 US. 1, 13 n. 16
(1976), see also Ex parte Yarbrough, 110 U.S. 651 (1884)(power of‘ Congress .

— 9
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First Amendment, usually in combination with the equal protection clause, has

provided the basis for the judicial development of a protected right of political -
association to advance political beliefs and principles. E.g., Kusper v. Pontikés,
414 U.S. b1, 66-67 (1973); Tashjian v. Republican Party of Conn., 479 U.S."
208, 213-217 (1986); Eu v. San Francisco County Democratic Central Com.,

109 S.Ct. 1013, 1019-1023 (1989). Moreover, the limitations on governmental

regulation of or barring of expenditures in elections, including corporate

expenditures, flow from the Court’s construction of speech and assoclatlonal

rights. :

M_ost of the decided cases have to do with the application of the United
States Constitution to actions of the government of Puerto Rico, and it is true
that no congressional provision directed to Puerto Rico has been struck down.
But the necessary construction of the language of the cited cases is that those
constitutional guarantees that do apply to Puerto Rico limit equally Puerto
Rican and ‘United: States action. The earlier cases, as recurrence:to the -
quotations set out above reveal, expressly speak of ilmlts ‘on conhgressional -

discretion.: Nothing in the more recent cases suggests a dev1at10n from that
understandmg : - ‘ : _

Thus, in Calz'fano v. Torres, supra, and Harris v. Rosario, supra, -the
Court sustained, respectively, provisions of the Social Security-Act making -
benefits for aged, blind, and disabled persons payable only to residents of the
United States and giving less assistance to Puerto Rico under AFDC than to -
the States. In -both instances, responding to . right to travel and  equal
protection challenges, the Court sustained the congressional decisions;
emphasizing especially in Rosario, the congressional ‘power undér the
territories clause.Article IV, § 3, .cl. 2. But the principal foundation of both-
decisions was that the nature of federal spending programs gave Congress'

to legislate to protect integrity of presidential elections); Burroughs and
Cannon u. United States, 290 U.S. 534 (1934)(same), the Constitution confers
on the States the power to determine voter qualifications, Article I, § 2, ¢l. 1;
Article II, § 1, cl. 2; Seventeenth Amendment,; § 1, and to regulate the’ times;
places, and manner of choosing Members of Congress and presidential electors.
Article I, § 4; Article I, § 1, cl: 2. The Constitution:"does not confer the right
of suffrage upon any.one," Minor v. Happersett, 21 Wall. (88 U.S.) 162, 178
(1875), and “the right to vote, per se, is not a constitutionally protected right."
San Antonio Ind. School Dist. v. Rodriguez; 411 U.S. 1, 35 n. 78 (1973)."
However, when electoral systems are established, the Constitution dénies
government the power to deny voting rights on the basis of race, sex, or age
above 18 years old, Fifteenth, Seventeenth, and Twenty-sixth Amendments,
and the equal protection clause bars many other classifications that impair
voting rights. E.g., Reynolds v. Sims, 377 U.S. 533 (1964)(equally populated
voting districts); Kramer v. Union Free School Dist, 395 U.S. 621
(1969)(property qualifications). The right to participate in the electoral system
is also protected by the First Amendment’s speech/association guarantee which -
is relevant to this memorandum and which is deait with in the text.

— - —
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broad discretion in treating different recipients differently so long as a rational
basis exists. Under the rational basis standard, Congress’ discretion within the
United States and among United States resident recipients and potential
recipients, barring classification on the basis of such impermissible factors as
race, sex, or illegitimacy, is just as broad as the discretion exercised in Torres
and Rosario. E.g., Mathews v. DeCastro, 429 U.S. 181 (1976); Califano v.
Boles, 443 U.S, 282 (1979).

Possible to cite as a case indicating greater congressional discretion is
Torres v. Puerto Rico, supra. In that case, the challenge was to a statute of
Puerto Rico authorizing police to search, without a warrant or probable cause,
the baggage of any person arriving in Puerto Rico from the United States.
In deciding that the Fourth Amendment search and seizure provision applied
to Puerto Rico, the Court looked to the record of legislative enactment of a
search and seizure provision from 1917 to 1952, the requirement by Congress
that the constitution authorized in 1950 should contain a bill of rights, and
congressional approval of the constitution in 1952 with the language of the
Fourth Amendment included. This background was relevant, the Court stated,
although Congress had generally left it to the Court to determine what
constitutional guarantees applied in Puerto Rico, "because the limitation on
the application of the Constitution in unincorporated territories is based in
part on the need to preserve Congress’ ability to govern such possessions,
and may be overruled by Congress, a legislative determination that a
constitutional provision practically and beneficially may be implemented in a
territory is entitled to great weight." Id., 442 U.S., 470. It was thus possible
for the Court to conclude, on the basis of the record of congressional action,
"that the Fourth Amendment’s restrictions on searches and seizures may be
applied to Puerto Rico without danger to national interests or risk of -
unfairness." Ibid.

Of this mode of analysis, several things may need brief mention.

y Fifst, four Justices refused to adhere to it, denying the vitality of the
Insular Cases to Bill of Rights questions, at least, but five Justices did join
the opinion. It remains the only case applying this analysis.

Second, it is perhaps significant that the issue was the application of the
Fourth Amendment. Without digressing to a discussion of the Court’s treat-
ment of search and seizure issues, it bears noting that the Court under Chief
Justices Burger and Rehnquist has generally placed a very low value upon this
constitutional guarantee. :

Third, however one may view the mode of analysis in the case, it does
contain an ambiguous reference which must be considered when evaluating
congressional power to legislate with respect to Puerto Rico. It will be
observed that, in the quotation above, the Court says Congress may overrule
certain decisions on the application of the Constitution to Puerto Rico.
Actually, in context, the Court appears to say that a Court decision that a
constitutional guarantee does not apply may be set aside. The paragraph in
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which the quoted language appears begins by noting that Congress may by
statute make constitutional provisions applicable to territories in which they
would not otherwise be controlling, simply as a matter of legislative grace.
Citing Mullaney v. Anderson, 342 U.S. 415, 419-420 (1952)(congressional
extension of privileges and immunities clause to territory of Alaska). Cf.
Barnard v, Thorstenn, 109 S.Ct. 1294, 1299 (1989)(congressional extension of
privileges and immunities clause to Virgin Islands). Then, the Court observes
that Congress has generally left it up to the Court to decide what
constitutional provisions apply. It then sets out the quoted language to the
effect that "limitations on the application of the Constitution" are based in
part on the need to preserve congressional discretion. Thus, the "may be
overruled by Congress” phrase must be limited to judicial decisions holding
that certain provisions do not apply, so that prior congressional determinations
that it is practical and beneficial to apply a constitutional provision to an
unincorporated corporated are for those reasons "entitled to great weight."
There is hence nothing in the passage to indicate the Court is saying that
judicial decisions that certain constitutional provisions do apply may be
overruled by Congress.

It appears, therefore, that Congress could not make an independent
determination that a Bill of Rights provision deemed fundamental and applied

to Puerto Rico by the Court was in actuality not fundamental and not
apphcable

Because Puerto Rico itself might have discretion under a referendum
provision to make certain regulations, it may be useful briefly to consider
whether it might have somewhat more discretion than Congress would have
to limit the pertinent corporate expenditures. The Court has enunciated no
standard by which, for purposes of Puerto Rico, it determines which
constitutional guarantees are so fundamental that they apply in the island.
The early cases merely spoke of those "immunities [which] are indispensable
to a free government," Downes v. Bidwell, supra, 282-283 (opinion of Justice
Brown), or "restrictions of so fundamental a nature that they cannot be
transgressed,” id., 291 (Justice White concurring), or of "certain fundamental
rights declared m the Constitution." Balzac, supra, 312. But there is a
parallellsm here with those cases in which the Court has been asked to apply
certain of the Bill of Rights to the States through the due process clause of
the Fourteenth Amendment. For a long period of time the Court declined to
apply most of the Bill of Rights, holding that only those rights which are
"fundamental” or "implicit in the concept of ordered liberty" were applicable.
Palko v. Connecticut, 302 U.S. 319, 325 (1937). See Twining v. New Jersey,
211 U.S. 78, 99 (1908); Gitlow v. New York, 268 U.S. 652, 666 (1925). In fact,
the Court sometimes observed the parallel. In Dowdell v. United States, 221
U.S. 325, 332 (1911), the Court, holding that there was no requirement of
indictment by grand jury in the Philippines, cited Hurtado v. California, 110
U.S. 516 (1884), which found that indictment by grand jury was not mandated
under due process of law for the States. The lower federal courts with
jurisdiction over Puerto Rico, thus, generally assumed that the tests for
application to the States and applicati&% to Puerto Rico of the Bill of Rights

S
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were essentially identical. E.g.,, Montalvo v, Colon, 371 F. Supp. 1332, 1338-
1341 (D.P:R. 1974)(three-judge court); Mora v. Mejias, 206 F.2d 377 (1st Cir.
1958). -~ |

Since the 1960s, the Court has largely applied most of the Bill of Rights
to the States. The process involved not a renunciation of the fundamental
rights formula but a redefinition of it. Rights previously found mnot to be
fundamental in the sense in which the Court used the word were now deemed
fundamental -and applicable to the States. Earlier, the Court had asked
whether a civilized system of criminal justice could be imagined that did not
accord -the particular procedural -or substantive safeguard. E.g., Palko v.
Connecticut, supra, 302 U.S., 325, The present ‘approach is to ascertain
whether 'a particular guarantee is fundamental in the light of the system
existent in the United States, e.g., Duncan v. Louisiana, 391 U.S. 145, 149 n.
14 (1968), which can make a substantial difference, Duncan held that the
Sixth Amenidment right to trial by jury applied to the States, as compared to
the 1922 Balzac holding that denial of a jury trial in Puerto Rico was
constitutional.t

-+ That the Court may have conflated the two different inquiries is
evidenced by-its practice in recent years of expressly declining to decide
whether the constitutional provision which it is construing applies to Puerto
Rico directly - i.e., the First Amendment itself governs - or applies to Puerto
Rico through the due process clause of the Fourteenth Amendment, the
method of constraining the States. Calero-Toledo, supra, 416 U.S., 668 n. 5;
Examining Board, 426 U.S., 600, 601; Torres . Puerto Rico, supra, 442 U.S,,
471; Rodriguez v. Popular Democratic Party, supra, 4567 U.S., T n. 6;.Posadas,
478 U.S,, 328 n. 1. The conceptual difficulties with maintaining that it is the
Fourteenth Amendment which limits Puerto Rito should be obvious. That
Amendment plainly provides that "no State" may do the proscribed things.
While the Court has observed in Examining Board, supra, 426 U.S,, 594, that
Congress by entering into the Commonwealth compact intended "to accord to
Puerto Rico the degree of autonomy and independence normally associated
with-States of the Union," and in Rodrigiez, supra, 457 U.S,, 8, that "Puerto
Rico, like a State, is an autonomous political entity, “'sovereign over matters
not ruled by the Constitution.""(quoting Calero-Toledo, supra, 673, quoting
Morad-v. Mejias, supra, 115 F. Supp., 612). But, although Puerto Rico may be
a "state" in the sense of being an organized government, it is not a "State" in
the sense of a‘member of the Union. Examining Board, supra, 426 U.S., 606
(Justice Rehnquist dissenting); United States v. Lopez Andino, 831 F.2d 1164,
1172 (1st-Cir, 1987)(Judge Torruella concurring); see also Puerto Rico v. Shell
Co., 302 U.S. 253 (1937)(double jeopardy clause would prevent prosecutions

4 0On the other hand, as noted above, Balzac did indicate that the First
Amendment speech and press clauses applied in Puerto Rico, while the speech
clause was not applied to the States until Gitlow v. New York, supra, in 1925,
and the press clause was not applied until Near v. Minnesota ex rel. Olson,.

283 U.S. 697, 701 (1931). — 94 —
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for same offense by United States and Puerto Rico .because of lack of dual
sovereignty), cited with approval in Waller v. Floride, 397 U.S. 387, 393 & n..
5..(1970). See also Puerto- Rico v. Branstad, 483 U.S. 219, 229-230
(1987)(applicability of extradition -clause to Puerto Rico); id., 231 ‘(Justice
Scalia concurring). And the Court has expressly held that Congress may
legislate for Puerto Rico under the territories clause, Harris v; Rosario, supra,
446 U.S., 6561-652; Califano v. Torres, supra, 435 U.S,, 3 n. 4, a result contrary
to any.statehood conception. - - - - - - B : '

In any event, however, even if it is the Fourteenth Amendment.through"
which the First Amendment applies to Puerto Rico, the precedents are clear -
that constitutional provisions applied to the States through the due process
clause mean the same thing as they mean when directly applicable. E.g.; First
National Bank of Boston-v. Bellotti, 435 U.S. 765, 780 n. 16 (1878); Malloy v.
Hogan, 378 1J.S, .1, 10-11 (1964). Thus, whatever the result of the debate
summarized here, the First Amendment would inhibit both the National -
Government -and. Puerto Rico to the same degree in attempting to limit |
corporate expenditures.® S S

First Améndment Protection of (iorpo'rate Expenditures . -

Regulation of campaign finance-- contributions and expenditures - first
began to receive extended constitutional analysis in Buckley v. Valeo, 424 U.S.
1,(1975).% Central to the Buckley decision-was the conclusion of the Court
that .campaign funding was speech; rather than conduct intermixed with
communication, so that the dependence of communication on the expenditure
of money did not reduce the "exacting scrutiny” that the judiciary must apply -
to governmental regulation. Id., 16-17. Different results were achieved by
differing majorities of the Justices in sustaining parts of the 1971 Federal

8 To be sure, Posadas, supra, 478 U.S. 328, represents a departure by the .
Court from its line of cases developing First Amendment protection for
commercial speech, not in the enunciation of standards but in the application
of .those standards. But nothing in the opinion of the Court suggests that'it-
was the particularity:of the First Amendment’s scope in Puerto Rico that
explains the departure. Rather, it appears that it was the subject matter at.
issue - advertisinig of casino gambling - that resulted in a coalition of previous -
commercial-speech dissenters and some majority Justices to join in the five-
to-four ‘opinion.- - SRR x5 EE SR

% Earlier cases involving limitations éontained in-the: Federal Corrupt
Practices Act. of 1926 had -primarily concerned :statutory interpretation,"
although the Court was express that some interpretations were adopted to
avoid constitutional problems that would otherwise arise. Pipefitters Local 562
v. United States, 407 U.8. 385 (1972); United States v. UAW, 352 U.S. 567
(1957); United States v. CIQ, 335 U.S.glé)ﬁ (1948). :
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Election Campaign Act, as amended,” and in voiding other parts. Sustained
were disclosure provisions, id., 60-84, limitations on contributions from groups
and individuals, id., 23-38, and public funding of presidential elections. Id., 85-
108. Invalidated were limitations upon overall campaign expenditures, id., 54-
59, independent expenditures made on behalf of candidates, id., 39-51, and the
expenditure of a candidate’s personal wealth. Id,, 51-54.

Enunciated in Buckley were three principles or conclusion with bearings
on the proposed limitation of corporate expenditures in the Puerto Rican
referendum. We will note these, indicate their application in subsequent cases,
and then detail the modification of them more recently.

First, the Court distinguished between expenditures and contributions,
which explains in part why limitations on the former were voided while
limitations on the latter prevailed. Thus, "[a] restriction on the amount of
money a person or group can spend on political communication during a
campaign necessarily reduces the quantity of expression by restricting the
number of issues discussed, the depth of their exploration, and the size of the
audience reached." Id., 19. The Act’s spending limitations represented
“substantial rather than merely theoretical restraints on the quantity and
diversity of political speech.”® Ibid. On the other hand, a limit on
contributions "entails only a marginal restriction upon the contributor’s ability
to engage in free communication" because a contribution is only "a general
expression of support for the candidate and his views" and the amount of the
contribution does not increase the expression appreciably. A limitation on
contributions "invelves little direct restraint” on a contributor’s expression and
does not limit his "freedom to discuss candidates and issues.” Id., 21.°

? P.L. 92-225, 86 Stat. 3, as amended by the Federal Election Campaign
Act Amendments of 1974, P. L 93-443, 88 Stat. 1263, 2 US.C. § 431 et seq.,
and various revenue law provisions of 1971 1972, and 1974

8 The Court dld indicate that expenditure limitations would be valid if
-applied only to candidates accepting public subsidies, id., 57 n. 65, and
subsequently without opinion sustained such a limitation applied to
presidential candidates accepting subsidies. RNC v. FEC, 487 F.Supp. 280
(S.D.N.Y)(three-judge court), affd. per curiam, 445 U.S. 955 (1980).

® Three Justices in Buckley did not agree with the expenditure-
contribution dichotomy. Id,, 241 (Chief Justice Burger), 261 (Justice White),
and 290 (Justice Blackmun). But Chief Justice Burger and Justice Blackmun
would have voided the contribution limits as well as the spending limits,
whereas Justice White would have sustained both. Justice Marshall has since
stated his views that the distinction "has no constitutional significance,” FEC
v. NCPAC, 470 U.S. 480, 518, 619 (1985), and would sustain both kinds of

limits. 96 —
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Second, the prevention of corruption or the appearance of corruption was
the only basis the Court would accept as justification for the congressional
limitation on expression involved in contribution and expenditure limitations.
In this respect, this justification was sufficient to validate the contribution
limits. Id.,, 26-28. But the Court did not believe the expenditure limits were
necessary to eliminate corruption or the appearance of corruption nor did it
believe they served that purpose. Id., 45-48, 53. More important was the
narrow construction the Court gave to the concept of corruption. Although its
concept was not limited to actual bribery, id, 27-28, the Court was concerned
with the giving of contributions "to secure political quid pro quo’s from
current and potential office holders," and the "appearance of [such] corruption
stemming from public awareness of the opportunities for abuse", Id., 26, 27.
Thus, the corruption rationale extended to improper influence on or with the
candidate and not improper effects upon the election, and the evil to be
prevented was the effectuation of some kind of arrangement, a quid pro quo."®

Third, parallel to the congressional concern with corruption, more broadly
construed than by the Court, was a desire to equalize access to and influence
upon the electoral process. Flatly rejecting the equalization rationale as an
impermissible justification for limiting political speech, the Court said that
“the concept that government may restrict the speech of some elements of our
society in order to enhance the relative voice of others is wholly foreign to the
First Amendment . . . . The First Amendment’s protection against

-governmental abridgment of free expression cannot properly be made to
‘depend on a person’s financial ability to engage in public discussion.” Id., 48-

49. See also id., 54 (speaking of the limit on the candidate’s use of his own
money), 66-67 (overall campaign expenditure ceilings).

Application of these principles to corporate political spending was effected
in First National Bank of Boston v. Bellotti, 435 U.S. 765 (1978), although the
result was closer than in Buckley. Challenged before the Court was a state
statute that barred corporations from making expenditures to influence the
vote on any referendum question, other than one materially affecting the
property, business, or assets of a corporation. The statute specifically provided
that no question related to the taxation of the income, property, or
transactions of individuals could be deemed so to affect a corporation, and it
was with respect to such a ballot question that the case was brought. In an
opinion by Justice Powell, the Court avoided deciding whether corporations
have a distinctive protected First Amendment right of expression, holding
instead that political speech is at the apex of expression protected by the First
Amendment for many purposes and the societal interest in free expression
surmounts the question of the identity of the speaker. Id., 775-783. Because
the statute was a governmental limitation on speech, it had to be justified by
acompelling interest, and the Court found none. Prevention of corruption was
not a viable basis, because in the absence of candidates there could be no such

1 See also FEC v. NCPAC, supra, 470 U.S., 497; California Medical Assn.
v. FEC, 463 U.S. 182, 195 (1981). — 97 —
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danger. With regard to the broader threat of "undue influence” on the
electorate, the Court, recallmg its Buckley language, re_]ected any permissible
governmental interest in limiting corporate influence in elections. "To be sure,
corporate advertising may influence the outcome of the vote; this would be its
purpose, But the fact that advocacy may persuade the eiectorate is hardly a
reason to suppress it." Id., 790. "Moreover, the people in: our democracy: are
entrusted with the responmblhty for judging and evaluating the relative merits
of conflicting arguments. They may consider, in making their judgment, the
source and credibility of the advocate. But if there be any danger that the
people cannot evaluate the information and arguments advanced by appellants,
it is a danger contemplated by the Framers of the First Amendment.” Id., 791-
792. Finally, the Court considered as a justification for the statute the
protection of stockholders, doubting  its -permissibility, but finding it not
served, in any event; the statute did not-reach other political activity
stockholders might object to, i.e., lobbying, and even if stockholders
unanimously favor a prohlblted corporate expenditure, the statute barred it.
Id 792- 795

Dlssentmg, then-Justice Rehnquist argued that as an artificial creation
a corporation organized under the laws of a State could do essentially only
what the State chose to permit it to do. Thus, limitations on such political
expenditures as Massachusetts had provided raised no First Amendment
problem. Id., 822. Justice White, joined in dissent by Justices Brennan-and
Marshall, conceded that the First Amendment protected corporate speech, but
he argued that such expression is "subject to restrictions which individual
expression is not." Id., 802, 804. The First Amendment, in his view, is intended
to facilitate individual "self-expression, self-realization and self-fulfillment." Id.,
804-805. Because corporate speech fails to serve these interests, he concluded
that "[i]deas which are not-a product of individual choice are entitled to less
First Amendment protection.” Id., 807. Thus, the fact that corporations are "in
a position- to control vast amounts of economic power which may, if not
regulated, dominate not only the economy but also the very heart of our
democracy, .the electoral process," gave the States a legitimate interest in
preventing institutions which have amassed great wealth "from using that
wealth to acquire an unfair advantage in the political process.” 1d., 809.

In Citizens Against Rent Control v. City of Berkeley, 454 U.S. 290 (1981),
the Court,. with only Justice White dissenting, id., 303, struck down a city
ordinance limiting to $250 the amount any person 'could contribute to
committees formed to support or oppose ballot propositions. Although the
ordinance involved a contribution ceiling rather than an expenditure limit, and
thus implicated the dichotomy created in Buckley, the Court fourid no basis
for sustaining it. First, it continued to reject the equalization rationale as it
had done in Bellotti and Buckley. 1d., 295-296. Second, and more important,
the. Court found the corruption rationale of Buckley inapplicable to a
referendum election; there was no danger of the Court’s concept of corruption
arising in an election without candidates. Id., 296-299.

— 98 —
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‘Although intervening decisions suggested that the Court might be
withdrawing somewhat from its position on campaign finance reform
constitutionality,'' a seven-to-two Court majority in FEC v. NCPAC, 470 U.S.
480 (1985), invalidated a provision of the statute governing subsxdles to
presidential candidates, under which it was unlawful for independent political
action committees to expend more than $1,000 to further the election of any
premdentlal candidate who had accepted public subsidies. As noted above, the
Court had previously invalidated spending limits imposed on a candidate’s use
of his own funds, independent expenditures on behalf of a candidate, and on
overall campaign expenditures, but it had sustained spending limitations
imposed on.a candidate accepting public funds. Both of the organizational
PACs before the Court in NCPAC were corporations, but Justice Rehnquist,
speaking. for the Court, noted that the statutory prohibition applied to any
entity, whether incorporated or not, and went on to invalidate the restriction
as overbroad when applied to large and small PACs and to corporate and
unincorporated sponsors of PACs and as violating the First Amendment in any
event because the limitation on expression rights could not be justified. Supra,
470 U.8,, .496, 500-501. Reiterated was the principle "that preventing
corruptlon or the appearance of corruption are the only legitimate and
compelling government interests thus far identified for restricting campaign
finances." Id., 496-497 (emphasis supplied).

Stressing that the average contribution to the two PACs before it was a
modest amount and that PACs afforded persons of modest means the
opportunity to join together to promote political goals, the Court could discern
no danger of corruption. That is, corruption as "a subversion of the political
process. Elected officials are mﬂuenced to act contrary to their obligations of
office by the prospect of financial gain ‘to themselves or infusions of money
into their campaigns. The hallmark of corruption is the financial quid pro
quo: dollars for political favors.” Id., 497. However, the overwhelming number
of contributions to PACs were small in amount and were not coordinated with
the candidate’s campaign. Because of the amassing of amounts to be spend by
an organized PAC, it was alleged that the potential for corruption existed, but
the Court did not see it. "It is of course hypothetically possible here . . . that
candidates may take notice of and reward those responsible f‘or PAC
expenditures by giving official favors to the latter in exchange for the
supporting messages. But here . . . the absence of prearrangement and
coordination undermines the value of the expenditure to the candidate, and
thereby alleviates the danger that expenditures will be given as a quid pro quo
for improper commitments from the candidate.” Id., 498. The fact that a
candidate might independently alter positions or take actions because of the |

IWFEC v, NRWC, 459 U.S. 197 (1982), was a contributions case rather
than one involving expendxtures Its importance is discussed infra, p. 15-16.
See also Common Cause v. Schmitt, 455 U.S. 129 (1982), summarily affg 512
F.Supp. 489 (D.D.C. 1981). 99 '
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message conveyed to him by such independent spending did not accord with
the Court’s conception of "corruption." Ibid."

 Much scholarly commentary has been directed to the Court’s utilization
of the First Amendment to oversee, and to invalidate some of, the regulation
of campaign ﬁnance,"J and, more broadly, the Court’s interpretation of the
First Amendment in the context of corporate pohtxcal funding and commercial
speech has excited considerable controversy in the journals.'* But, while the

12 Justices White and Marshall dissented, id., 502, 518, the former
continuing his long-standing position and the latter announcing his conversion
to validation of both contribution and expenditure limitations as a means of

achieving equal access to the political process and of avoiding corruption. Id.,
521.

13 Among the most useful commentary is Nicholson, The Supreme Court’s
Meandering Path in Campaign Finance Regulation and What It Portends for
Future Reform, 3 J. L. & PoL. 509 (1987); Nicholson, Basic Principles or
Theoretical Tangles: Analyzing the Constitutionality of Government Regulation
of Campaign Finance, 38 CASE W. RES. L. REv, 589 (1988); BeVier, Money
and Politics: A Perspective on the First Amendment and Campaign Finance
Reform, 73 CALIF. L. REV. 609 (1982); Wright, Politics and the Constitution:
Is Money Speech?, 85 YALE L. J. 1001 (1976); Wright, Money and the Pollution
of Politics: Is the First Amendment an Obstacle to Political Equality?, 82
CoLuM. L. REV. 609 (1982); Powe, Mass Speech and.the Newer First
Amendment, 1982 SuP. CT. REV, 243. Especially with respect to corporate
spending and. referenda, see Lowenstein, Campaign Spending and Ballot
Propositions: - Recent Experience, Public Choice Theory and the First
Amendment, 29 U, C." L. A. L. REv. 505 (1982); Brudney, Business
Corporations and Shareholder’s Rights Under the First Amendment, 91 YALE
L. J. 235 (1981); Shockley, Direct Democracy, Campaign Finance, and the
Courts: Can Corruption, Undue Influence and Declining Voter Confidence Be
Found?, 3 U. M1AMI L. REV. 377 (1985).

M Begmnmg with Virginia State Bd. of Pharmacy v. Virginia Citizens
Consumer Council, 425 U.S. 748 (1976), the Court has broadly extended a
somewhat diluted First Amendment protection to commercial speech, primarily
but not exclusively by and on behalf of corporations. See, e.g., Consolidated
Edison Co. v. PSC, 447 U.S. 630 (1980); Ceniral Hudson Gas & Electric Corp.
v. PSC, 447 U.S. 557 (1980); Pacific Gas & Electric Co. v. PUC, 475 US. 1
(1986). But compare Posadas de Puerto Rico Assocs. v. Tourism Co., 478 U.S.
328 (1986). On the commentary, see Jackson & Jeffries, Commercial Speech:
Economic Due Process and the First Amendment, 65 VA, L. REV. 1 (1979);
Shiffrin, The First Amendment and Economic Regulation: Away from a
General Theory of the First Amendment, 78 Nw. U. L. REv. 1212 (1983). For
one effort to develop a counter theory, see Fiss, Free Speech and Social -
Structure, 71 10WA L. REV. 1405 (1986()),0 and Fiss, Why the State?, 100 HARV.

—_ 100 —



CRS-156

case law strongly suggests that your proposal with respect to limiting certain
corporate expenditures in the Puerto Rican referendum would run afoul of the
First Amendment, there are some signs, by no means negligible, that a balance
may be shifting on the question in the Supreme Court.

First indications of some degree of change are to be found in FEC v.
NRWC, 459 U.S. 197 (1982), which preceded the NCPAC decision, with the
latter decision reflecting both recognition of and denial of change. NREWC
concerned a provision of federal law that restricted the persons subject to
solicitation by corporate, union, and trade association PACs. Corporations with
shareholders or members may solicit those persons for contributions to their
PACs, and corporate PACs may also solicit their executive and administrative
personnel and their families. 2 U.S.C. § 441b(b}(4). The National Right to
Work Committee was an ideological corporation, rather than the business
corporation before the Court in Bellotti and some other cases. It had only
administrative and executive personnel to solicit, having no shareholders or
members, and it contended that under the First Amendment it must be
allowed to solicit those in the public who had indicated some interests in its
policies or it could not function. But, unanimously, the Court upheld the
statute as applied to NRWC.

Significantly, Justice Rehnquist’s opinion for the Court followed a
modified line of reasoning he had put forward in his Bellotti dissent, now
more like Justice White’s dissent in that case. He observed that proponents
of the restrictive statute had adduced two purposes justifying it. "The first
purpose . . . is to ensure that substantial aggregations of wealth amassed by
the special advantages which go with the corporate form of organization
should not be converted into political ‘war chests’ which could be used to
incur political debts from legislators who are aided by the contributions. .
The second purpose . . . is to protect the individuals who have paid money
into a corporation or union for purposes other than the support of candidates
from having that money used to support political candidates to whom they
may be opposed. . . . We agree . . . that these purposes are sufficient to justify
the regulation at issue." Id., 207-208 (emphasis supplied).

Although the opinion deals only with the first purpose, it does so more
in the sense of undue influence rather than the quid pro quo idea of
corruption the Court had used previously and was to use again in NCPAC.
"The statute reflects a legislative judgment that the special characteristics of
the corporate structure require particularly careful regulation. . . . [W]e [will
not] second-guess a legislative determination as to the need for prophylactic
measures where corruption is the evil feared.” Id., 209-210.

The reason the second purpose is not discussed in the opinion is that it
was irrelevant to the corporation before the Court. It had no shareholders or

L. REV. 781 (1987), criticized in Powe, Scholarship and Markets, 56 G. W. L.
REV. 172 (1987). — 101 —
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members. The people who contributed to it agreed with its purposes. Thus,
the insertion of clear dictum, especially combined with Court approval of
"these" purposes, the two set out, as sufficient justification for the regulation,
seemed intended to signal a departure from language in prior opinions casting
doubt on the shareholder/member protection rationale.’ That intention seems
as well to lie in the basis said to distinguish NRWC from NCPAC in the latter
case. Justice Rehnquist said that NRWC "turned on the special treatment
historically accorded corporations. In return for the special advantages that
the State confers on the corporate form, individuals acting jointly through
corporations forgo some of the rights they have as individuals.” Supra, 470
U.S,, 495. Thus, the fact that NRWC was a contributions cases, rather than
an expenditures case, and contribution restrictions are scrutinized less severely
than spending limitations, seems to have counted less than the corporate form
of ‘organization did, ‘

‘Expenditures independently made on behalf of political candidates
constituted the issue in FEC v. Massachusetts Citizens for Life, 479 U.S. 238
(1986), a five-to-four decision invalidating, as applied to the contestant, a
corporation organized purely for ideological purposes, the provision of 2 U.S.C.
§ 441b, prohibiting corporations from using funds from their treasuries to
make an expenditure "in connection with" an election for federal office.
Corporations desiring to make political expenditures may do 'so by organizing
a separate, segregated fund for a PAC to receive contributions. Thus, for your
purposes, it is important to note that the case did involve expenditures in
connection with a political candidate, rather than a ballot question, but the
Court’s language in the course of deciding the case is instructive.

“What is important about Massachusetts Citizens for Life is not that the
law was voided as to it but that the Court rather expansively explained why
the statute could be applied to business corporations. Thus, looking for the
compelling governmental interest that would justify the infringement of First
Amendment interests occasioned by the statutory bar, the Court discerned two.

- First, there was a "concern over the corrosive influence of concentrated
corporate wealth" that bespoke the importance of "protectling] the integrity
of the marketplace of political ideas." Id., 257, Ascription of meaning to this
concern revealed that to the Massachusetts Citizens for Life Court the issue
was not corruption in the quid pro quo sense, but it was the impairment of
the political process itself. The effect on the process rather than the effect on
candidates or office holders was critical. "Direct corporate spending on political
activily raises the prospect that resources amassed in the economic
marketplace may be used to provide an unfair advantage in the political
marketplace. Political ‘free trade’ does not necessarily require that all who
participate in the political marketplace do so with exactly equal resources.

. . Relative availability of funds is after all a rough barometer of public

'® First.National Bank of Boston v. Bellotti, supra, 435 U.S., 794 n. 34;
Cort v. Ash, 422 U.S. 66, 80, 81 n. %%_2(1975).
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support. The resources in the treasury of a business corporation, however, are
not an indicator of popular support for the corporation’s political ideas. They
reflect instead the economically motivated decisions of investors and
customers.” Id., 257-268. The ability to form a segregated fund to support a
PAC entitled a corpcration to reflect the strength of its political convictions.
Thus, Congress acted out of "concern not about use of the corporate form per
se, but about the potential for unfair deployment of wealth for political
purposes Id., 259.

This Justlficatlon reflects both a sense of unfair influence and a measure

of the concern for equalization that Buckley and Belloiti had supposedly

conmgned to the unacceptable. In any event, the Court said, the justification

“did not apply to Massachusetts Citizens for Life because the organization was

‘not a business corporation and the only funds it had did reflect the popularity

of its pohtlca] position. Ibid. But the implication for regulation of business
corporatlons is clear.

Second, the legislative concern for "dissenting stockholder(s] and union
member(s]" who might not want their money used by corporations (or unions
“in the relevant’ mstance) for purposes they mlght not support was a Iegxtlmate
oné supporting limitations. People contribute investment funds for economic
gain and may well not support the use of the money for political ends.
Because individuals may depend on the corporations for income or jobs, it is
“not sufficient to tell them they can take the money out. Id., 260. This
argument was almost identical to the one made by Justice Whlte in dlssent
in Bellotti, Supra, 435 U.S., 812-820. Nevertheless, the Court asserted, the
justification did not apply to Massachusetts Cltlzens for Life, because
contributors gave it their money not to earn income but to support its well-
known ideological aims. Id., 479 U.S,, 261.

~ 'The significance of Massachusetts Citizens for Life can be immense in the
context of the permissible regulation of corporate political spending, but the
Court has been inconsistent enough in this area to justify caution.'® But, if

16 Application of the Court’s dicta in this case will be tested in Michigan
State Chamber of Commerce v. Austin, 856 F.2d 783 (6th Cir. 1988), prob.
juris. noted, 88-1569 (May 1, 1989)(to be argued and decided next Term), in
which the lower court utilized Massachusetts Citizens for Life to invalidate a
bar on any incorporated entity making direct or indirect expenditures to or on
behalf of a candidate for state office, except from a separate, segregated fund
established for that purpose and accepting voluntary contributions. The
contestant in Austin is comprised of about 8,000 members, 75% of which are
business corporations, The Massachusetts Citizens for Life Court listed "three
features essential to our holding" in explaining how the organization was
different from entities which may be closely regulated; one was that it was not
established by a business corporation and did not accept contributions from
‘corporations; supra, 479 U.S., 263-264, a standard the Chamber of Commerce
in Austin does not meet. Unlike your situation, however, this case, too,
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the views expressed prevail, the language, which, like the language in NRWC
is dicta, does afford the rationale for a judicial departure from the standards
established in Buckley and Bellotti with respect to limitations on corporate
expenditures in all elections, including ballot question elections.!?

There seems little doubt that the Court intended, by its resort to a much
broader rationale than it needed to have used to exempt the nonbusiness
corporation before it from the burdensome regulations at issue, to signal a
change in course. Much of the opinion, instead of explaining why
Massachusetts Citizens for Life should be exempt, concentrates on explaining
why government can regulate political speech by business corporations. In so
doing, it drew on two complementary reasons. It moved away from a narrow
conception of corruption and focussed rather on "the corrosive influence of
concentrated corporate wealth.” Id.,, 257. The argument is that businesses’
economic power, combined with legal advantages conferred by the state, such
as preferential tax treatment and limited liability, "may make a corporation
a formidable political presence, even though the power of the corporation may
be no reflection of the power of its ideas." Id, 258. Government has a
legitimate interest in protecting the "marketplace of ideas" from the distortions
caused by corporate speech that few individuals may endorse. 1d., 259. Leading
Cases, op. cit., n. 17, 208.

This emphasis upon the special status of the corporation and the effects
of the conferral of benefits by state incorporation parallels the view of Chief
Justice Rehnquist that the very fact that a corporation has benefited from a

involves expenditures in a political candidate election. It is no doubt the
situation that the Court’s language will have some bearing on your problem,
‘but decision will probably come too late to be instructive in drafting a
provision,

I” See Nicholson, op. cit., n. 13, 38 CASE W. RES. L. REV., 604-606; The
Supreme Court - Leading Cases, 101 HARV, L. REV. 119, 199-209 (1987). In
the Court’s most recent case involving a ballot question election, Meyer v.
Gront, 108 S.Ct. 1886 (1988), the Court unanimously struck down a state
statute that prevented those circulating petitions to get a question on the
ballot from using paid circulators. The Court observed that petition circulators
invariably engaged in political speech by attempting to persuade individuals
to sign the petitions. Denial of the right to pay circulators thus burdened the
ability of some to place before citizens questions they regarded as important.
The State’s asserted interests were found to be insufficiently strong, i.e., the
fear of corruption in the process could be addressed in less severe ways, and
the Court denied it was permissible for the State to attempt "to mute the
voices of those who can afford to pay petition circulators.” Id., 1894 n. 7
(citing Buckley and Bellotti). The plaintiffs were all individuals, except for
what was apparently an incorporated, ideological association, so that the case
does not directly undermine the conclusions in the text about corporate
interests. — 104 —
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state charter makes it subject to quite extensive regulation, even in the speech
area, which he regards as fictitious in any event. Id., 479 U.S, 267
(dissenting). See also Pacific Gas & Electric Co. v. PUC, 4756 US. 1, 33
(1986)(dissenting). It is important to note that while Massachusetts Citizens
for Life was & five-to-four decision, and one of the majority, Justice Powell,
has retired, the dissenters did not object to the congressional limitation of
corporate spending at all; in fact, they wished to apply the limitations to the
ideological corporate entity before the Court as well. Thus, not only did Chief
Justice Rehnquist and Justice White reiterate their long-standing positions,
they were joined by Justices Blackmun and Stevens in broad views, id., 479
U.S., 26 (dissenting), but Justice Brennan, in writing the majority opinion,
was joined not only by a fellow Bellotti dissenter, Justice Marshall, but by
Justices Scalia and O’Connor as well.

Additionally, the reiterated statement of the legitimacy of the concern for
the corporate dissenter who may not wish his funds used for political purposes
is important as a basis for limitation.

Several caveats must be noted, however. First, these recent cases all
involved the utilization of corporate funds in some way in candidate elections,
It will be remembered that in Bellotti and Berkeley the Court was sure the
absence of a candidate removed the danger of corruption and thus the
justification for legislative action. But, the emphasis in the more recent cases
about the undue influence of corporate money, the amount of which bears
no relationship to the popularity of the cause promoted or attacked, applies
just. as well to ballot question elections as to candidate elections, and the
matter of the dissenting investor or shareholder may be just as serious,
regardless of the nature of the election,

Second, the recent cases involved limitations of rather than a bar on
corporate expenditures. Bellotti concerned, of course, a complete foreclosure of
any opportunity for political speech in the areas marked off, and Berkeley
involved a limitation on contributions, a quite low ceiling in fact. The federal
law involved in Massachusetts Citizens for Life, in NCPAC, and in NRWC
banned expenditures from corporate treasuries but did permit the
establishment of separated, segregated funds to receive contribution and to
make expenditures. It is thus possible that the principles to be derived from
the cases would justify not a total ban on corporate spending in a Puerto
Rican referendum but only a requirement that a separate, segregated fund be
used for such expenditures.

Professor Nicholson, however, one of the more prolific scholars in the
area of campaign finance reform, argues that Massachusetts Citizens for Life
does in fact justify more than this form of regulation. She argues that the
rationales of the case "have particular significance in those elections because
corporations have played a large, and some believe, determinative role in many
instances. Indeed, there is much stronger evidence of domination by
corporations in ballot measure elections than in candidate elections. Given the
ability of corporations to raise very large sums through PACs, it seems

— 105 —
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unlikely that a PAC requirement would solve the problem.” Op. cit., n. 13, 38
CAsE W. RES. L. REV., 604 (footnote citations omitted). Because voters tend
to distrust advertisements associated with certain corporations, she continues,
such entities prefer to contribute to committees with innocuous sounding
names. "Thus, the most effective reform would be limitations on contributions.
Certainly such an approach is paternalistic .. . . Despite the anti-paternalism
language in Bellotti, the emphasis in Massachusetts Citizens for Life on
preventing the effect of concentrated wealth in the electoral process lends
constitutional support to statutory limitations on contributions from business
corporations in ballot measure elections.” Ibid. The overruling of Berkeley
would be required to sustain this form of regulation, of course, as she
recognizes. ‘ -

Too, this kind of regulation could draw some strength from the Court’s
distinction between contributions and expenditures, which, however, may be
a declining doctrine in this Court. See Massachusetts Citizens for Life, supra,
479 U.S,, 270 (Chief Justice Rehnquist dissenting)("The distinction between

contributions and independent expenditures is not a line separating black from
white."), . L : , . o -

- Third, it must also be remembered that the ban on expenditures in
Bellotti was not on all corporate expenditures in ballot question elections:
Rather, corporations could not spend except on questions "materially affecting
any of the:property, business or assets of the corporation," with the statute
excluding some issues that might otherwise have fallen within this standard.
Bellotti, supra, 435 U.S,, 767-768 (quoting statute). The state courts assumed
that permitting a corporation to express itself.on an issue materially affecting
it, with some exceptions, adequately protected whatever expression rights
corporations have. Id., 771-773 (describing state court holding). Because of the
Supreme Court’s view of the protection accorded political speech, even when
it is by a corporate "speaker," it pretermitted. this not unimportant question.
1d,, 772 n. 6, 777 & n. 13, 783 (commercial speech protected not so much
because it pertains.to seller’s business but because of it societal value), 784-
786. It may well be.that should the Court withdraw from its Bellotti views,
if in fact it has not already withdrawn, it might nonetheless find that .a ban
on.corporate expenditures, or a limitation through regulation of contributions,
would be. invalid in the case of denials to a corporation of the ability to
represent its business interests, the reasons for its existence after all; in the
political arena. Acceptance, therefore,; of the view set forth above that the
language of the most recent cases constitutes & major shift in direction does
not necessarily get your proposal out beyond the constitutional shoals.

~ On the other hand, it is certainly possible to shape arguments that justify
substantial limitations on or bans on corporate expenditures in ballot question:
elections, Spending from corporate treasuries still raises the danger of
abridgment of dissenting shareholders’ interests. The fact that the corporate
leadership believes that the entity’s economic interests are at stake on a
particular question does not necessarily mean that all who have bought into
the business for reasons of gain would agree, or, even if they do agree, that
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they would necessarily believe either that those economic interests should be
protected or that corporate funds should be used in that pursuit.

. With respect to "the corrosive influence of concentrated corporate wealth,"
the fact that a corporatlon s economic interests are .or may be affected by a
ballot questxon does not necessarlly reduce the concern government might feel,
whether the funds come from corporate. treasuries or from a separate PAC.:-
The questlon that might concern corporate beneficiaries of favored tax
treatment in any Puerto Rican referendum would be one not of a substantial
threat to corporate existence or some similar issue but rather whether certain
public subsidies through tax treatment, which were enacted for broad public
interest reasons, not. simply to beneﬁt corporations, should ‘be retained.- It
might well be reasonable for. government to. conclude that, on: guestions:
af‘fectmg corporate self-mterest it should restrict corporate spending power,
in order to prevent, undue influence in an election, to equalize access to
electoral resources, or to favor a disinterested public debate on the issue. But
compare Meyer v. Grant, 108 8. Ct 1886, 1893-1894 (1988).

"In any event as formulated in your request the proposal would probably
fall victim to- aﬁother judicial doctrine in the First Amendment area, the bar
on content regulation.

The Content Neutralit_y Requirement

Even in instances in which governmental regulatlon of or bans on
expression are permissible, government may not exercise its discretion by
basing regulation or bans on the content of the expression. That is, it may not
choose which speech it prefers and which it does not for this purpose. Thus,
in Police Dept, of Chicago v. Mosley, 408 U.S. 92 (1972), and Carey v. Brown,
44'7 U.S. 455 (1980), the Court declined to assess the validity of governmental
restrictions on picketing, respectively, school buildings and residences, because
the restrictions excepted labor union picketing. Government could not prefer
the views of one entity, labor unions, while suppressing the views of all
others. In Boos v. Barry, 108 S.Ct. 1157 (1988), the Court found impermissibly
content oriented a statute in the District of Columbia that banned picketing
and placarding within 500 feet of a foreign embassy, if the signs carried
tended to bring the foreign government into "public odium” or "public
disrepute." The restriction was based only on the content of the speech and
could not be justified. See also Pacific Gas & Electric Co. v. PUC, 475 U.S.
1, 12-16 (1986); Regan v. Time, Inc., 468 U.S. 641, 648-649 (1984);
Consolidated Edison Co. v. PSC, 447 U.S. 530, 536-5637 (1980). See generally
Stone, Content Regulation and the First Amendment, 25 WM. & MARY L. REV,
189 (1983). "In the realm of protected speech, the legislature is constitutionally
disqualified from dictating the subjects about which persons may speak and
the speakers who may address a public issue. . . . Especially where, as here,
the legislature’s suppression of speech suggests an attempt . to gwe one side
of a debatable publlc questlon an advantage in expressing its views to the -
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people, the First Amendment is plainly offended." Bellotti, supra, 435 U.S.,
786-786,18 |

- If it is decided to proceed with a limitation on corporate expenditures, or
some other form of regulation, a considerable constitutional question would
be removed if the limitation were not imposed on only one group of
corporations, those benefiting under one particular section of the Tax Code.

Conclusion

It is thus concluded that the Supreme Court’s standards with respect to
First Amendment protections of political speech, including corporate speech,
applies to Puerto Rico, whether restraints are endcted by the government of
the United States or the government of Puerto Rico. Further, it is possible to
draw from recent cases indications that the Court may be withdrawing from
the position of according corporate political speech as much constitutional
protection as that speech has hitherto enjoyed. Even if this trend proves to
be the case, however, a restriction would have to be drafted more broadly than

the one suggested in your request. o -
gg y q 0 Z /6( /Cé-/- .
/ Johnfy H. Killian

Senior Specialist
American Constitutional Law

1* One may note that then-Justice Rehnquist was willing to sustain the
ban in Bellotti, even if the legislature’s motive was to muzzle corporations on
a particular issue, i.e., the imposition of a personal income tax. Id., 826-827
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American Law Division

Validity of Congressional Deviation from Uniformity

Requirement of Federal Taxation Respecting Puerto Rico in
the Event of Statehood

This memorandum responds to your inquiry whether Congress might have
some discretion under the Constitution to vary federal taxes in and respecting
Puerto Rico, should Puerto Rico be admitted to statehood following the
upcoming proposed referendum. We do not attempt to evaluate, except in
passing in certain instances, the numbers and degrees of special, nonuniform
treatment of Puerto Rico or Puerto Rican interests contained in federal tax
and customs laws. It is sufficient to note that special provisions are made, and
the uniformity requirement would be implicated as soon as Puerto Rico is

admitted to statehood.

The relevant provisions of the Constitution are:

The Congress shall have Power To lay and collect Taxes,
Duties, Imposts and Excises . . . but all Duties, Imposts and
Excises shall be uniform throughout the United States[.]
Article I, § 8, cl. 1. -

Representative.s and direct Taxes shall be apportioned
among the several States which may be included within this.
Union[.] . ... The actual Enumeration shall be made within

three Years after the first Meeting of the Congress of the

United States, and within every subsequent Term of ten

- Years, in such Mahner as they shall by Law direct. Article

I,§2 cl 3.

No Capitation, or bther direct, Tax shall be laid, unless in
Proportion to the Census of Enumeration herein before
directed to be taken, Article I, § 9, cl. 4. :

No Preference shall be given by any Regulation of

Commerce or Revenue to the Ports of one State over those
of another[.] Articie I, § 9, cl. 5.
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The Congress shall have power to lay and collect taxes on
incomes, from whatever source derived, without
apportionment among the several States, and without
regard to any census or enumeration. Sixteenth
- Ameéndment.

In Downes v. Bidwell, 182 U.S. 244 (1901), there were challenged
provisions of the Foraker Act, which imposed a duty on goods imported to the
mainland from Puerto Rico. There was no comparable duty on shipments from
one State to another, and the Court had decided in De Lima v. Bidwell, 182
US. 1 (1901), that the Island was no longer a "foreign-country.” Thus, the
Court assumed that if Puerto Rico were part of the United States, the duty
would -be unconstitutional ‘under ‘the uniformity clause or under the port
preference clause. Downes, supra, 182 U.S., 249. See also id., 292 (Justice
White concurring). But the Court held; as clarified and refined by subsequent
Court adoption of Justice White’s concurrence, that as an unincorporated
territory, Puerto Rico was not part of the United States for purposes of either
clause. But see also.Binns v. United States, 194 U.S. 486' (1904)(sustaining
license - taxes, imposed by Congress but applicable only in Alaska, ‘an
incorporated territory, where revenues were paid into the general fund of the
. Preasury -and did not exceed or even equal the total cost of maintaining the
territorial government). Because the contested provisions in Downes applied-
specifically to goods originating in Puerto Rico, §§ 2, 3, 31 Stat. 77 (1900), it
might be concluded that the: case, though the assumption is dictum, would
bring all special tax provisions specifically tailored to Puerto Rico into conflict
with the uniformity clause.

Indeed, the overwhelming precedent with respect to the uniformity clause
has been to the effect that, while it' does not réquire Congress to ignore
special circumstances, it does obligate Congress to legislaté on the basis of
geographic uniformity, in other words, couch laws in nongeographic terms.
E.g., Knowlton v. Moore, 178 U.S. 41, 83-110 (1900). However, in the most
recent decision, and the case law is in any event of notable paucity, the Court
held that Congress. could; having ascertained the existence of a geographically
isolated problem, a -special circumstance, frame tax- legislationin. express
geographic terms.. United States v. Ptasynski, 462-U.8. 74. (1983). While the
case may be justly eriticized as draining the uniformity clause of its content,
the unanimous’ decision does afford a basis for Congress to take into account
Puerto Rico’s-special circumstances, by express geographic designation, in
structuring tax legislation respecting it, should it be admitted as a State.

That the net windfall' profit tax revenues from the inception of the law
through theend of the fiscal year in which the litigation was being conducted
were in excess of $26 billion and the estimated net during the following five
years was approximately $50 billion' no doubt created that "hydraulic

! See Jurisdictional Statement of the Appellant United States, United
States v. Ptasynski, supra, 82-1066, p. 8.
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pressure,” in Justice Holmes’ words, that "makes what previously was clear-
seem doubtful and before which even well settled principles of law will bend."
Northern Securmes Co. v. United States, 193 U.S. 197, 401 (1904)(dissenting):

But, nonetheless, Ptasynski is now the latest precedent and will doubtless
guide the Court in future decisions. The most serious imponderable is whether
the Court, having departed from what had been a previous, seemingly settled
course of interpretation - not squarely, of course, it never having decided on
the ‘merits an express geographic tax classification case -'will now seek to
cabin the latest precedent through a narrow reading or to apply it through
the usual 1ncorporatlon of 1ts standards 1nto future htlgatmn .

Before treating the question whether the uniformity clause would permit
a geographically-identified deviation from a general, indirect tax, we should
briefly digress to consider what taxes are diréct and which indirect, because
upon that issuie may turn an indication of the magnitude of the exception
Congress might seek to make. The Constitution divides the taxes which
Congress is authorized to impose into two classes: (1) direct taxes, which must
be apportioned -among the States on the basis of their respective populations,
and’ (2) indirect taxes, which need not be apportioned but must be levied
uniformly throughout the country.? Steward Machine Co. v. Davis,-301 U.S.
548, 581 (1937); Brushaber v. Union Pacific R. Co,, 240 U.S. 1, 12-13 (1916).
The Court has genérally assumed that the uniformity clause applies to all
taxes that ‘are not "direct” within the meaning of the apportionment clause.
E.g., Knowiton v. Moore, supra, 178 U.S., 83; Nicol v. Ames, 173 U.S. 509, 515
(1899). This formulation did not allow the Court, however, ease in dec:dmg
what a "dlrect" tax is, a def'lmtxon ‘which the cases proved to be quite eluswe

" In the contrived case of Hylton v. United States, 3 Dall. (3 US) 171
{1'7'96)3 it-'was argued ‘that a fixed yearly tax on cartiages used for the
conveyance of persons was a direct tax and invalid because not apportioned.
Out of the separate opinions of the participating Justices there emerged the
rule which applied for almost 100 years: direct taxes contemplated by the
Constitution were two and only two, to wit, a capitation or poll tax and a tax
on land. No other tax was capable of being-apportioned. Utilizing this rule,
the Court in Springer v. United States, 102 U.S. 586 (1881), sustained a

_ 2 Actually, as “will be noted from the language of the Constitution, "taxes"
appear to be dlstmguxshed from "duties, imposts and excises.” But the Court
commonly treats the two classes as equally constltutmg‘ "taxes," Knowlton v.
Moore, supra, 178 U.S., 88 (discussing "the classes of taxes termed duties, -
imposts and excises"); Umted States v. Ptasynski, supra, 462 U.S., 80 (referring
to , duties, 1mposts and excises as "indirect ‘taxes"), and, masmuch ‘as we
conclude that income taxes are "indirect taxes for purposes of the uniformity
requlrement semantic clarity would seem to require the utilization of the
word "tax” for both classes.

¥ See D. CURRIE, THE CONSTITUTION in the SUPREME COURT The FIRST
HUNDRED YEARS, 1789-1888 (1985), 31-37.
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federal income tax law, the first in our history, imposed in 1864 as a Civil
War measure. See also Pacific Ins. Co. v. Soule, 7 Wall. (74 U.S.) 433 (1869);
Veazie Bank v. Fenno, 8 Wall. (76 U.S.) 533 (1869); Scholey v. Rew, 23 Wall,
(90 U.S.) 331 (1875).

 Demise of this rule occurred in Pollock v. Farmers’ Loan & Trust Co.,
157 U.S. 429, modified on rehearing, 168 U.S. 601 (1895), which invalidated
the 1894 federal income tax law. Act of August 27, 1894, ch. 349, §§ 27-37, 28
Stat. 509, 553-560. The first decision struck down the tax as applied to
income from real property and from state or municipal bonds,! and the second
invalidated the tax on the income from certain personal property, such as
stocks and bonds. The Court found that a tax on income from property was
effectively one on the property itself, id., 157 U.S., 580-581; 158 U.S., 627-
628, and. was thus a direct. tax, invalid because not apportioned. But taxes on
incomes from other classes of property than real estate and invested personal
property, that is, income from "professions, trades, employments, or vocations,"
id., 158 U.8., 637, were indirect and valid, although the Court; applying a
severability rule, found that Congress would not have levied the remaining
tax on earned income had it known it could not have enacted the entire
measure and thus voided the entire act. '

. Distinctions thereafter became difficult as the Court sustained progressive
inheritance taxes, Knowlton v. Moore, supra, taxes on sales at exchanges or
boards of trade, Nicol v. Ames, supra, and levies on the net income of
corporations as excises. Flint v. Stone Tracy Co., 220 U.S, 107 (1911). But the
necessity for such distinctions disappeared when Congress proposed and the
States ratified the Sixteenth Amendment, empowering Congress to "lay and
collect taxes on incomes . . ., without regard to any census or enumeration.”
By the language of the Amendment, it could have been read as accepting the
Court’s judgment that certain income taxes are direct, simply removing the
apportionment requirement. Adverting to the difficulties that could still arise
both in interpretation and in the fact of the existence of a class of taxes that
neither need be apportioned nor made uniform, the Court decided rather that
the effect of the Amendment was to restore the understanding of income taxes
as in all cases indirect.:

Thus, in Brushaber v. Union Pacific R. Co. supra, 240 U.5., 18-19, the
Court stated that the Amendment "forbids the application to [income] taxes
of the rule applied in the Pollock Case by which alone such taxes were
removed from the great class of excises, duties, and imposts . . . and were
placed under the other or direct class.” And in Stanton v. Baltic Mining Co.,
240 U.S., 103, 112-113 (1916), the Court reiterated that "the Sixteenth
Amendment conferred no new power of taxation but simply prohibited the
previous complete and plenary power of income taxation possessed by
Congress from the beginning from being taken out of the category of indirect

.4 As to the state and municipal bond portion of the decision, see South
Carolina v. Baker, 108 8.Ct. 1355, 1362-1368 (1988).
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taxation to which it inherently belonged and being placed in the category of
direct taxation subject to apportionment . ..."

Income taxes, therefore, are indirect taxes, and, like other duties, imposts,

and excises, must be levied with regard for the uniformity requirement. The

speclal provisions now accorded residents of Puerto Rico in excluding from
gross income earnings derived from sources within Puerto Rico, 26 U.S. C.
§ 933(1), and see 26 U.S.C. § 933(2), as well as other income rules, see
espemally 26 U.S.C. § 936, must be evaluated in light of this conclusion.

It is evident from the Journal and the recorded debates of the
Constitutional Convention that while the Framers were anxious to give to the
National Government the power to act upon national problems, with the

‘power to levy taxes and the power to regulate interstate commerce being two

principal authorizations toward this end, they were also.concerned with the
possible abuse of power. The prospect of a faction of Congress actmg to the
detriment of one or more of the States gave rise to several provisions in the
Constitution, namely, the requirement of apportionment of direct taxes, the

requirement of uniformity of indirect taxes, and restrictions against

discriminating commercial regulations contained in the port preference
prohibition. See Knowiton v. Moore, supra, 178 U.S.,, 95-106 (setting out the

consideration of these provisions not only in the Convention but in the

Continental Congress as well). The safeguards of a ban on port preference

either through regulation or taxation and a uniformity requirement for

indirect taxes were contained in consecutive clauses. 2 M. FARRAND, THE
RECORDS of the FEDERAL CONVENTION of 1787 (rev. ed. 1937), 417-418, 434,
437, 473. This collocation of the clauses shows the substantially s1m1]ar
meanmg to be ascrlbed to the two provisions,® but for reasons not explained
in the records, they were separated into their present location by the
Committee. on Style in the act of arranging the Constitution, Id., 614. As is
well known, the charge of the Committee on Style was to arrange the

‘_‘Constxtutlon_ and not to alter meanings previously adopted.

The two most 1mportant cases pI‘lOI‘ to Ptasynski which dlSCUSS the
meaning of the uniformity clause are the Head Money Cases, 112 U.S. 580

5 In Knowlton supra, 178 U.S., 104, the Court referred to the two as

_ hévmg "absolutely the same sng‘mﬁcance," and see id., 86-87, 106, but this is

not quite right. The port preference clause apphes to discrimination or

_preferential treatment both by taxation and by regulation; the bar is to

preference, however, along state lines, rather than between or among ports.

Louisiana PSC v. Texas & New Orleans R. Co., 284 U.S. 125, 131 (1931). The

uniformity clause contains no limitation as to States or state lines. See infra,
p. 11.
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(1884), and Knowlton v. Moore, supra, 178 U.S,; 83-110.% In the former case,
a federal law imposed a charge on the carrier of each alien coming by sea
from a foreign port to any American port. The purpose of the charge was to
raise funds for admmlstermg the immigration laws and for aiding immigrants
who found themselves in distress after arrival. Among the challenges to the
statute was that the charge did not apply to alienis who arrived over the
inland borders and thus failed the uniformity requirement in that it applied
‘only in those areas of the country where seaports were located. The Court
found that the charge was not a tax but was instead a regulation of
commerce, to which the uniformity ¢lause did not apply, but it also discussed
why, even if the charge were considered to be a tax, the umf‘ormlty clause
was complied with.

" “The tax is uniform when it operates w1th the same force and effect in
every place where the subject of it is found, The tax in this case, which, as
far as it can be called a tax, is an excise duty on the business of brmgmg
passengers from foreign countries into this, by ocean navxgatxon is uniform
and operates precisely alike in every port of the United States where sich
passengers can be landed. . . . [The law] does not apply to passengers arriving
~in this country by rarlroad or other inland mode of conveyance. But the law
‘appliés to all ports alike, and ev1dently gives no' preference to one over
another, but is uniform in its operation in all ports of the United States. It
may be added that the evil to be remedied by this legislation has no existence
on our inland borders, and immigration in that quarter needed no such
'regulatlon "Id., 112 U S., 594- 595(emphams by Court)

_ Thus, the Court did not demand "[plerfect umf'orrmty and perf‘ect equahty
~ of taxation." Id., 595. It was geographic uniformity ‘that was demanded, not
some chxmerlcal conception of equahty in all respects. "The umformlty here
~ prescribed has reference to the various localities in which the tax is intended
to operate. . . . Is the tax on tobacco void, because in many of the States no
tobacco is raised or manufactured? Is the tax on distilled spirits void, because
a few States pay three-fourths of the revenue arising from it?" Id., 594, It was
“"substantial uniformity," taking into account differences throughout the
country, that wds requlred I1d., 595.

Knowlton remains the most thorough consideration of the meaning of the
uniformity clause, containing a lengthy exposition of the movement in the

8 In addition to these cases, the uniformity clause is discussed to some
‘extent in the Regional Rail Reorganization Act Cases, 419 U.S. 102, 156-161
(1974); Fernandez v. Wiener, 326 U.S. 340, 359-361 (1945); Riggs v. Del
" Drago, 317 U.S. 95, 102 (1942); Phillips 'v. Commissioner, 283 U.S. 589, 602
- (1931); Poe v, Seabom, 282 U.S. 101, 117-118 (1930); Bromley wv. McCaughn,
280 U.S. 124, 138 (1929); Florida v. Mellon, 273 U.S. 12, 17 (1927); LaBelle
Iron Works v. United States, 256 U.S. 377, 392-393 (1921); Billings v. United
States, 232 U.S. 261, 282 (1914); Flint v. Stone Tracy Co., 220 U.S. 107 158-
159 (1911); Nicol v. Ames, 173 U.S. 509, 520-523 (1899).
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Continental Congress and the Convention for taxing and commerce regulation
powers in a national Congress and the safeguards to be attached thereto.
From this review, the Court ascertained that its conclusion in Head Money
had been correct, that is, the purpose of the clause was to prevent Congress -
firom favoring one State or region over another. Supra, 178 U.S., 95-106.

Attacked before the Court was a statute that included an inheritance tax,
which exempted small legacies and taxed larger ones at progressive rates. Act
of June 13, 1898, ch. 448, §§ 29, 30, 30 Stat. 448, 464. After rejecting an
argument that the tax was direct and void because not apportioned, the Court
comsidered & claim that the inheritance tex violated the uniformity clause
because it did not operate in precisely the same manner on all individuals or
all property. Id., 178 U.S., 83-84. This standard the Court termed the
requirement of "intrinsi¢ uniformity," that taxes must be “"equal and uniform."
Id., 84. The narrower standard, the one adopted by the Court, was one of
geographic uniformity. Id., 85. The clause "simply requires that whatever plan
or method Congress adopts for laying the tax in question, the same plan and
the same method must be made operative throughout the United States; that
is to say, that wherever a subject is taxed anywhere, the same must, be taxed
everywhere throughout the United States, and at the same rate." Id., 84.

Advanced were three reasons the Court thought uniformity referred only
to geographical uniformity. First, the language of the clause suggested the
more limited meaning. If "uniform" meant "equal and uniform” in'the broader
sense argued for, thatis, taxes must affect every person or all property
identically, then nothing would be added by the phrase "throughout the
United States" in the clause. But the phrase did have meaning if it was taken
to qualify: the word "uniform" by giving it a geographic conception. This
reading comported ‘with the canon of construction that eff‘ect be given to each
word of the Constltutlon 1d., 87, :

Second," to give the broad construction to the clause would be to place
outside the federal taxing power a wide range of subjects, inasmuch as
indirect taxes would rarely affect everyone equally, since few, if any, taxable
goods and services are produced or consumed equally by everyone. On the
-other hand, direct taxes were those most suitable and adaptable to some kind
of ‘intrinsic" uniformity, but they  are not governed by a uniformity
requirement, only the apportionme'nt mandate. The broader construction thus
imputed to the framers a conscious decision to apply a restraint to certain
forms of taxes where the restraint was less approprlate and not to apply it to
forms where it was very dppropriate. But giving the uniformity clause a
geographic construction avoided this anomaly and harmonized the two clauses
relating to apportionment and uniformity. Id., 87-89.

Third, the Court undertook an historical review which convinced it that
the practice in England and in the American colonies and States was devoid
of any-evidence of the existence of any "intrinsic" uniformity idea with respect
to indirect taxes. Id:, 89-95. Continuing, it recounted the history of the
Continental Congress and the Convention as it related to the uniformity issue
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and found convincing the evidence that geographical uniformity was all that
was in anyone’s mind. Id., 95-106. In particular, it noted that one version of
the port preference clause referred to the Committee on Detail had required
that duties, imposts, and excises laid by Congress for the maintenance of ports
be "uniform and equal." But, as noted, the version reported and thereafter
maintained in the taxing clause required only uniformity. Id., 103-104. See 2
M. FARRAND, op. cit., 418, 434, 437. ‘

Having determined that geographic uniformity was the necessary
condition, the Court found it satisfied by the tax before it. It was particularly
argued that the variety of state testamentary and intestacy laws throughout
the nation made the application of the tax rates vary widely and thus not be
uniform. Acknowledging that the law would have different impacts in different
States, the Court denied that this made any difference. "The proposmon in
substance assumes that the objects taxed by duties, imposts and excises must
be found in uniform quantities and conditions in the respective States,
otherwise the tax levied on them will not be uniform throughout the United
States. But what the Constitution commands is the imposition of a tax by the
rule of geographical uniformity, not that in order to levy such a tax objects
must be selected which exist uniformly in the several States." Id., 178 U.S,,
108.7

These two cases, then, and the cases whlch followed them without
significant analysis, estabhshed at least two propositions. Uniformity was
satisfied so.long .as the subjects of the taxation were not specified in
geographic terms, even though the effects of taxation were uneven, because
of the varying dxstrxbut_lon of the subjects. That is, a tax on tobacco was
uniform, in the Head Money Cases example, even though the impact fell upon
only a few States, while a tax on "tobacco in the State of Maryland" would at
least be suspect and probably invalid, inasmuch as other States had tobacco
crops. Similarly, Congress could take into account localized problems or evils
and legislate about them in tax terms, even though as a general matter there
existed in other places like subjects which could be taxed. Again, in terms of
the Head Money Cases, the fact that aliens might enter the United States
across inland borders, from Mexico and Canada, and their crossing or their
carriage could be taxed, did not prevent Congress from identifying the
problem as the entry at sea ports and impose the tax uniformly on sea port
entries. Considerable congressional discretion was available.

But what va;as to be the rule if Congress, seeing a problem that required
different treatment in a tax law, expressly defined the object of the taxing
power in geographic terms? All the cases appeared to suggest, if not say, that

? On the same principle in construction of the uniformity requirement in
the bankruptey clause, see Hanover National Bank v. Moyses, 186 U.S. 181,
188-190 (1902); Stellwagen v. Clum, 245 U.S. 605, 613-615 (1918); Vanston
Bondholders Protective. Com. v. Green, 329 U.S. 156, 172-173 (1946)(Justice
Frankfurter concurring). See also infra, p. 10.
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a geographic classification would deny uniformity. This issue came before the
Court in Ptasynski. Contested was the Crude Oil Windfall Profit Tax Act of
1980, P. L. 96-223, 94 Stat. 229 (codified as amended at 26 U.S.C. §§ 4986-
4998, and scattered other sections of title 26). The law imposed an excise tax
on the production of domestic crude ail, utilizing a variety of criteria to divide
into several classes oil to be taxed at various rates or to be exempted
altogether. The challenged provision created a class of "exempt Alaskan oil,"
26 U.S.C. §§ 4991(b), 4994(e), which did not actually encompass all oil
produced in Alaska, but rather only oil from most areas north of the Arctic
Circle. Less than 20% of current Alaskan production was exempt.® United
States v. Ptasynski, supra, 462 U.S., 77-78. "The exemption . . . reflects
Congress’ considered judgment that umque climatiec and geographic conditions

require that oil produced from this exempt area be treated as a separate class
of oil." Id., 78.°

Unanimously sustaining the exemption, the Court laid down two
standards. It read Head Money and Knowlton as establishing that the
uniformity clause is fully satisfied so long as Congress does not employ
geographic definitions in defining the subject of the tax, permitting great
discretion in distinguishing between similar classes. Id., 82, 84, 86. It may be
doubted that those cases stand for a proposition this broad. Certainly,
Congress could employ a definition formally free of geographic terms but
couched so as to pinpoint such a classification. The earlier cases simply
announce that the clause requires geographic uniformity, without elaborating
the degree of judicial scrutiny of such classifications. In any event, the
Ptasynski Court so read the cases.

Turning then to the issue whether the uniformity clause absolutely
prohibits Congress from defining the class of objects to be taxed in geographic
terms, the Court concluded that it did not. "The Uniformity Clause gives
Congress wide latitude in deciding what to tax and does not prohibit it from
considering geographically isolated problems. . .. But where Congress does
choose to frame a tax in geographic terms, we will examine the classification
closely to see if there is actual geographical discrimination." Id., 84-85.

® That some Alaskan oil was taxed and some was exempt did not at all
affect the analysis in Ptasynski, illustrating the point earlier made that the
uniformity clause is not dependent in its effect upon the lack of uniformity
being related or unrelated to state lines. See supra, p. 5, n. 3.

® Prior to the enactment of the tax, price controls were in effect for oil,
and these regulations treated the northern Alaska oil as a separate class also.
The commerce clause, the basis for the controls, unlike the indirect tax
authority, is not constrained by a uniformity requirement. E.g., Hodel v.
Indiana, 452 U.S. 314, 323-324 (1981); Railiway Labor Executives’ Assn. v,
GFibbons, 455 U.S. 457, 468-469 (1982).
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~In considering the question, the Court looked to adjudication under the
bankruptcy clause, which also has a uniformity clause.”® The Regional Rail
Reorganization Act Cases, 419 U.S. 102, 158-161 (1974), upheld against a
uniformity clause challenge a statute that had been enacted to facilitate the
reorganization of eight major railroads in the northeast and midwest regions
of the country. "The uniformity provision,” said the Court, "does not deny
Congress power to take into account differences that exist between different
parts of the country, and to fashion legislation to resolve geographically
isolated problems, . . . The national rail transportation crisis that produced
the Rail Act centered in the problems of the rail carriers operating in the
region defined by the Act, and these were the problems Congress addressed.
No railroad reorganization proceedmg, within the meaning of the Rail Act,
was pending outside that defined region on the effective date of the Act or
during the 180-day period following the statute’s effective date. Thus the Rail
Act in fact operates uniformly upon all bankrupt railroads then operating in
the United States and uniformly with respect to all creditors of each of these
railroads." Id., 159-160."

Thus, the Ptasynski Court read the railroad case as establishing that
Congress may permissibly legislate to address "geographically isolated
problems." Supra, 462 U.S., 84. And, without expressly establishing that the
uniformity mandate of the tax clause and that of the bankruptey clause mean
the same thing, the Court held that Congress may frame tax legislation in
geographlc terms" in order to deal with such problems, subject to judicial
scrutmy to make sure it is not actually discriminating. Id., 85. Briefly
rev1ewmg Congress’ action, the Court concluded that the Ieglslature had
"ample evidence" to justify, "based on neutral factors," favorable treatment for
the class of Alaskan oil. The Court discerned no congressmnal intent either
to beneﬁt Alaska or to cause detriment to other oil-producing States for any
- reason prohibited by the uniformity clause. 1d., 85-86.

It therefore appears that Congress, if it should admit Puerto Rico as a
State, would find it constitutionally perrmss:ble at least for some time, to
provide specxal tax treatment couched solely in geographic terms, that is,
expressly applicable to Puerto Rico, prov1ded only that it undertake to make
the record that each special provision addresses a particular, perhaps
uniquely, Puerto Rican problem. These problems, it seems safe to say, would

10 vThe Congress shall have Power . . . To establish an uniform Rule of
Naturahzatxon and uniform Laws on the subgect of Bankruptcies throughout
the United States[.]" Artlcle I, § 8, cl 4. See also supra, p- 8 n 7.

' A congressional enactment to provide for the particular problems of one
bankrupt railroad was voided under the uniformity clause in Railway Labor
Executives’. Assn, v, Gibbons, 455 U.S. 457 (1982). The Ptasynski Court
dlstmgulshed Gibbons, saying that, unlike the law in that case, the Alaska
provision did deal with a geographlcally isolated problem Supra, 462 U.S,, 85
n. 14,
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predominantly if not solely relate to the different levels of standards of living
.and economic conditions existing there. It also seems safe to say that it would
not be hard to find areas within other States of the Union, perhaps entire
States, that. evidence similar problems of economics. Nonetheless, the lesson
of Ptasynski is that it was irrelevant that the production of oil in other
regions and States might have also encountered severe and difficult, and
therefore costly, problems. Perhaps, then, it is not a case of uniqueness in
identifying the problem of one State. It could be permissible for Congress in
defining .the "subject" to be taxed to establish that it is responding to the
unique_ problem of the transition to statehood that Puerto Rico would be
undergoing.

Perhaps, it is sufficient to show that Congress does not intend to engage
in “actual geographic discrimination,” id., 85, does not intend to confer "an
undue preference," id., 86, in its treatment of special prablems. Pfasynski is
ambiguous, leaving much in doubt, but it does provide Congress room for the
exercise of discretion. That is, in the Rail Cases, although the classification
‘was in. geographic terms alone, the Court, in addition to emphasizing that
Congress was. addressing a particular geographic problem, noted that,
inasmuch as no.other rail line in another region was in bankruptcy during
the relevant period, the act did "in fact" operate uniformly. No such
conclusion was possible in Ptasynski. Other oil production had similar
conditions of costly production, though, to be sure, not the same climatic
‘conditions,.so that there was a lack of uniformity in fact. But the response of
the Court was to deferentially scrutinize Congress’ reasons for the exemption
and to approve the classification as permissible. The fact that statehood
transition, . at least, is unique may afford Congress all the basis for
classification it needs. -

We have included the port preference clause in this memorandum, not
only because in its drafting it was so associated with the uniformity clause as
to furnish guidance to the meaning of the uniformity clause, but because in
providing special revenue measures for Puerto Rico, as a statehood transition
measure, it would be possible for Congress to violate that clause. Special
customs duties or similar provisions might create a discrimination between
Puerto Rico and other States. Pennsylvania v. Wheeling & Belmont Bridge
Co., 18 How. (59 U.8) 421, 435 (1855)("What is forbidden is, not
discrimination between individual ports within the same or different States,
but -discrimination between. States: and if so, in order to bring this case
within. the prohibition, it is necessary to show not merely discrimination
‘between Pittsburgh and Wheeling, but discrimination between the ports of
Virginia and those of Pennsylvania."). And the port preference clause applies
to regulations of commerce also, not only tax laws, so that some care must be
taken., But what the clause reaches is not incidental results as benefits or
discriminations but direct, intended classifications which have such results.
Louisiana PSC v. Texas & New Orleans R. Co., supra, 284 U.S., 131; South
Carolina v. Georgia, 93 U.S. 4, 13 (1876).
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The association of the two clauses in drafting and in the Court’s
jurisprudence would likely lead the Court to construe the port preference
clause in the same lenient manner as it now construes the uniformity clause,
thus permitting Congress some discretion in providing for a Puerto Rican
statehood transition period. But we must emphasme that the case law in this
regard 1s lackmg

Nothing in Ptasynskt, similarly, guides judgment with respect to the
length of the period in which Puerto Rico could be specially treated. Notice
may be taken that with respect to Alaska and Hawaii, when they were
admitted as States, Congress amended the tax law to permit them to continue
to enjoy an exemption they had as territories from an air transportation tax,
based on geographic remoteness, an exemption they continue to enjoy today,
30 and 29 years later. 26 U.S.C. § 4262(¢)(1). One may assume that the Court
would be 'as deferential to a congressional determination with respect to the
length of the period as it would be to the necessity of special treatment itself.

You asked expressly about the provisions of 26 U.S.C. § 7652(e), under
-which the revenues collected on rum imported into the United States from
Puerto Rico are covered into the treasury of Puerto Rico, less the estimated
amount necessary for payment of refunds and drawbacks. You ask whether
this treatment could continue indefinitely.

Unlike the tax clause, the spending clause contains no limitation upon
Congress’ discretion, save that it be for the public welfare. The payment of
these funds into the Puerto Rican treasury after their collection as taxes is
an exercise of the spending power. See Cincinnati Soap Co, v. United States,
301 U.S. 308 (1937)(proceeds from processing tax on coconut oil of Philippine
production segregated and paid into Philippine treasury). Great deference is
judicially accorded Congress’ decision that a spending program furthers the
general welfare, Helvering v. Davis, 301 U.S. 619, 640, 645 (1937), and the
Court has suggested that the question whether a spending program is for the
general welfare may not be judicially reviewable. Buckley v. Valeo, 424 U.S.
1, 90-91 (1976). Resolution of this question would appear to be one solely
within Congress’ discretion.

It thus appears that Congress would be enabled, despite the uniformity
clause, as well, probably, as the port preference clause, to treat Puerto Rico
differently for tax purposes than other States were treated for purposes of a
transition. A study of past transitional measures adopted upon the admission
of new States might well bring to light historical examples upon which
Congress could rely both for guidance and support g

_{’ }‘l* IL’\?«' o
hnny N. Killian
“Senior Spemahst
American Constitutional Law
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SUBJECT : Effects of the Proposal for a Referendum

on the Status of Puerto Rico

In response to your request, this memorandum presents an analysis of the
effect on selected social welfare programs of alternative outcomes of a
referendum on the status of Puerto Rico. The alternatives are (1) statehood,
(2) independence, or (3) "enhanced” commonwealth status. Our analysis is
based on Senator Johnston's and Senator McClure's amendment in the nature
of a substitute to S. 712 as of July 27, 1989.

The important findings of our review of how social welfare programs
would be affected by a change in Puerto Rico’s status are:.

Under statehood, extension of the earned income tax credit to Puerto

- Rico, where it is not currently available, could be a significant new

program expenditure, potentially covering up to 65 percent of all
families with children in Puerto Rico;

Under statehood, replacing the nutrition assistance block grant with
the food stamp program, including open-ended funding, (a) would
greatly reduce Puerto Rico’s program design flexibility, and (b) could
expand the caseload and program costs by one-third or more;

Under statehood, replacing the program of aid to the aged, blind, or
disabled with the sypplemental security income program and open-
ended funding would significantly expand the eligible population in
Puerto Rico, increase benefits to recipients by as much as 10-fold
and, consequently, greatly increase Federal costs;
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+  Under statehood, the cap on medicaid funds that currently applies .
to Puerto Rico would be removed and a more generous Federal
matching formula would be used. As a result, Federal spending for
medicaid in Puerto Rico could more than double. In addition, Puerto
Rico would become subject to new requirements for furnishing more

' -extensive coverage to some classes of individuals while cutting off
coverage to others, and Puerto Rico would no longer be able to
restrict medicaid prowders to pubhc f'aclhtles

»  Under independence the followmg issues would arise concermng the
social security system: (1) if social security beneficiaries in Puerto
Rico continued to receive payments from the U.S. system, but the
contributions of workers that formerly went to the U.S. system
instead were credited to the new Puerto. Rican system, Puerto Rico
would benefit at the expense of the U.S. social security system; (2)
eventually, the new Puerto Rican system-probably would have to
provide lower benefits or have a higher rate of taxation than under
the current arrangement (Puerto Rico now receives approximately 50
percent more in benefits than it pays in social security taxes).

This memo is organized as follows: 'First is a brief description of our
understanding of each of the alternatives for the status of Puerto Rico as
included in substitute ‘S. 712, with specific reference to:the operation of
various social welfare programs; second are data on .the demographic and
economic characteristics of the population of Puerto Rico and relevant
comparisons with data for the States; third is a description of how selected
programs operate in the 50 States, how those programs currently operate in
Puerto Rico, what the effect of a change in-the status of Puerto Rico would
be on each program, and 1mportant program pohcy issues that would arise
from a change in status

As agreed in dlscussmns with your staff, the programs covered in our
analysxs are:

. Aid to families with dependent children (AFDC) (p. 9-12) -
+  Supplemental security income (SSI) and the Puerto Rico counterpart,
“ " aid-to the aged, blind, or disabled (AABD) (p. 13-18)
"¢ "Food - stamps ' and the Puerto -Rico counterpart the nutrition
" ‘gssistance block grant (p. 19-31)
Social security retirement; disability, and survivor beneﬁts (p. 32-34)
Medicaid (p. 35-41)
“Medicare (p. 42-47) :
Unemployment compensation. (UC) {p. 48-50)
Earned incomé tax credit (EITC) (p. 51-52) :
" Maternal and child health (MCH) block grant (p. 53-565)
Title IV-B child welfare services (p. 56-57)
Title IV-E foster care and adoption assistance (p. 58 59)'
Txtle XX soclal services (p 60- 61}

e a4 & 8 e & & & @
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Please note that we do not attempt definitive cost or budget estimates,
although we discuss issues concerning the general 1mphcatlons of the
' altematwes for cost and coverage of the populatlon -

g Alternntwee for the Status of Puerto Rico,
as. Proposed in Substitute S, 712"

7 Statehood

Puerto Rlco would become a State equal in standmg w1th the 50 States
All laws and programs operating in the 50 States would operate in Puerto
Rico on the same terms and according to the same rules and regulations that
“apply'in the other States, Where there is precedent for variation in program
operations in individual -States, such as eligibility and benefit criteria: for
certain programs in Alaska and Hawali, those precedents might be.considered
in establishing such a program in Puerto Rico. One exception is made that
would allow, until :October 1, 1997, thé continuation -of the nutrltmn
~assistance block grant mstead of the food stamp program. :

Independence

* Puerto Rico would become a separate and sovereign nation, although any
person with U.S, citizenship would retain that citizenship. Presumably, the
final legislation will provide for -a. transition period -during which Federal
‘spending in. Puerto Rico would be replaced with a-consolidated aid package
that would be paid for several years after the proclamation of independence.
Once Puerto Rico is fully independent, no program available to U.S. citizens
who reside in the States or territories would be available to residents of
Puerto Rico, whether or not U.S. citizens. A special task force would be
appointed to deal with transition issues for the old-age, survivors, and
disability insurance program (social security) and medicare.

- Enhanced Commonwealth Status

Puerto Rico’s commonwealth status would be somewhat altered. Federal
grant-in-aid programs, with specific exceptions for programs that provide
payments to individuals, could be consolidated and subjected to reduced
application and reporting requirements. The funds could be used for the
_ purposes of any of the programs included in the consolidation, and matching
fund requirements could be waived by the Federal administering agency.

-'Income and Demograpluc ‘Characteristics in Puerto Rico.

Tables 1 and 2 1Ilustrate how the income and household charactenstlcs
of the population in Puerto Rico compare to the U.S. population as a whole
and to a State. (Mississippi is used in this comparison.) The data were
tabulated from the 1980 decennial census. Even though the data are 10 years
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old, the characteristics of the populations in the different jurisdictions
probably have not changed substantially in relation to each other.!

The data show that the average family is significantly larger in Puerto
Rico than in the States (4.01 persons per family compared with 3.27 persons),
and the median age in Puerto Rico is 4.5 years younger than in the States,
reflecting a greater number of children per family. A slightly higher
proportion of children in Puerto Rico live in single, female-headed families
than do those in the United States, but a higher proportion live in two-parent
families than do in Mississippi. The elderly in Puerto Rico are more likely to
live in a family unit than are the elderly in the United States, which also
increases the average family size. :

- Income in Puerto Rico is significantly lower than in any of the 50 States,
which is an important consideration for evaluating the potential effects of
: extending open-ended, meéans-tested transfer programs there, Measured
- against the poverty threshold that applies in the States, in 1979 the incidence
of poverty was six times greater in Puerto Rico than in the United States as
a whole; 58.1 percent of families in Puerto Rico fell below the poverty
threshold compared with 18.9 percent in Mississippi and 9.6 percent in the
United States as a whole. The median family income in Puerto Rico in 1979
was less than 30 percent of the U.S. median and was 40 percent of that in
Mississippi, which had the lowest income of the 50 States. The median
annual earnings of men in Puerto Rico who worked at any time during 1979
- were b4 percent of the median earnings of men in Mississippi, and 41 percent
of the earnings of men in the total United States. The poverty rate among
-the elderly is substantially higher in Puerto Rico than in the States. Only 8.1
percent of elderly persons in the States live in families with incomes below
poverty, but in Puerto Rico nearly 60 percent of the elderly live in poor
families.

IThe definition of a family is two or more persons related by blood,
marriage, or adoption living together; "unrelated individuals” are single persons
living alone or with others to whom they are not related by blood, marriage,
or adoption. The term "household" includes families, single individuals living
alone, and two or more unrelated individuals living together as one household
unit,
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TABLE 1. Selecied Data on the Income and Demographic
Characteristics of the Populations of Puerto Rico,
Mississippi, and the United States--1980

‘Puerto Rico Mississippi United States

Households 904,151 861,418 - 86,573,717
Families D 757,645 645,453 59,190,133
Unrelated individuals 146,508 215,965 = 27,383,684

Persons 3,176,743 2,455,065 220,845,766
Persons in families - 3,085,777 2,239,100 193,462,182

Percent of persons in families 95.6% 91.2% 87.6%

Parcent of family households 83.8% 74.9% 68.4%

Average household size | 3.65 2.97 - 2.74

Average family size - 4.01 3.47 -3.27

Age distribution (percent) o o
Persons under 16 33.9% 28.7% 24.8%
Persons age 16 to 64 58.2% 60.0% 64.3%
Persons age 65+ 71.9% 11.3% 10.9%
Median age (years) 25.5 29.2 o 30.0

Family status: children (percent) '
In male-present families 82.1% 77.8% 82.9%
In single female-headed families 17.9% 22.2% 17.1%

Family status: persons 65+ (percent) -

In families 80.8% 69.1% 68.0%
Unrelated individuals 19.2% 30.9% - 32.0%

Family income o
Median income $5,923 $14,591 $19,917
Mean income $8,271 - $17,645 $23,092
Families with children ' ' 3

Median income $6,080 $15,812 $20,375

Mean income $8,553 - $18,225 -$23,651
Married-couple families with children ' R
Median income , - $6,743 $18,210 $22,816

Mean income ' $9,153 $20,474 $26,735

See note on following page.
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TABLE 1. Selected Data on the Income and Demograpl:uc
Charactenst:cs of the Populations of Puerto Rico,
Mississippi, and the United States--1980--Continued

~Puerto Rico Mississippi United States

Slngle householder with children .

" Median income . T $3210 $7,117 $8,819
Mean income - . $4,436 $8,715 $10,943
Famlhes w1th householder 65+ . : . o .

Median income $4,294 $8,138 $12,295
~Mean income - - $6,349 - 311,797 . $16,831
Income of unrelated individuals | “ -
Median o - $1,863 $3,961 - $6,695
Mean - $3,417 $6,386. ‘ $9,282,
Unrelated individuals 65+ _ co _ ,
. Median income . .- o $1,840 $3,200 . $4,752

- Mean income . - $2,495 $5,000 $7,142
Me&ish annual earﬁiﬁgs - :
Males 15+ $5,394 $9,943 $13,172
Females 15+ $5,082 . . $5,487 $6,285
Poverty gtatus . o - | R
Families below poverty (percent) 58.1% 18.9% 9.6%
Persons below poverty (percent) 62.4% 124% . 23.9%
Chxldren below: poverty . 69.5% 30.4%. o ‘, 16.0%

In male-present families 66.2% 20.9% 9.4%

In smgle female-headed famﬂxes 84.1% 63.7% 47.8%
Persons 65+ below poverty . 63.8% 343% 14.8%

In families 59.1% 24.7% 8.1%
Unrelated 1nd1v1duals 83.6% 95,7% - 29.2%

Medxan poverty iricome deficit for

Families below poverty $3,887 $2,610 $2,674

Unrelated individuals Coe

. ‘below poverty . - - $2,481 $1,332 . | $1,538
.7 Persons 65+ c. $1,806 $ 921 8 843

Note: Income and poverty data are for 1979.

Source: Table prepared by the Congressional Research Service (CRS), Data derived from
the U.S. Bureau of the Census. 1980 Decennial Census. Detailed Population Characteristics,
v. 1, chapter D.

— T ‘
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 TABLE 2. Distribution of Gross Annual Family Income:
~"United States, Mississippi, and Puerto Rico--1980

‘Percent of families by income

 No.of - ‘35,000 $10,000- $15000-
© families  <$5,000 9,999 14,999 - 24,999 °$25000+

U.Ss. 59,190,133 73% 13.1% 14.7% 29.4%l 36.4%

Mississippi 645,453 135 199 179 215 213
Puerto Rico 757,145 434 284 - 133 103 = 46

. Source: - CRS tabulations from the 1980 Decennial Census.

TABLE 3. Labor Force Participation in the United States
and Puerto Rico--1987

United States Puerto Rico
Total civilian labor force
participation rate
(persons 16+) ........... ... .. ... 65.6% 44.1%
Males ........ ke e e 76.2 59.7
Females ............ e e e 56.0 30.4
Unemployment rate . ............... 6.2 16.8

Source: Statistical Abstract, 1989, tables 622, 623, and 1389,

Table 3 shows that in 1987 the labor force participation rate in Puerto
Rico was lower than in the United States as a whole: 44.1 percent of the
population age 16 and over was in the labor force in Puerto Rico, compared
with 65.6 percent in the United States. During that year the unemployment
rate in Puerto Rico was well above that in the United States, 16.8 percent
compared with 6.2 percent respectively.

— 127 —



CRS-8

Altogether, the data for Puerto Rico portray a population that is very
different from that of the States. The major differences in the income
distribution indicate that, should Puerto Rico become a State, applying the
welfare program eligibility and benefit criteria that pertain in the 50 States
could extend those benefits to a very large portion of the Island’s population.
The programs that would have the greatest impact if extended to Puerto Rico
are food stamps, SSI, and the EITC, for which benefits are natlonally uniform
and are not set by the States. Although a detailed economic analysis of the
effects of Puerto Rican statehood or enhancement of its commonwealth status
on the distribution of personal income there is not undertaken in this memo,
the data indicate that the introduction of welfare benefits at levels equal to
those in the States could have 1mportant consequences for the Island’s
economy.

The Effects of the Referendum Alterxiatives
on Social Welfare Programs

- Following is a description of the implications of statehood, independence,
and enhanced commonwealth status on various social welfare programs. Each
program discussion includes a descrlptlon of how the program operates now
in the 50 States, how it operates in Puerto Rico, and the implications for
program operations and scope under the alternatives proposed for referendum.

— 128 —



Vol. 2 — Pliego 9

CRS-9

AID TO FAMILIES WITH DEPENDENT CHILDREN (AFDC)

THE' CURRENT PROGRAM IN THE STATES

Eligibility and Benefits in the 50 States and the District of Columbia

Aid to families with dependent children (AFDC) is the major cash welfare
program for needy children and their families, The AFDC program offers
Federal funds to help pay State costs of providing cash payments to needy
children (and their needy parents or other caretakers) who are under age 18
(or at State option, 19, if the child is:still in high school or training); living
in the home of a parent or specified relative; and deprived of parental support
or care because of the death, continued absence from the home, or physical or
mental incapacity of a parent, or, at State option, until FY 1991 (FY 1993 for

“the outlying areas), when it becomes a mandatory component of AFDC, the

unemployment of the principal wage earner.

In FY 1987, 98 ﬁercent of AFDC children had two living parents (almdst

‘half of whom were unwed) but 87 percent lived with one parent, usually the

mother. Only 11.4 percent of the children were in two-parent families (7.9
percent in families with an unemployed parent, 3.5 percent with an
incapacitated parent). :

~States define "need," set their own benefit levels, establish (within Federal
limitations) income and resource limits, and administer the program or
supervise its administration. All States, the District of Columbia, Puerto Rico,
Guam, and the Virgin Islands operate an AFDC program. American Samoa,
effective October 1, 1988, has the authority to operate an AFDC program, but
as of spring 1989 had not chosen to do so. To qualify for AFDC, a family
must have a dependent child, countable income below the State’s payment
standard and countable resources below the State’s resource limit; if able-
bodied and without a preschool child, the parent must register for work or
training. (Under the Family Support Act, all States must adopt a new job
opportunities -and basic skills (JOBS) training program by October 1, 1990;

‘States .generally are required to enroll all parents with children under age 3
“in their education, work, or training activities if resources permit.) Benefits
“vary by family size; in January 1989, monthly AFDC payments to a three-

person family with no ¢ountable income ranged in the 48 contiguous States
from $118 in Alabama to $665 in Suffolk County, New York. The Federal
countable resource limit is $1,000 per family. Some major resources, however,

-such as the home in which the family is living and up to $1,500 in equity

value of a car (less in two States), are not counted as resources. The average

‘monthly benefit paid in FY 1988 was $370 per family.
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Participation -

In FY 1988, 10.9 million persons in 3.7 million families were enrolled in
the AFDC program in the 50 States, the District of Columbia, Pueérto Rico,
Guan, and the Virgin Islands. AFDC chlldren totaled 7 3 mlllzon, 11 5 percent
of the U. S child population,

Fuﬁding' and Ex_penditures

In the 50 States and the District of Columbia, the Federal Government
pays at least 50 percent of each State’s AFDC benefit payments;, and 50
percent for most administrative costs in all States.- Federal matching for
"AFDC benefits varies among States and, within limits, is inversely:related to
State per capita income. - The Federal share of a State’s AFDC payments is
determined by the matching formula specified for medicaid in Title XIX of the
Sacial Security Act. The share of AFDC benefits paid by Federal funds ranges
in FY 1989 from 50 percent to 79.8 percent (Mississippi), and unlimited
‘matching funds are authorized. For the outlying areas, Guam, Puerto Rico,
and the Virgin Islands, 75 percent Federal matchmg is- prowded but the law
'lmpOSes a cexlmg on' Federal funds. =

In FY 1988, total AFDC program costs for the 50 States the Dlstrlct of
Columbia, and the outlying areas amounted to almost $19 billion, of which 88
‘percent, $16.6 billion, was spent on benefit payments and the rest on
"administrative costs. - The Federal Government paid nearly 55 percent $9 1
-blllxon, of AFDC beneﬁt expendxtures

VTHE CURRENT PROGRAM IN PUERTO RICO
Eliglbllity and Benefits in Puerto Rico

“Under’ the AFDC ‘program, ‘the Commonwealth of Puerto . Rico is
considered a "State.”" Thus, generally the categorical, income, and resource
eligibility criteria described above apply. However, the new law requiring all
States to offer AFDC (for at least part of the year) to two-parent families in
“which the principal earner is utiemployed does not take effect in. Puerto Rico
_until’ October 1 1992 2 years later than in the: 50 States and the Dlstrlct of
" Columbla ' : .

In FY 1987 98 percent of AFDC ch11dren in Puerto Rlco had two lmng
parents (about 40 ‘percent of ‘whom were unwed), but 75.percent lived with
only one parent, usually the mother. More than one-fifth of the children were
in two-parent families with an incapacitated parent. Puerto Rico did not
offer AFDC for unemployed parents.

Puerto Rico’s maximum AFDC benefit varies by family size, and for a
three-person family is $90 per month (this amount assumes an average rent
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payment of $20 per month). This is $28 below the lowest maximum payment
in the 50 States (Alabama). The average payment among families of all sizes
m FY 1988 was $101 per month, compared with $370 among the States,

Péﬂicijiatibﬁ- o

In FY 1988 177,360 persons in nearly 55,000 families in Puerto Rico
received AFDC beneﬁts In 1980, a total of 117,669 Puerto Rican children .
received AFDC, 9.6 percent of the Island's child population (more recent
percentage data are unavailable).

Funding and Expenditures

The major difference between Puerto Rico and the other "States” is the
way its AFDC program is funded. The 50 States and the District of Columbia
receive open-ended funding, with a minimum Federal matching rate for
benefits. of 50 percent and a maximum Federal match of 83 percent. In
contrast, as noted before, Puerto Rico and the other outlying areas are subject
to a "cap” on Federal funding for several programs grouped together. The
Federal Government pays 75 percent of Puerto Rico’s AFDC benefit payments
and several other social welfare benefits up to a specified limit. Section 1108
of the Social Security Act places an annual limit of $82 million ($72 million
before FY.1989) on the sum available to Puerto Rico for matching funds to
help fund AFDC, emergency assmtance, aid to the aged, blind, or disabled, and
foster care and adoptlon assistance. The Act provides that Puerto Rico may
use funds not expended within the section 1108 cap for its Title XX social
services program. (In effect, this Title XX provision generally allows Puerto
Rico to always receive the amount of the Federal cap.) :

In FY 1988, total AFDC benefit payments in Puerto Rico amounted to
$66.7 million. (qualzfymg Puerto Rico for $50 million in 75 percent Federal
matchmg funds).

IMPLICATIONS OF STATEHOOD

Ir Puerto Rico were to be treated like the 50 States and the District of
Columbia in terms of its AFDC funding, the cap on Federal funding would be
removed, and its Federal matching rate would be raised from the 75 percent
rate to the maximum permxtl:ed in law, 83 percent. This is because Puerto
Rico’s 1987 per capita income ($4,997) was less than one-third that of the

United States ($15,481). - These relationsths, under the existing formula,
would qualify Puerto Rico for the maximum matching rate.

According to data from the Department of Health and Human Services,

total FY 1987 benefit payments in Puerto Rico for AFDC ($66.4 million),
emergency assistance ($207,000, and aid to the aged, blind, or disabled (§17.2
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million) totaled $83.8 million, qualifying Puerto Rico for maximum matching
funds (at a 75 percent rate) of $62.86 million. In addition, administrative
costs for AFDC totaled $14.1 million, qualifying Puerto Rico {(at a 50 percent -
rate) for matching funds of $7.05 million. Data are not available on
expenditures in Puerto Rico on foater care and adoption assistance, but the
Administration has indicated that Puerto Rico does not receive funding under
the Title IV-E foster care and adoption assistance programs. It appears that
Puerto Rico in FY 1987 did not use the full $72 million available in that year
for the programs listed above, in which case it could apply the rest to its Title
XX ‘social services program. It is unclear how Puerto Rico would respond to
open-ended benefit funding for AFDC at an 83 percent matching rate. By
spending somewhat less money Puerto Rico could maintain existing program
levels.

IMPLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible to participate
in the AFDC program. Presumably, Federal AFDC funds would be included
in the consolidated aid package that would be paid to Puerto Rico for several
years after the proclamatlon of mdependence

' The Family Support Administration estimated that in FY 1988 the
Federal Government reimbursed Puerto Rico $52.3 million for AFDC benefit
payments, $92,661 for emergency assistance payments (also part of Title IV-
A of the Social Security Act), and about $7.2 million for administration and
training costs, for a total of approximately $59.6 million related to families
and children. These figures reflect adjustments for previous claims. (An
additional amount was reimbursed in FY 1988 for cash aid to the aged, blmd
or disabled. See next section.)

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Section 407 of the substitute S. 712 provides for the consolidation of
certain "grant-in-aid” programs. Because the law referred to in section 407
excludes "direct payments to classes of individuals,” the provision presumably
would not apply to the AFDC program, which makes grants fo States for
payments to classes of individuals. If commonwealth status prevailed, the
existing AFDC program would continue (unchanged) in Puerto Rico.
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SUPPLEMENTAL SECURITY INCOME (SSI)

THE CURRENT PROGRAM IN THE STATES

Eligibility and Benefits in the 50 States, the District
of Columbia, and the Northern Mariana Islands

. The supplemental security income (SSI) program is a Federal program
administered by the Social Security Administration that guarantees a
minimum level of cash income to needy aged, blind, and disabled persons. To
qualify for SSI payments, a person must satisfy the program criteria for age,
blindness, or disability. The aged are defined as persons 65 years and older.
Blind. individuals are those with 20/200 vision or less with the use of a
correcting lens in the person’s better eye, or those with tunnel vision of 20
degrees or less. Disabled individuals are those unable to engage in any
substantial gainful activity (SGA) by reason of a medically determined physical
or mental impairment expected to result in death or that has lasted or can be
expected to last, for a continuous period of at least 12 months. In addition,
to be considered "disabled,” a child under age 18 must have an impairment of
"comparable severity” with that of an adult. SSI law is contained in (the
second) Title XVI of the Social Security Act.

In 1989, individuals and couples are determined- to be eligible for a
Federal SSI payment if their countable income does not exceed $368 per
month for an individual living independently or $553 for a couple living
independently. Benefit levels are adjusted for price inflation at the same time
and by the same percentage as social security benefits. Countable income is
subtracted from the Federal SSI guarantee (and State supplementary payment,
if available) to determine SSI eligibility and benefit amount.

Under the SSI program, $20 of monthly income from virtually any source
(such as social security benefits, but not need-tested income such as veterans’
pensions) is disregarded in determining eligibility and benefit amount. In
addition, the first $65 of monthly earned income plus one-half of remaining

earnings are disregarded. Thus, the income level at which Federal SSI
eligibility ends for an individual (i.e., the "breakeven" amount) is $388 if the
person has only unearned income, and $821 per month if the person has only
earned income. (The corresponding figures for a couple are $573 and $1,191.)
In effect, this means that the marginal benefit-reduction rate is 50 percent for
earned income and 100 percent for unearned income.

About 42 percent of SSI recipients receive a State supplement. Currently,
96 States and the District of Columbia supplement the Federal guarantee for
individuals living independently, by monthly amounts ranging from $2 to $384
(Connecticut), Most States provide supplements for recipients in group living
arrangements.
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To determine ehglbzhty and benefits the SSI program generally takes into
account all types of income, lncludmg earned, unearned, and support and
maintenance furnished in cash or in kind. However, Congress recognized
that many aged, blind, or disabled individuals live with relatives or friends,
making it difficult to determine the exact value of the support and
maintenance furnished in kind. Thus, if an SSI applicant or recipient is
"living in another person’s household and receiving support and ‘maintenance
in-kind from such person,” the value of such in-kind assistance is presumed
to equal one-third of the Federal SSI benefit standard. The maximum Federal
SSI benefit payable to such individual or couple is two-thirds of the Federal
SSI guarantee level.

Eligibility for SSI is restricted to qualified persons who have countable
assets of not more than $2,000, or not more than $3,000 in the case of
qualified couples. In determining assets, a number of items are excluded.
Totally disregarded is the individual’s home; and, within "reasonable" limits
sét by the Secretary of the Department of Health and Human Services these
assets are disregarded: household goods, personal effects, an automobile, and
a burial space for the mdmdual gpouse, and members of the immediate
f'amﬂy

“ The income of an ineligible spouse who lives with an adult SSI applicant
or recipient is considered in determining the eligibility and amount of payment
to the individual. Similarly, part of the income of the parents of a disabled
or blind child under the age of 18 is counted as available to the child and
used in determmmg his SSI benefit amount, if any. Further, an individual’s
resources are deemed to include those of his ineligible spouse (with whom he
lives) or in the case’of a child under the age of 18, those of his parents with
whom he lives. In 1987, there were 41,200 spouse-to-spouse and 22,500
parent-to-child cases in which deeming reduced the benefit; these figures do
not include the cases in which individuals were made ineligible because of the
deeming provisions.

‘In addition to the categorical requirements and income and resource rules,
to receive SSI a person must be a citizen of the United States or an alien who
is lawfully admitted to the United States; live in the United States or the
Northern Mariana Islands, apply for all other benefits to which he is entitled;
and if he is disabled, accept vocational rehabilitation services if they are
off‘ered '

* The Commonwealth of Northern Mariana Islands is the only out!ymg U.s.
area with the SSI program. The Northern Marianas Covenant (P.L. 94-241)
was signed into law in March 1976. It changed the status of the Northern
Mariana Islands from a part of the United Nations Trust Territory of the
Pacific administered by ' the United States to that of a full U.S.
Commonwealth.  Terms of the covenant extended SSI to the new
Commonwealth on the same terms as in the 50 States and the District of
Columbia, effective in 1978. Congress has never passed proposais to extend
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the SSI program to the other U.S. Commonwealth (Puerto Rico) or the other
U.S: outlying areas of Guam, American Samoa, and the Virgin Islands.

- The SSI program, which began operations in 1974, replaced the matching-

grant. programs -of -old-age - assistance, aid to the blind, and aid to the
permanently and totally disabled in the 50 States and - the District of
Columbia.

Participai;ion o

It is estimated that nearly 4.5 million persons will receive SSI benefits in
FY 1989; 2.0 million persons aged 65 or older (almost 7 percent of the US.
aged population) and 2.5 million blind or disabled persons, approximately
990,000 of whom are estimated to be children. In September 1988, the
average monthly SSI payment was $259; the average monthly Federal SSI
payment was $226, and the:average amount of State supplementation was
$122, - oo - .

Funding and Expenditures

Federal SSI benefits and the cost of administering the program are
financed from general funds from the Treasury. The Social Security
Administration also administers the payment of State-financed State

supplementary SSI payments for 26 States and the District of Cclumbia.
These administrative costs are paid by general funds from the Treasury.

" In FY 1989 it-is estimated that the Federal Government will pay (i
percent of total SSI program costs ($14.7 billion) and the States, 23 percent.
In FY 1988, the SSI program cost the Federal Government $11.4 billion.
Ninety-two percent of this amount was spent on Federal SSI benefit payments
and the rest was spent on administrative costs, beneficiary services, and
demonstration projects.

THE CURI*.EN’I.‘ PROGRAM IN PUERTO RICO

Eligibility and Benefits of Aid to the Aged,
Blind, or Disabled in Puerto Rico

The SSI program is not available in Puerto Rico. Instead, Puerto Rico
operates an assistance program of aid to the aged, blind, or disabled (AABD)
under Title XVI of the Social Security Act. ~As with AFDC, the
Commonwealth of Puerto Rico sets eligibility requirements (within Federal
guidelines) and benefit levels, The Federal Government provides a grant to
the Commonwealth to meet a share of the program’s cost. L
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Aged persons are defined as those age 65 and older. The definition for
blindness is virtually the same as that used for the SSI program; there is no
age requirement for blind persons (i.e., blind children always have been eligible
for benefits under both programs). Disability is defined by Puerto Rico, but
is restricted to those age 18 or older. - ‘

To qualify for assistance in Puerto Rico, an aged, blind, or disabled
person must have countable resources of no more than $2,000 and countable
income of less than the maximum benefit, which equals $32 per month plus
650 percent of actual shelter costs. If shelter costs are assumed to be $20
monthly (reported by Administration officials as the average amount paid for
rent by welfare recipients), the income level at which an individual with no
other income would no longer qualify for adult assistance payments is $42 per
month. In FY 1987, the average monthly benefit was approximately $36.

Under the AABD program not all earned income is counted. In the case
of an aged or disabled person the law says that of the first $80 per month of
earned income, the State agency may disregard not more than $20 plus one-
half of the remainder. Thus, the breakeven level for an aged or disabled
AABD recipient who has only earned income is $92 per month (assumes
shelter costs of $20 per month). In the case of a blind AABD recipient, the
State agency must disregard the first $85 per month of earned income plus
one-half of remaining earnings. Thus, the breakeven level for a blind AARD
recipient who has only earned income is $169 per month (assumes shelter
costs of $20 per month), In effect, this means that (1) 100 percent of
unearned income is counted in determining the AABD benefit amount, (2) the
marginal benefit-reduction rate is 100 percent for the income of aged or
disabled persons, and (3) the marginal benefit-reduction rate is 50 percent for
the earned income of blind persons.

Participation

In FY 1987, 40,323 persons in Puerto Rico received AABD assistance
payments: 16,297 aged persons, 278 blind persons, and 23,748 disabled
persons. (In 1980, the most recent year with age data, about 8 percent of
aged Puerto Ricans received AABD payments.)

Funding and Expenditures

‘Puerto Rico and the other outlying areas are subject to a "cap” on Federal
funding. The Federal Government pays 75 percent of Puerto Rico’s assistance
payments to aged, blind, or disabled persons up to a specified limit (which
must also cover the Federal share of costs of various other social welfare
programs.) The Social Security-Act places an annual limit of $82 miilion in
FY 1983 and years thereafter on the sum available to Puerto Rico for
matching payments to help fund programs of aid to families with dependent
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.children, emergency assistance, aid to the aged, blind, or disabled, and foster
care and adoption assistance. - : o

In FY 1987, total AABD assistance payments in Puerto Rico amounted
to $17.2 million (qualifying Puerto Rico for a maximum of $12.9 million in
'Federal matching funds).

IMPLICATIONS OF STATEHOOD

If Puerto Rico were treated like the 50 States, the District of Columbia,
and the Northern Mariana Islands, the Social Security Administration would
extend the Federal SSI program to it, at 100 percent Federal expense. SSI
then would replace AABD, providing much larger benefits, and much higher
eligibility limits. Furthermore, the SSI program would cover disabled children,
excluded from the AABD program.

'The Federal SSI guarantee to an individual currently is $368 per month.
In Puerto Rico the maximum money payment to a needy aged, blind, or
disabled person in 1987 under the adult assistance programs was $32 per
month plus 50 percent of actual shelter costs. A jump of this magnitude in
benefit amounts undoubtedly would vastly expand the eligible population. The
exact ‘scope is unknown. However, when SSI replaced the cash welfare
programs to aged, blind, or disabled persons in the States, the number of
recipients rose nationwide by more than one-third. From 1973, the last year
of the old cash welfare programs for aged, blind, or disabled persons, to 1975,
the second year of the SSI program, 19 States had increases of more than 50
percent in the number of cash recipients (numbers more than doubled in 5
States).

Puerto Rico no longer would have to pay the 25 percent matching rate
required under the AABD program. It is unknown how Puerto Rico would
use such released funds. But, because the Federal SSI guarantee is relatively
high (equal to 88 percent of per capita income in Puerto Rico), it is virtually
certain that these funds would not be used to supplement the Federal SSI
guarantee. Because statehood would require Puerto Rico to give automatic
eligibility for medicaid to SSI recipients, funds would be needed for the
expanded population eligible for medicaid (although many might already have
medicaid coverage as medically needy persons).

IMPLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under the AABD or the SSI program, Presumably, Federal funds used
for AABD would be included in the consolidated aid package that would be
paid to Puerto Rico for several years after the proclamation of independence.
Based on data from the Family Support Administration, it is estimated that
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in FY ‘1988 the: Fedéral Government reimbursed Puerto Rico $13.2 million for
the cost of its program for needy aged, blind, or disabled persons. :

I]V[PLICATIONS OF ENHA.NCED COMMONWEALTH STATUS

Section 407 of the substitute S. 712 provides for the consohdatlon of
certain "grant-in-aid" programs. Because the law referred to in section 407
excludes "direct payments to classes of individuals," the provision would not
apply to the AABD program. If commonwealth status prevailed, the existing
-program for needy aged blmd or dlsabled persons would contmue (unchanged)
fln Puerto Rlco R - TR .
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NUTRITION ASSISTANCE UNDER THE FOOD STAMP ACT -

THE CURRENT PROGRAM IN THE STATES .
The Food __S_tami:_ Program .‘
O_ve'r‘b:;_ew' |

~ The Food Stamp Act authorizes a food stamp program to increase the
food purchasing power of needy households by granting them monthly
allotments. of food stamp coupons. With limited variations for Alaska and
Hawaii, it operates under nationally uniform Federal rules.? .Federal funds

pay.for the full cost of benefits and a bit more than half of total costs. for

administration, with no effective limit.?
Admiriistratio,n

- Virtually all rules governing program operations are established by the
Federal Government, and program. operations and participation by food
concerns accepting food stamp coupons are subject to extensive oversight by
the U.S. Department of Agriculture’s Food and Nutrition Service. Day-to-day
administration (determination of eligibility and issuance of benefits) is the
responsibility of State welfare agencies, following Federal rules. '

B 2Tl_ié ‘regular fopd stanip';program also operates in the District of
Columbia, Guam, and the Virgin Islands, although more liberal benefit rules
apply in Guam and the Vi:g@n Islands. ' -

Under the terms of the 1976 Covenant with the Commonwealth of the
Northern Mariana Islands and implementing legislation, a variant of the food
stamp program was negotiated with the Commonwealth and began operations
in 1982. The Northern Marianas’ program differs from the regular food
stamp program primarily in that: (1) it is. funded entirely by Federal money
(benefits and administration), up to a maximum annual grant of $3.7 million;
(2) a portion of each household’s food stamp allotment (25 percent) must be
used to purchase locally produced food (coupons for local food items are
differentiated by color); (8) maximum monthly benefits are about 20 percent
higher than those in the regular food stamp program; and (4) income
eligibility limits are about half those in the regular program. - .

| 3Aii;hough specific annual appropriation levels are ad’th;)rize‘& By the Food

Stamp Act, . they have never operated to actually limit necessary
appropriations. : , R
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Funding

Federal funding covers: (1) Federal administrative expenses for personnel,
printing food stamp coupons, and oversight of welfare agency and food store
operations, (2) the full cost of benefits, (3) half of day-to-day administrative
expenses incurred by State agencies, (4) 75 percent of State agencies’ costs for
developing expanded computer capability, (5) 75 percent of costs incurred by
States for fraud investigation and prosecution,® and (6) the full cost of
implementing the systematic alien verification for entitlements (SAVE)
program (procedures for using the Immigration and Naturalization Service to
verify the 1mm1grat10n status of alien welfare applicants). In addltxon, the
Faderal Government pays the major portion of the cost of carrying out
employment and training programs for food stamp recipients: each State
receives a formula share of $75 million a year for basic opérating costs, plus.
half of any operating expenses above those covered by the basic grant and half
the cost of support services to participants (e.g., transportation and child care).

States are responsible for their share of food stamp administrative
expenses (50 or 25 percent, depending on the type of expense) and, undet the
food stamp "quality control” system, are liable for fiscal sanctions if they have
very high rates of erroneous eligibility and benefit determinations.

In FY 1989, Federal food stamp spending for the States is expected to
total $12.9 billion. State costs are anticipated to be about $1.1 billion.

Eligibility for Assistance

In the food stamp program, households are determined eligible for aid
under generally uniform provisions established in the Food Stamp Act.

+ Income. Most eligible households must have basic (gross) monthly
income at or below 130 percent of the Federal poverty levels.® At
present, the gross income limit for a four-person household is $1,263
a month. Almost all cash income received by a household is included
when judging gross income eligibility.

" 4States also may retain a portion ‘of improperly issued benefits they
recover (other than those caused by welfare agency error).

- ®The "poverty levels” used for food stamp eligibility determlnatlons in
Alaska and Hawaii are higher than those used for other jurisdictions, by 25
and 15 percent, respectively. Although the requirement for gross income at
or below 130 percent of Federal poverty levels is the basic income test,
households with elderly or disabled members are subject to a more liberal test
based on their counted (net) income (after reduction for various household
expenses).
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Assets. Liquid assets of eligible households are limited to $2,000, or
$3,000 for households with elderly members, Counted liquid assets
‘do not include the value of the household’s residence, business assets,
a portion of the fair market value of any vehicle, and a number of
other items. '

«  Employment and training requirements. Nonworking able-bodied

' adults not caring for young children or enrolled in another program’s
work initiative must participate in State-designed employment and

" training programs in order to maintain their food stamp eligibility.

o Categorical rules. Two classes of households are automatically
eligible for food stamp assistance: those composed entirely of AFDC
“ot SSI recipients. In certain other cases, households or individuals
are automatically ineligible: households with members on strike,
households where the head of household has voluntarily quit a job,
postsecondary students (unless they are working or caring for a
young child), illegal or temporarily resident aliens, persons living in
‘institutional settings (except for specifically approved group living
arfangements such as drug addiction programs and shelters for the
" homeless or battered women and children), and boarders (unless they
- apply together with the household providing board). '

Between 18 and 19 mﬁiliib_n persons a month now participate in the food
stamp program in the States, about 8 percent of the U.S. population.

Benefits

Eligible households receive monthly food stamp coupon allotments. These
coupons are normally used to purchase food in participating stores and
redeemed for dollars through banks and the Federal Reserve System, although
they may be used to obtain prepared meals in some cases (e.g., in elderly
nutrition projects, in shelters for the homeless) and nonfood items in other
instances (e.g., hunting and fishing equipment in remote areas of Alaska).
Allotments depend on a household’s size, its counted (net) monthly income,
and the program’s maximurn monthly benefit levels. '

" Food stamp maximum benefits are equal to an amount slightly higher
than the cost of the U.S. Departmént of Agriculture’s lowest estimate of the
cost of an adequate diet, the "Thrifty Food Plan," adjusted for household size
and indexed annually for food price inflation. They are standard for the 48
contiguous States, but significantly higher in Alaska and Hawaii (reflecting
special surveys indicating substantially- higher food prices). At present, the
maximum monthly allotment for a four-person household is $300 in the 48
contiguous States, $382-$592 in Alaska (varying among urban and remote
rural areas), and $467 in Hawaii.

" Recipients’ actual monthly benefits are calculated by subtracting 30
percent of their counted (net) monthly income from the maximum benefit for
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‘their household size, Food stamps then make up the difference between their

‘expected contribution to food expenses (30 percent of counted income) and the
:amount judged- sufficient to buy an adequate low-cost diet (the maximum
benefit). 'Monthly food stamp benefits in the States now average $52 per
person.

" An important part of determining a household’s benefits is the calculation
of its counted income. . When determining .counted monthly income, basic
(gross) income is’ reduced by applying a series of "deductions,” including a
"standard" deduction, specific deductions for certain living expenses (e.g.,
excessively high shelter costs), and a deduction for taxes and work expenses
(20 percent of any earnings). These deductions average a bit over $200 a
month, making the average household’s counted income for food stamp benefit
purposes about half its gross income. o

Program Options

. While the Food Stamp Act varies some eligibility and benefit rules for
Alaska and Hawaii (higher income eligibility limits, maximum benefits, and
allowable deductions), it allows States to make very few departures from
Federal rules. States are permitted to, operate "outreach” programs, vary
specifically listed administrative rules (e.g, how changes in household
circumstances are to be reported), and disregard a portion of child support
payments in counting income (at their own cost). .They also make most
decisions as to the design of employment and training programs. Other
variations can be achieved only as demonstration projects.

THE CURRENT PROGRAM IN PUERTO RICO
Nutntion Aési,si_ié:iéé in Puerto Rico® |
Overmew R o
" 'The Food Stamp Act pfovidea_ mohey for nutrition _éssistance in Puerto
Rico under rules very different from those applied to the States. From early

1975 through June 1982, the regular food stamp program operated in the
Commonwealth, albeit with some variations from standard rules.” Puerto

fWith the exception of the food stamp -program, all federally supported
nutrition assistance (e.g., the school lunch program, the special supplemental
food program for women, infants, and children) are available to Puerto Rico
as with any State.. e . : L :

TAlthough 1971 legislation allowed the Commonwealth to operate the
food stamp program in virtually the same manner as any State, Puerto Rico
(along with other areas of the country) chose instead to distribute surplus
Federal agricultural commodities to the needy until that option was removed.
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Rico’s food stamp program offered lower maximum benefits (about 5 percent
less than in the 48 contiguous States, based on a speclal survey of food costs) .
and more limited income deductions (about half those in the regular program);
however, income eligibility was based on the same Federal poverty levels used
in the 48 States. At its peak, it assisted over 1.8 million persons each month,

neatly 60 percent of the Commonwealth's population -at the time, at an
annual Federal-cost of some $900 million, However, 1981 amendments to the
Food :.Stamp Act - directed that traditional food stamp  assistance in the
Commonwealth be ended and replaced with an annual "block grant" of Federal
funds provided under the authority of the Food Stamp Act, éffective July
1982, Today, the Food Stamp Act block grant to Puerto Rnco represents
about. one-fifth of all Federal ‘transfers to mdhnduale in the Commonwealth
and. between 5 and 6 percent of personal xncome 8 -

Sectlon 19 of the Food Stamp Act requires. that the Federal Govemment
pay Puerto Rico an annual grant, out of appropriations under the Act, to
support the costs of nutrition assistance in the Commonwealth, Puerto Rico
is given rein to design its own initiatives for nutrition assistance to needy
persons, without reference to the Federal rules of the food stamp program.
It has chosen to use this flexibility to establish a Nutrition Assistarice
Program (NAP) that differs significantly from the food stamp program. There
are virtually no "strings" attached to the grant, other than a requirement that
Puerto Rico share in the cost of administration, and the Commonwealth uses
funds provided under the block grant both for its NAP and other activities (a
cattle tick eradication project and wage subsidies to employers hiring NAP
recipients).

Authorization of Federal funding for Puerto Rico under the Food Stamp
Act expires September 80, 1990. Continuation of aid and the terms of that
aid will be before Congress next year.

Administration

All rules governing operations using block grant funds are established by
the Commonweaith. Although it must submit annual plans to the U.S.
Department of Agriculture for approval, there are, for all practical purposes,
no specific provisions of law that the Department can use to disapprove a
plan. The Federal role is limited to approval of the Commonwealth’s plan and
the provision of funds.

Funding

Federal funds cover costs for carrying out any program(s) of nutrition
assistance designed by the Commonwealth. However, to qualify for Federal

$Comimonwealth ‘of Puerto Rico. Junta De Planificacion De Puerto Rico.
Informe Economico Al Gobemador 1987 end Informe Prehmmar De La
Economia De Puérto Rico 1988. ,
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money Puerto Rico must pay half of any administrative expenges it incurs,
and total Federal support is limited to amounts gpecified in the Food Stamp
Act (the annual block grants) : :

When orlgmally enacted the annual block grant was set at $825 million,
w1th no provision for adjustment; this was a substantial reduction from the-
previous level of Federal support under the food stamp program and prevailed
through FY 1986. In 1985 legislation, the annual grant amount was increased-
to: - $852.75 million for FY 1987, $879.75 mllhon for 1988, $908 25 mnlhon for
1989, and $936 75 mx]llon for.1990.° . :

Puerto Rlco receives no speclal Federal coet-eharmg for development of .
computer capability, fraud investigation and prosecution, employment and
training activities, or carrying out a SAVE program. The Commonwealth is
not liable for fiscal sanctions under the food stamp quality control system.

*With the exception of FY 1986 (when the grant was subject to a $5
million reduction under the terms of the "Gramm-Rudman-Hollings" law) and
FY 1988 (when $.5 million less than the earmarked amount was made
available), the full amount established in the Act has been appropriated.
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TABLE 4. 'Food Stamp Act Expenditures in Puerto Rico:
Current Dollars
(in millions)

Administration®
_ Cornmon-
Fiscal year Benefits® Federal wealth Total
1979 ... ... +.. 3748 $26 $26 $800
1980 ............. 825 25 25 ‘875
1981 ............. 879 27 27 933
1982 ............ 870 27 27 924
1983 ............. 801 23 23 847
1984 . ............ 803 22 22 847
1985 ............. 804 21 21 846
19864 ............ 796 25 25 845
1987 . ....... ..., 827 26 . 26 879
1988 (estimated)d .... 853 - 26 26 . 905

*Adminstrative costs shared equally- between the Federal Government and the

-Commonwealth, both under the terms of the regular food stamp program (through June 1982)

and ‘under the Commonwealth's Inmbed nutrition assistance block grant (from July 1982
onward). .

PBenefits federally funded under the terms of the regular food stamp program (through
June 1982), and under the limited nutrition assistance block grant (from July 1982 onward).
Benefit figures include spending (e.g., $8.6 million in FY 1988} on special agnculture projects
allowed under the terms of the block grant.

°In July 1982, the regular food stamp program was replaced with the Commonwealth'’s
nutrition assistance program, funded by a Federal block grant and the Commonwealth'l share
of' administrative costs. :

4In FY 1986, the normal $825 million nutrition assistance block grant was subject to a
$5 million reduction in available funding under the terms of the "Gramm-Rudman-Hollings"
law. In FY 1988, $0.5 million less than the earmarked block grant amount was actuaily

} appropnated

‘Note: “The Food Stamp Act earmarks specific amounts for Puerto Rico: - $206.5 million
in FY 1982, $825 million a year in FY 1983.1986, $852.75 million in FY 1987, $879.75 million
in FY 1988, $308.25 million in FY 1989, and $936.756 million in FY 1990.

Source: Budget doeument.s prepared by the U. S Department of Agnculture, Food and
Nutrition Service.
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TABLE §. Food Stamp Act Expenditures in Puerto Rico:
Constant Dollars*
~(in millions)

Administration
_ Common-
Fiscal year . Benefits Federal wealth - Total
1979 ... ...l $1,029 $36 . $36 $1,101
1980 ......... .. 1,030 31 31 1,092
1981 ...ttt 998 31 - 31 1,060
1982 ... .. e 958 29 29 1,016
1983 ........ e 879 25 26 929
1984 . ........ e 866 23 23 . 902
1985 . ... .. ol 864 22 22 898
1986 ..., ... 837 26 26 889
1987 ......... R 8564 - 27 27 908
1988 (estimated) .... 853 26 2. . . 905

“Benefit spending has been adjusted for inflation, to constant FY 1988 dollars, by using
the "food at home" component of the Consumer Price Index for All Families in Puerto Rico, as
compiled by the Commonwealth's Department of Labor and Human Resources in its monthly
Informe Estadistico. Administrative spending has been adjusted for inflation, to constant FY
1958 dollars, by using the overall Consumer Price Index for All Families in Puerto Rico. For
adjustments prior to January 1980, the Consumer Price Index for All Wage Earners in Puerto
Rico was used. ) : .

Note: See notes for table 4

Eligibility for Assistance

Under Puerto Rico’s NAP, eligibility rules are simpler and significantly
more restrictive than in the food stamp. program. Income eligibility is based
golely on basic (gross) monthly income, and limits are set at levels
approximately half those now applied under the food stamp program in the
48 contiguous States (e.g., $667 vs. $1,263 a month for a four-person
household). The liquid assets eligibility standard -also is:set well below the
food stamp standard: $1,000 for all households. Income and asset eligibility
standards have not changed since the advent of the NAP, while food stamp
income limits are indexed for inflation and asset standards have been raised
by legislation. Categorlcal ehglblllty rules are generally not used
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" Approximately 1.4 million persons a month receive benefits under the
NAP, representing some 43 percent of the Commonwealth’s population.

Benefits

Benefits in the NAP are issued monthly and calculated in much the same
manner as in the food stamp program. However, they are issued in cash
(checks), are slightly lower than average food stamp allotments, and can vary
significantly from month to month even when household cireumstances do not
ohange.

To keep NAP costs within the annual block grant amount without
adjusting eligibility criteria, Puerto Rico has chosen to vary maximum benefit
levels monthly if necessary, and, as a result, the benefits partlclpatmg
households receive can differ from month to month, For example, in FY 1988,
maximum monthly benefits for a four-person household varied from a high of
$277 to a low of $233.'" The expenditure of all block grant funds each year
is ensured through the issuance of a 13th "bonus" benefit check in September.

_ Although maximum benefit levels are changeable and notxceably below
those in the food stamp program, benefit determinations are similar in other
respects. Households’ benefits are calculated by subtracting 30 percent of
counted monthly income from the applicable maximum benefit level. And, the
counted income used to establish benefits is substantially less than each
household’s gross income: 1i.e., it is reduced by applying a series of deductions
comparable to, although somewhat smaller than, those used in the food stamp
program.

" Because of substantially lower incomes in the Commonwealth (recipients
are more likely to receive something close to the maximum benefit), NAP
monthly average benefits are only slightly below the U.S. average food stamp
benefit: in FY 1988, $49 vs. $50 per person. In effect, the Commonwealth
hag chosen to live thhm the amounts provided by the block grant primarily
by freezing eligibility standards thereby reducing participation, rather than
substantially reducing benefits. In 1988, the NAP provided $844 million in
benefits; this represented an amount equal to approximately 20 percent of all
personal consumptxon food expenditures in the Cormmonwealth.!!

Program Options
" Under the law governing Puerto Rico’s block grant, virtually unlimited

program design options are available. At present, the Commonwealth is
exercising this flexibility primarily by providing NAP benefits in cash, and

~ Maximum monthly food stamp benefits in the 48 contiguous States were
$290 in FY 1988,

18ea footnote 8.
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using approximately $10 million a year to fund a cattle tick eradication
project, It has also recently begun a pilot project using $15 million of its
block grant funds to provide wage subsidies to certain employers hiring NAP
recipients.

IMPLICATIONS OF STATEHOOD

Overview

Section 213 of the substitute S. 712 requires that, on admission, the food
stamp program apply to Puerto Rico as with any State. It also allows the
Secretary of Agriculture, with the consent and agreement of the Governor of
Puerto Rico, to "continue to obligate the amount of funds for which Puerto
Rico becomes eligible under the food stamp program as a block grant rather
than as coupons as a pilot program until October 1, 1997 unless otherwise
provided by Congress.”

With its admission, Puerto Rico would become a State under the food
stamp program (see below for a specific discussion of the likely implications).
Or, presumably, it could continue to receive a block grant of Federal funds,
through September 1997, based on the likely cost of a food stamp program in
the Puerto Rico.!? Continuation of the block grant form of aid would hinge
on agreement by both the Secretary of Agriculture and the Governor of
Puerto Rico. As such, it is not clear what the terms of the grant would be
(i.e., whether Puerto Rico would continue to have the program “design
ﬂexlblhty it now has and to what extent it might be required to share costs).
The size of such a demonstration project grant would appear to depend on
annual estimates of the Federal cost-share of running a full-fledged food stamp
program in the Commonwealth. But, given the substantial differences
between Puerto Rico's NAP and the food stamp program, this estimating
procedure would be very difficult and, at least initially, costly.

Puerto Rico’s inclusion as a State under the Food Stamp Act is not
simply a matter of added Federal costs. While it would bring on a large
increase in Federal moneys to the Commonwealth, it also would require that
Puerto Rico operate its nutrition assistance program under the full panoply
of Federal food stamp rules, thereby removing the important program design
options it now enjoys. Moreover, because benefits would be issued in food
stamp coupons, a sizable portion of Puerto Ricans’ personal income would be
required to be spent on food purchases, with uncertain effects on the
Commonwealth’s economy.

. 12The language of section 213 is a bit unclear in this respect since Puerto
Rico (or any State) does not become "eligible" for any funds under the food
stamp program, other than an entitlement to administrative cost-sharing
amounts. Recipients become eligible.
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Administration

With extension of the food stamp program to Puerto Rico, substantial
administrative changes would be in store both for the Commonwealth and the
Federal Government. Puerto Rico would be subject to a wide range of Federal
administrative rules and some new administrative costs. Puerto Rico’s NAP
generally operates under procedures for determining eligibility and issuing
benefits that are simpler, and less costly, than would be the case under the
food stamp program. At the least, new rules for processing applications,
verifying eligibility factors, issuing benefits as coupon allotments rather than
checks, operating employment and training programs, and quality control
surveys would add significantly to administrative costs.!® Puerto Rico’s
administration of the program might also come under much closer scrutiny
than other States because of a provision in the Food Stamp Act requiring
special audits by the U.S. Department of Agriculture’s Inspector General
whenever a State’s food stamp caseload exceeds 60 percent of its population;
this provision was almost triggered under Puerto Rico’s pre-1982 food stamp

program.

From the Federal perspective, statehood would bring on new
administrative involvement related to printing and redeeming coupons and
oversight of food stores and welfare agency operations.

Funding

Treating Puerto Rico as a State in the food stamp program would remove
the current block grant limit on Federal financial support for nutrition
assistance, and Federal funding would increase to cover whatever benefits were
issued, a little over half of the Commonwealth’s administrative costs, and new
Federal expenses. Using experience under the pre-1982 food stamp program
in Puerto Rico as a guide, annual Federal spending could increase by $300
million, or more, because of increased participation, higher benefits, and larger
administrative costs. On the other hand, Puerto Rico would become liable to
the Federal Government for quality control sanctions if its rate of erroneous
eligibility and benefit determinations exceeded food stamp program “tolerance"
levels.

Eligibility for Assistance

Possibly the most important change would be a substantial increase in
the number of people eligible for, and presumably choosing to participate in,
the new food stamp program. It is not unlikely that participation would grow
by almost one-third to pre-1982 levels, adding some 400,000 persons to the
caseload. Financial eligibility limits would be double those under the NAP,

19The U.S. Department of Agriculture’s evaluation of the conversion to
the NAP found an 18 percent reduction in administrative expenses. A portion
of this reduction was due to a reduced caseload.
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rising to 130 percent of the standard Federal poverty levels and approaching
average family income in the Commonwealth. In the alternative, a separate
_set of food stamp income eligibility limits could be established for Puerto Rico,
on the theory that the income poverty levels (on which food stamp eligibility
standards are based) should reflect any substantial differences in living costs,
as is now done for Alaska and Hawaii. These limits would probably be lower
than those applied in the 48 contiguous States, but developing a separate set
of poverty levels for Puerto Rico would not be a simple task and would raise
a host of serious issues as to equity and whether the standard poverty levels
used in the 48 States should be recalibrated and varied within the 48 States.

Imposition of those food stamp eligibility rules that are more restrictive
than under the NAP (e.g., some categorical rules) probably would have little
effect, and the availability of new cash welfare assistance (e.g., the SSI
program) if Puerto Rico becomes a State would only increase food stamp
participation because of rules making most cash welfare recipients
automatically eligible for food stamps.

Benefits

All benefits under Puerto Rico’s food stamp program would have to be
issued in coupons rather than cash. However, it is not clear what benefit
levels would be, although they would be noticeably higher than under the
NAP.

Under the most probable scenario, the standard maximum benefit and
income deduction levels established for the 48 contiguous States would become
those used in Puerto Rico. Maximum benefits in the NAP are, on average,
roughly 15 percent lower than in the 48 States; income deduction levels are
similarly smaller.

Ina second scenario, special lower benefit and deduction levels, closer to
those under the NAP, could be set for Puerto Rico, just as h:gher benefit and
deduction levels are set for Alaska and Hawaii and as was the case when the
food stamp program operated in Puerto Rico prior to the NAP. Pre-1982
maximum food stamp benefits in the Commonwealth were about 5§ percent
smaller than in the 48 States and deduction levels were about half.

In either case, average benefits would rise sharply, surpassing benefit
levels in the rest of the country.
Other Considerations

Under the Food Stamp Act, States are not allowed to collect sales taxes
on food stamp purchases if they wish to operate the food stamp program. To
the extent Puerto Rico collects sales taxes on purchases now made with cash
provided under the NAP, it would lose revenues.
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Food stamps in Puerto Rico would both affect and be affected by other
welfare program consequences of statehood. To some degree the new infusion
of food stamp assistance might encourage Puérto Rico to hold down, or not
embark on, expansion of its AFDC program, despite new Federal cost-sharing
offered it as a State. Extension of the SSI program to Puerto Rico would
limit additional food stamp costs because this new income to likely food stamp
-reclplents ‘would reduce thelr food stamp benefits.

Conversion to. tha NAP cash grants brought on an estimated 1-8 percent
. reduction in aggregate food expenditures.”* And it would appear that
conversion back to food stamp coupons usable only for food would increase
food spending noticeably, might tie up an unacceptably high proportion of the
Commonwealth’s income in food purchases, and could have distorting effects
on Puerto Rico’s economy. : '

IMPLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under the nutrition assistance block grant or the food stamp program.
Presumably, Federal funds used for the block grant would be included in the
- consolidated aid package that would be paid to Puerto Rico for several years
after the proclamation of independence. :

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Section 407 of the substitute S. 712 provides that certain Federal grant-
in-aid programs may be consolidated with others. The Food Stamp Act block
- grant to Puerto Rico would be not be covered by this provision. It is among
- those excluded because they are used to make "direct payments to classes of

individuals." Instead, the Food Stamp Act's treatment of Puerto Rico would
" be left to future decisions by Congress, whether they be to continue the block
grant approach or bring Puerto Rico back into the food stamp program.

UThe evaluation from which this estimate is drawn indicates that the
"true” effect is probably closer to the lower end of this range.
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SOCIAL SECURITY

- THE CURR.ENT., PROGRAM IN THE_STATES
Program Description

Social security--the old-age, survivors, and disability insurance (OASDI)
program--provides monthly benefits to retired and disabled workers and to
their dependents and survivors. A worker gains eligibility for OASDI benefits
- through employment that is covered by the social security system. Employees
of State and local governments are covered on a voluntary group basis.

_ Social secunty taxes are levied on covered employment and the revenues
are credited to special trust funds. These trust funds are debited for payment
of monthly benefits and administrative expenses of the program. Benefits are
paid as a "earned right"--free from any test of need--and are loosely based of
the level of career earnings covered by social security.

Cost and Recipié.nts

Benefit payments in 1989 are expectéd to total $231 billion. There are
approximately 38 million current social security beneficiaries.

THE CURRENT PROGRAM IN PUERTO RICO
Program Description

- Basically, social security coverage and eligibility rules apply to Puerto
Rico as they do to the United States generally. The Social Security Act
. generally defines a "State” and the "United States" to include Puerto Rico, as
well as the Virgin Islands, Guam, the District of Columbia, and American
Samoa. Employees of the Government of the Commonwealth of Puerto Rico,
who are treated the same as "State" employees, participate in social security.

An exception to the general applicability of benefits is what are called
"special age-72 benefits,” sometimes called "Prouty” benefits. These are special
benefits, paid out of general revenues, for individuals (men who attained age
72 before 1972 and women who attained age 72 before 1970) who have worked
in covered employment for less than the amount of time otherwise required.
The law restricts these benefits to residents "of the 50 States," the Northern
Mariana Isiands, and the District of Columbia.
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Cost and Participants

_ In 1987, the last year for which there are data, Puerto Rico had 563,000
_social security beneficiaries. Their average monthly benefit was $303.80,
compared . to a-national average of $488.10. In the aggregate, residents of
Puerto Rico received $1.775 billion in social security benefit payments. The
last year for which we have data on workers is 1985. In that year, 1,135,000
workers and their employers paid $1.1 billion in social security taxes (in the
same year Puerto Rican residents received $1.64 billion in benefits).

IMPLICATIONS OF STATEHOOD

Basiéally, statehood would bring no change from current law. However,
special age-72 benefits might be extended to the few individuals who would
be eligible if "the 50 States" were interpreted to include all States.

IMPLICATIONS OF INDEPENDENCE

. Clearly, establishing a new social security system and designing a
transition from the current arrangement would be a major and fundamental
-undertaking. We know of no precedent that would pertain to this proposal.
The nature of social security, as an "earned right" program that bases both the
eligibility for benefits and their level on career earnings, would complicate the
switch-over to a replacement system. -

The substitute S. 712 requires the Joint Transition Commission to
establish a Task Force on Social Security to negotiate agreements necessary
for the coordination of the U.S. social security system with a similar system
to be established in Puerto Rico. In the meantime, the bill stipulates that
provigions of the U.S. social security program would continue to apply for 5
years after the referendum is certified. Similarly, "rights” of workers who are
fully insured under the U.S. social security program as of b years after this
certification are to be "protected."

The meaning of these provisions is unclear. For example, the nature of
the "rights" to be retained by fully insured workers is uncertain. Are these
rights to receive the same type and level of benefits as had already been
earned under the U.S, social security program, or to receive what they would
have if they had remained in the U.S. program? Conceivably they could be
simply the earnings credits earned under the U.S. system, transferred to the
new Puerto Rican system. More important, it is unclear which system will
pay these benefits. The task force apparently will have the discretion and
bear the onus to resoive these and many other issues.

The wording that the Puerto Rican system should be "similar” to that of

the U.S. may be a constraint, however. If it were construed that the new
system must be virtually identical to the U.S. social security system, transition
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problems might be minimized, but there is a serious question whether an
identical design would be suitable for Puerto Rico. For example, copying the
current U.S. system’s financing arrangements and benefit levels would
probably be impractical. As shown above, Puerto Rico now receives
approximately 50 percent more in benefits than it pays in social security taxes.
This "subsidy” from the rest of the country presumably is caused by the
redistributive features of social security, primarily its progressive benefit
formula that replaces a higher proportion of earnings for low-income workers.
Eventually, the new. Puerto Rican system probably would have to provide
lower benefits or have a higher rate of taxation than under the current
arrangement.

Financing implications make the method of transition from one system
to another very sensitive. One scenario could be to continue payments from
the U.S. social security program to all beneficiaries residing in Puerto Rico
who were enrolled before independence. For workers, their credit for social
security-covered employment might be transferred to a new Puerto Rican
social security system, but from which system their payment of benefits would
come is problematic. The Puerto Rican system could pay entirely for their
benefits, or for only the proportion of the earnings career covered by it.
Under either scenario, Puerto Rico would receive the advantage that social
insurance systems usually have at their beginning--many workers contributing
to support few beneficiaries, resulting in either low tax rates or surpluses in
the initial years, This advantage would occur at the expense of the U.S. social
security system, as it would lose all the tax revenue from Puerto Rico while
continuing to pay benefits. Over time, however, this advantage would fade
away a8 more and more benefit payments would made by the Puerto Rican
gystem. Eventually, when nearly all benefits would be paid out of the Puerto
Rican program, the level of benefits would either have to be curtailed or taxes
raised (assuming a pay-as-you-go system and rough balance between income
and outgo). - B : S

An alternative -approach could be similar to the way "totalization”
agreements work with other countries. Under this scenario, benefits would
be paid by the social security system under which most of an individual’s
work occurred.

-~ -Although Puerto Rico may recesive a windfall from such approaches,
eventually - it would have to confront the structural imbalance its social
security system would have if its financing arrangements and benefits levels
were similar to the current U.S. program. As mentioned above, whatever the
design of the new Puerto Rican system, eventually it probably would have to
provide lower benefits or cost more than under the current arrangement.

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Enhanced commonwealth status for Puerto Rico would bring no apparent
change from current law. : '
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MEDICAID

THE CURRENT PROGRAM IN THE STATES

Medicaid, authorized by Title XIX of the Social Secumty Act, is a
Federal-State matching program provxdmg medical assistance to low-mcome
persons. Each State designs and administers its own medicaid program,
setting ehg1b1hty and coverage standards within broad Federal guidelines.
Thus, there is considerable variation among the States in terms of ehgxblhty
requirements, range of services offered limitations placed on those services,
and relmbursement policies.

Program Description
Financing

The Federal share of expenditures for medicaid semces in the States is
tied to a formula inversely related to the square of a State’s per capita
income. For FY 1989, the Federal matchmg percentages range from 50
petcent to 79.8 percent; no State may receive more than 83 percent The
matching rate for administrative costs is generally 50 percent for all States,
with higher matching available for certain management and éontrol activities.
The remaining costs of the program are paid by the State; in some States
local governments also contribute.

Eligibility

* All States must cover the categorically needy. These include all persons
receiving AFDC and, in most States, persons receiving SSI. Thirty-nine States
and other jurisdictions also provide medicaid to the medically needy. These
are persons whose income or resources exceed the standards for the cash
assistance programs but who meet a separate medically needy financial
standard established by the State and also meet the nonfinancial standards
for categorical eligibility (such as ags, disability, or being a member of a family
with dependent children). Finally, Congress has recently extended medicaid
coverage to certain farget populatzons, using eligibility standards that are not.
directly linked to those used in the cash assistance programs 'The Medicare
Catastrophic Coverage Act of 1988 (P.L. 100-360) requires States to phase in
coverage of pregnant women, infants under 1 year old, and aged and disabled
persons eligible for medicare with family incomes below 100 percent of the
Federal poverty income guidelines. (Requlred coverage for the aged and
disabled is restricted to medicare premiums and cost-sharing amounts and
prescnptlon drugs up to the new medlcare drug deductible.)
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Services

All States must cover a minimum set of services under medicaid and may
offer additional services. For the categorically needy, the State must provide
inpatient and outpatient hospital services, physician services, laboratory and
X-ray, family planning, skilled nursing facility (SNF) services for those over
age 21, and home health care for persons entitled to SNF care. The State
must also provide early and periodic screening, diagnosis, and treatment
(EPSDT), a preventive health program for persons under 21. Optional
services include care in intermediate care facilities (ICFs), as well as such
ancillary services as prescription drugs, dental care, and eyeglasses.
Beneficiaries generally must be allowed to obtain services from any qualified
provider.

Administration

Although each State administers its own medicaid program, there are
some basic administrative standards with which States must comply. States
are required to maintain a medicaid quality control (QC) system, which
reviews the accuracy of eligibility determinations. Federal funding may be
reduced if the State makes excessive errors in determining medicaid eligibility.
Most States are also required to operate a medicaid management information
system (MMIS), a standard claims processing and reporting system.

Cost and Participation

Medicaid will serve a projected 25 million low-income persons in FY 1989.
Estimated total expenditures for medicaid during FY 1989 are $61 billion, of
which the Federal share is $34 billion.

THE CURRENT PROGRAM IN PUERTO RICO
Program Description

The medicaid program in Puerto Rico operates under special Federal
fundmg rules and is exempt from certain requirements relating to eligibility,
service coverage, and program admlmstratlon

Financing

The Federal share in medicaid expenditures in Puerto Rico and other
territories is fixed at 50 percent. Total Federal funding is subject to a cap:
$76.2 million in FY 1989, and $79 million in FY 1990 and later years. As a
result of the cap, Federal funds made up only 40 percent of program costs in
FY 1986.
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Eligibility

Puerto Rico is exempt from the new requirement that States phase in
coverage of pregnant women and infants, On the other hand, Puerto Rico has
been permitted to establish medically needy income standards above the
maximum ordinarily allowed. A State’s medically needy standard may not
exceed 133-1/3 percent of the State’s maximum AFDC payment amount for a
family of the same size. In Puerto Rico, with a maximum AFDC payment of
$90 per month, this would mean a medically needy income standard of $1,440
per year for a family of three. Instead, Puerto Rico’s standard for a family
of three in 1986 was $5,700. (There does not appear to be any statutory
authority for this exception.) The medically needy accounted for 48 percent
of Puerto Rico’s medicaid beneficiaries in FY 1987, as opposed to 14 percent
in the rest of the Nation.

Puerto Rico is also exempt from the requirement that it phase in
coverage of medicare premiums and cost-sharing amounts for aged and
disabled persons with incomes up to 100 percent of poverty. Puerto Rico
could, at its option, pay premlums and cost-sharing for medicare beneficiaries
who meet its current medicaid income and resource standards. However, it
has opted not to do so, Possibly as a result, 35 percent of medicare Part A
enrollees did not have Part B coverage in 1987.

Services

Puerto Rico is exempt from the requirement that beneficiaries be allowed
to obtain services from any qualified provider. All services are provided
through public hospitals and clinics. Medicaid in Puerto Rico thus does not
operate as a conventional insurance program, paying claims for specific
services furnished to particular eligible individuals. Payment amounts to the
participating public facilities are based on the facilities’ budgets, with the
medicaid share determined by comparing a sample of provider treatment
records to medicaid eligibility listings.

Puerto Rico does not claim Federal financial participation for SNF, family
planning, or home health services. These are mandatory services and are
nominally included in Puerto Rico’s State plan for medical assistance. Health
Care Financing Administration (HCFA) officials are not certain they are
actually being furnished.

Administration

Puerto Rico is exempt by statute from several rules relating to program
administration. It is not subject to financial penalties under the medicaid
QC system, nor is it required to operate an MMIS. As a result of these
waivers, Puerto Rico is not subject to two of the basic control mechanisms
used by the Federal Government in overseeing State medicaid programs. The
absence of QC penalties has meant that there is no Federal review of the
accuracy of eligibility determinations. (Puerto Rico does operate its own
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internal QC system, which has found eligibility errors in 20 to 30 percent of
the cases reviewed.) The absence of an MMIS has meant that reliable
information about program operations is unavailable.

Cost and Participation |

‘In FY 1987, 1.7 million persons in Puerto Rico, or about haif the
populatlon, were estimated to have received medlcaxd benefits. Total
expenditures were an estimated $160 million, of which $63.4 million was
covered by Federal payments. These figures may include expenditures for
persons who do not qualey for medicaid under Federal rules.

IMPLICATIONS OF STATEHOOD

- Medicaid in Puerto Rico would change dramatically in the event of
statehood. Federal funding could more than double. At the same time,
Puerto Rico would become subject to the minimum requirements, restrictions,
and program control mechanisms applicable to the States. The current
system, under which medicaid amounts to a transfer of funds to public
facilities, would be replaced by a system in which public and private providers
would file claims for specific services to specific beneficiaries.

The following program changes would occur if Puerto Rico were treated
hke other States for medicaid purposes.

Fmancmg

‘ The cap on medicaid matching funds for Puerto Rico would be removed,
and the Federal funding percentage would be computed under the current
formula, which increases funding for States with lower per capita incomes.
Puerto Rico’s percentage would almost certamly be the maximum 83 percent
permitted by law, as its median income is half that of the poorest State.'® As
a result of open-ended funding at a much hlgher matching rate, Federal
fundlng would more than double from its FY 1987 level of 39.6 percent.

Elzgibtltty

Puerto Rico would be subject to the new requirement that States phase
in coverage of pregnant women and infants with incomes up to 100 percent
of poverty. In addition, if its SSI payment levels were raised to the national
standard it would be required to furnish medlcald to any newly ehgxble SSI

., "If there were no 83 percent maxxmum, a State whose per caplta income
was half the national average would receive 88. 75 percent matching. A State
whose per capita incomé was one-third the national average (the situation of
Puerto Rico) would receive 95 percent matching.
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beneficiaries (many of these persons may already be covered as medically
needy). On the other hand, Puerto Rico could no longer use a medically
needy income standard in excess of 133-1/3 percent of maximum AFDC
payments. Unless its AFDC standards were increased significantly, many
families with children could lose coverage. (The potential trade-offs here
might change if Congress were to enact current proposals permitting or
mandating coverage of chlldren with higher famxly income levels.)

-/ For all aged and disabled persons below poverty currently ellgible for
medicare, Puerto Rico would be required to pay the medicare Part B premium,
deductibles, and coinsurance, as well as provide prescription drugs up to the
catastrophic deductible limit. Puerto Rico also would be required to pay the
Part A premium for any persons who are over age 65, have incomes below the
poverty level, and are not automatically eligible for Part A because they are
not insured under the social security system.

Services

Puerto Rico would be subject to the requirement that beneficiaries be
allowed to obtain services from any qualified provider. Unlike the other
associated territories, Puerto Rico has a substantial private medical care
sector. For example, 30 percent of community hospital beds in 1987 were in
private nonprofit facilities; another 34 percent were in proprietary hospitals.
This is a higher proportion of privately owned beds than prevails in some
States, such as Louisiana, Mississippi, or Oklahoma. Statehood could, then,
mean a substantial shift in funds towards the private sector. One
consequence might be that the public facilities would be less able to subsidize
care for those low-income populations that would continue to be excluded from
the med:cald program -

Medicaid law does permit waivers of the "freedom-of-choice” requirement
to -allow States to establish selective contracting systems. California and
Illinois currently have such waivers, urnder - which nonemergency hospital
services are available only through specified contract providers. However,
these providers are selected on the basis of price competition. It is not clear
that current law would permit a system in which only publlc providers could
participate.

Puerto Rico also would be required to make available the mandatory
gervices that, while nominally covered under its current State plan, may not
actually be available. These include SNF services, home health care, and
family planning. '

Admi'nistratiqn
Puerto Rico would be subject to penalties under the medicaid QC system

and would be required to operate an MMIS. These changes could result in a
more rigorous eligibility application process and would also require the State
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to screen claims from providers, to insure that payment was made only for
covered services to eligible individuals.

Implications for Scope and Cost of Program

In summary, statehood would bring an influx of new dollars to Puerto
Rico’s medicaid program. This benefit would be offset by requirements that
Puerto Rico furnish more extensive coverage to some classes of individuals
while cutting off coverage to some others. Medicaid funds might be shifted
from public to private providers. Finally, stricter bureaucratic requirements
could create barriers to access for many eligible persons.

IMPLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under the medicaid program. Presumably, Federal medicaid funds would
be included in the consolidated aid package that would be provided to Puerto
Rico for several years after the proclamation of independence.

Puerto Rlcans who were U.S. citizens at the time of independence would
retain U.S. citizenship in addition to Puerto Rican citizenship and have all the
rights of U.S, citizens. This raises the question of whether Puerto Ricans
might enter the United States in order to obtain medicaid coverage for health
care services.

A dual citizen residing in the United States could qualify for medicaid if
he or she met all the requirements for medicaid in the State in which he or
she resided. A State may not require that applicants reside in the State for
any minimum period before receiving medicaid. A person who enters the
State with the intention of making it his or her permanent residence may
receive medicaid benefits from that State at once. On the other hand, a
person who enters the State expressly to obtain medical care is not eligible in
that State. Thus, a resident of Puerto Rico who moved permanently to New
York, or who:declared the intention of remaining permanently, could qualify
for New York medicaid. A person who went directly from Puerto Rico to a
New York nursing home or hospital would not be eligible.

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Under enhanced commonwealth status, Puerto Rico would be eligible for
the grant consolidation option provided by section 501 of P.L. 95-134, which
permits any department or agency to use simplified application and reporting
procedures and waive matching funds requirements for assistance to "Insular
Areas." Medicaid would be eligible for this treatment. It is & grant-in-aid
program and does not make direct payments to classes of individuals. (A
program which makes direct payments to individuals is not eligible for the
simplified treatment.)
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Implications for Scope and Cost of Program

Medicaid in Puerto Rico is already operating under simplified
administrative procedures Because of the cap on Federal funding, the
Commonwealth is providing matching funds well in excess of the amount
required by law. It is not clear that use of the section 501 option would make
any real difference in medicaid operations or costs.
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MEDICARE

THE CURRENT PROGRAM IN THE STATES
Program Description | |

Medicare provides health insurance protection for aged and disabled
individuals. The program covers hospital services, physician services, and
other medical services for all of those eligible, regardless of income. Medicare
has two parts: hospital insurance (Part A) and supplementary medical
insurance (SMI) (Part B).

Part A of medicare covers inpatient hospital care. In some cases, it also
covers short-term skilled nursing facility care after a hospital stay, home
health agency visits, and hospice care. Part A is financed chiefly from
hospital insurance payroll taxes. A small number of persons over age 66 are
not entitled to medicare because they are not eligible for social security or
railroad retirement benefits; these persons may enroll under Part A by paying
a monthly premium.

Medicare pays for inpatient hospital services according to a prospective
payment system (PPS). Under this system, each medicare patient is classified
according to his or her medical condition into diagnosis-related groups (DRGs).
Hospitals are paid a predetermined rate for each patient treated within a
given DRG. Hospitals with costs below the payment rate are allowed to keep
the surplus, while hospitals with costs above the payment rates must absorb
the loss.

Part B is a voluntary program; individuals must enroll and pay a
premium to receive benefits. All persons entitled to Part A and all persons
over age 65 are eligible to enroll. The program covers the services of
physicians, outpatient hospital care, laboratory and X-ray services, and other
related medical services and supplies. The program is financed by beneficiary
premiums and general revenues. The monthly premium ($27.90 plus $4 for
catastrophic coverage in 1989) accounts for about 25 percent of program costs.
Medicare generally pays 80 percent of the reasonable charges for covered
services, after the beneficiary has met the $75 annual deductible. The
beneficiary is liable for 20 percent of the reasonabie charge, an amount known
as coinsurance. Beneficiaries with sufficient taxable income are also subject
to a supplemental premium collected through the Federal income tax system.

Cost and Participation

Medicare outlays for FY 1989 are estimated to be $86.9 billion ($98.6
pillion in outlays, offset by $11.7 billion in premiums and collections).
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THE CURRENT PROGRAM IN PUERTO RICO
Program Description

" For medicare purposes, Puerto Rico_i'_s.treated like any State, with two
exceptions, - ' R

First, hospitals in Puerto Rico are reimbursed for inpatient services under
a special prospective payment system (PPS) distinct from the PPS used for.
hospitals in the States. The standard medicare PPS establishes three basic
national hospital payment rates, for hospitals in large urban areas, other
urban areas, and rural areas. These basic rates are adjusted through a wige
index to reflect relative labor costs in different areas. For each case, the
applicable adjusted rate is multiplied by a weighting factor reflecting the
classification of the case into one of 477 DRGs. The product represents the
basic DRG payment for the case,1® S -

- Puerto Rico’s system works essentially the same way, except that separate
large urban, other urban, and rural rates are established for Puerto Rico
hospitals.  These represent a blend of an average national rate (25 percent)
and rates based on historical costs for Puerto Rico hospitals alone (75
percént).  The FY 1989 blended rate for hospitals in San Juan is 29 percent
lower than the rate that would apply in a mainland city of the same size with-
the same relative wage levels.” ' R "

Second, because Puerto Ricans do not pay Federal income tax, they do
not pay the supplemental income-related premium established by the Medicare
Catastrophic Coverage Act of 1988 (P.L. 100-360). They do pay the flat rate
catastrophic premiums established by the Act, but at lower rates than citizens
of the States. * | - -

Cost and Participation | | )
~ In 1987, 406,000 Puerto Ricans were enrolled in medicare Part A, and

263,000 were enrolled in Part B.' Data on medicare expenditures by residence
of the beneficiary are not available. - '

'®This payment may be further adjusted for cases with very high costs or
long stays (outliers); additional payments are made to teaching hospitals and
those treating a disproportionate share of low-income patients. _

""This estimate applies the San Juan wage index of .5369 to the labor-
related components of the blended and national rates respectively. Before the
wage adjustment, the Puerto Rico and national rates are $2,641.64 and
$3,215.17, 21 percent apart. The gap widens after the wage adjustmerit
because a higher proportion of the Puerto Rico rate is considered to be labor-
related.
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IMPLICATIONS OF STATEHOOD
Inpatient Hospital Reimbursement

The substitute version of S. 712 provides that, after statehood, medicare
would operate the same way in Puerto Rico as in other States.

Under statehood, Puerto Rico hospitals would be paid under the national
PPS. Revenues would rise by something less than the current 29 percent
differential, because the inclusion of Puerto Rico in the averages on which the
national rates are based would reduce those rates for all hospitals. Still,
Puerto Rico hospitals would be paid considerably more, relative to their costs,
than hospitals in the States. However, the substitute version of 8. 712 also
provides that "reimbursements under medicare shall not exceed the actual cost
of providing equivalent health care to the levels of care provided in the several
contiguous States." This provision is ambiguous. It is not clear whether the
restriction is on individual payments to providers for each patient treated or
on the aggregate amount of payments to all providers in Puerto Rico. If the
restriction applied to individual payments, the effect would be a system under
which a hospital would receive the lesser of its actual costs for a given case
or the national PPS rate for that case. ‘This would probably result in
financial losses for hospitals.!® If the restriction applied to aggregate
payments, the effect would be to maintain the current system of separate rates
based on historic Puerto Rico costs. (An alternative way of achieving the
same goal would he to provide that the provisions of section 1886(d)(9) of the
Social Security Act would continue in effect after statehood.)

Pdf_t B Enrollment .

One feature of Puerto Rico’s medicaid program has an indirect effect on
eligibility for medicare benefits. Other States’ medicaid programs pay
medicare premiums and cost-sharing for low-income aged and disabled persons;
Puerto Rico’s does not. This may have contributed to the fact that in Puerto
Rico enrollment under Part B is 356 percent lower than under Part A. If
Puerto Rico were a State, it would be required to pay Part B premiums for
all medicare beneficiaries with incomes below 100 percent of poverty. This
could mean Part B eligibility for most of the 140,000 Part A eligibles not
currently enrolled under Part B,

Catastrophic Premiums

As statehood would mean imposition of standard U.S. income tax rules,
medicare beneficiaries who had Federal tax liability would be liable for the

18The effect would be similar to that of the Tax Equity and Fiscal
Respongibility Act (TEFRA) of 1982 payment limitations in effect before the
adoption of PPS, under which hospitals could suffer a loss but never realize
a profit.
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income-based catastrophic supplemental premium.!® Relatively few
beneficiaries would be affected. However, the flat rate catastrophic premiums
would also be charged at the rates pre\raxlmg in the States, rather than at the
special lower rates established for Puerto Rico. This would have an impact
on the medicaid program, which probably would be paying the premiums for
most beneﬁcxarles

Implications for Scope and Cost of Program

The major impact of statehood would be a significant increase in the
number of Part B enrollees, resulting in added costs for both the Federal and
Puerto Rican governments. Depending on the interpretation of the restriction
on hospital payments, Part A costs could be reduced or remain the same.

IMPLI_CATIONS OF INDEPENDENCE

The substitute version of S. 712 provides that, in the event of
independence, the Joint Transition Commission will establish a task force to
negotiate the coordination of medicare and a similar system to be established
by Puerto Rico. At the same time, the bill includes medicare among the
programs for which Federal funding would be replaced by a categorical grant
to Puerto Rico for 9 years after the referendum. The grant amount would
be based on an estimate of "the total amount of grants, programs, and
services, including Medicare, provided by the Federal Government in Puerto
Rico."

The amount "provided” by the Federal Government for medicare could be
defined broadly to mean the total annual outlays for covered services,
including outlays from the medicare trust funds. More narrowly, the amount
"provided” could mean the Federal general fund contribution to Part B costs
(approximately 75 percent). The first meaning is difficult to reconcile with the
provision for ongoing coordination between medicare and a similar system to
be established by the new nation. This coordination is presumably required
in order to protect the vested rights of Puerto Ricans who have contributed
to the Part A trust fund. Replacement of total medicare expenditures by a
short-term categorical grant would not address this issue. For the purpose of
the following discussion, it will be assumed that the second, narrower meaning
is intended: that only the Federal general fund contrxbutlon to Part B would
be replaced by a temporary grant. In this scheme, Part B (the pay-as-you-go
component of medicare) would be wholly replaced by a Puerto Rican gystem
immediately after 1ndependence, with temporary continuation of U.S, support.
The transition between Part A (the vested social insurance component of
medicare) and a Puerto Rican system would be more gradual.

%These payments, like other income tax receipts, would be returned to
Puerto Rico in the form of a transitional statehood grant through 1995.
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The Part A transition would present some of the same issues raised
elsewhere in this memorandum with respect.to social security. As with social
security, there appear to be at least three basic transition options:

_» The portion of the Part A trust fund attributable to Puerto Rican

' "contributions would be turned over to the new system, which would

provide benefits to both current medicare beneficiaries and to insured
persons not yet receiving benefits.

+  Current beneficiaries would continue to be covered by medicare,
~ while contributions for those not yet covered would be transferred
_ to the new Puert_o Rico program.

«  Current beneficiaries would continue to be covered by medicare,
while responsibility for those not yet covered would be established
under a "totalization” approach. That is, an individual would be
enrolled in either the U.S. or the Puerto Rico system, depending on

~ which system the individual had contributed to for the greater part
~of his or hér working life.

The first approach could create an immediate ﬁnanclal problem for the
new Puerto Rican system if this system provided a level of benefits comparable
to those available under medicare. As with social security, medicare benefits
pald in Puerto Rico are probably in excess of the contributions made by lower-
income . Puerto Rican workers. The benefits for current enrollees are
subsidized from the contributions made by higher-paid workers in the States.
This subsidy would be lost after independence.

The second two approaches both involve continued dlrect entitlement to
medicare for current beneficiaries. These approaches are complicated by the
fact that medicare provides health benefits instead of simple cash payments.

Under current law, medicare does not pay for services outside the United
States and its possessions. This rule could be changed to allow continued
coverage for. current beneficiaries in Puerto Rico. The effect, however, would
be that Puerto Rican hospitals, physicians, and other providers would be
subJect to extensive regulation by an agency of a foreign country. Strictly
speaking, medicare does not regulate providers; it sets forth conditions under
which it will purchase services rendered to its enrollees. In this sense, HCFA
rules affectmg Puerto Rlco provxders would be no different from the
- specifications any other agency might impose in buying goods or gervices from
a foreign suppher Still, medicare regulations (especially certification
requirements) can have such a pervasive impact on their prowders that their
continued imposition could be perceived as compromising Puerto Rican
independence.

An alternative is to pay Puerto Rico to furnish continued coverage to

current medicare beneficiaries, presumably under the same system it would
develop for vested future beneﬁc:arles Although the structure of this system
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cannot be predicted, it is not certain that Puerto Rico would choose to operate
one health care system for medicare beneficiaries and another for the rest of
its citizens. It might instead choose to treat its medicare payments as one
funding source for a general national health care system. This might have
two consequences. First, the vested "right" to medicare might be replaced by
access to a health care system of public hospitals and clinics comparable to
that currently available to Puerto Rico’s medicaid population. Second, the
entire Puerto Rican national system might be disproportionately dependent on
the U.S. contribution for a small sector of its enrolled population. As the
current medicare populatton dled off, other fundmg sources would have to be
found. , ,

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Enhanced commonwealth status would bnng no apparent change from
current law : :
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UNEMPLOYMENT COMPENSATION

THE CURRENT PROGRAM IN THE STATES

The unemployment compensation (UC) system provides short-term income
assistance to unemployed workers through a State-operated system created by
Federal tax incentives. The Federal Unemployment Tax Act (FUTA) and
Titles I, IX, and XII of the Social Security Act provide the framework for the
gystem. Its major objectives are to: (1) provide temporary relief through
partial wage replacement for unemployed workers who demonstrate a strong
labor force attachment; and (2) help stabilize the national economy
automatzcally by increasing net public spendmg during recessions and
increasing taxation during periods of economic growth.

The Federal-Stdte structure of UC places responsibility on the States for
program details based on broad Federal guidelines. State laws determine
individual eligibility, benefit amount, benefit duration, and disqualification
provisions. Federal law requires State programs to cover certain types of
employment.

Benefits are funded by State payroll taxes on employers. State tax
revenue funds the payment of regular UC benefits and half of the extended
benefits (EB) program. State UC laws determine the tax structure of the
program, and States collect the revenue from employers. This revenue is
deposited with the U.S. Treasury and credited to individual State accounts
within the Unemployment Trust Fund. It is counted as Federal revenue in
the budget. Funds are made available to States as needed for benefit
payments, and the State accounts are charged for this Federal reimbursement
of their benefit expenditures.

The FUTA imposes a 6.2-percent gross Federal tax rate on employers for
the first $7,000 in wages paid to each covered employee. In States with
federally approved programs and no outstanding Federal loans for the
program, employers are given a tax credit reduction of up to 5.4 percentage
points against the 6.2-percent tax liability. Thus, employers pay a net FUTA
tax rate of 0.8 percent. FUTA tax revenue is used to fund the administrative
costs of UC, the Federal half of EB, and loans to State programs that become
insolvent.

The system covers about 85 percent of all employed persons in 53 "State"
programs (the 50 States plus the District of Columbia, Puerto Rico, and the
Virgin Islands). During FY 1989, the U.S. Department of Labor estimates
that $13.8 billion will be paid to 6.9 million beneficiaries and that benefits will
average $148 weekly.
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THE CURRENT PROGRAM IN PUERTO RICO

The UC program.in. Puerto Rico 0perates on the same legal. basm as the
programs in the States. Puerto Rico’s UC program has several unusual
characteristics. . For example, while the regular benefit period can last up to
26 weeks in most States, Puerto Rico has a 20-week period. Most States set
an employer’s tax rate based on the firm’s experience with unemployment, but
Puerto Rico does not use this "experience-rating” approach to taxation. Puerto
Rico’s maximum weekly benefit amount of $110 is the lowest in the system.

During the first calendar quarter of 1989, Puerto. Rico had an
unemployment rate of 14.7 percent, higher than that of any State. There
were 31,000 UC beneficiaries in Puerto Rico during the quarter, and the cost
of their benefits durmg the 3 months was $23.4 million.

IMPLICATIONS OF STATEHOOD

Since Puerto Rico already operates a UC program on the same basis as
the States, no change in the existing program would be needed should Puerto
Rico become a State.

IMPLICATIONS OF INDEPENDENCE

If Puerto Rico should become independent, the UC program would no
longer exist as a component of the Federal-State system. However, there
would be several issues to resolve with respect to a transfer of program assets
to Puerto Rico and the rights of current beneficiaries and covered employees.
The pending legislation as drafted is silent on these transitional issues.

First, Puerto Rico has credits in its Unemployment Trust Fund account
for revenues collected from Puerto Rican employers against which charges for
benefit payments have not yet been levied. As of March 31, 1989, Puerto
Rico’s account balance was $448.4 million. An independent Puerto Rico would
probably ask that this balance, reduced by any further benefit payments that
might be made after independence for entitlements earned before
independence, be paid by the United States to the Republic of Puerto Rico.

Second, FUTA revenues are held in reserve in three Federal trust fund
accounts to pay future administrative costs, EB payments, and loans to State
programs. An independent Puerto Rico could argue that it should receive its
share of these reserves since it would have no future claim against these
accounts. Puerto Rico’s share would presumably be determined by the
proportion of national FUTA revenues that were collected from Puerto Rican
employers over the months prior to independence. As of March 31, 1989,
FUTA reserves totaled $8.2 billion. Puerto Rico’s share of FUTA revenue
collections was 0.6 percent during FY 1987.
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A final independence issue concerns entitlement of the Puerte Rican
unemployed to benefits. Benefits could be continued after independence for
the unemployed already in beneficiary status. Also, new benefit claims could
be allowed for persons who became unemployed after independence, but only
for job loss associated with a base period of employment that occurred before
independence. Puerto Rico’s base period is the first four of the last five
completed calendar quarters before the claim filing date. Benefits paid after
independence would be charged against Puerto Rico’s trust fund account.

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS
The proposed referendum.does not call for any changé in the status of
the UC system in Puerto Rico under commonwealth status. Presumably, UC

could not be included in a consolidated block grant since it provides direct
payments to individuals.
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EARNED INCOME TAX CREDIT

THE CURRENT PROGRAM IN THE STATES

The earned income tax credit (EITC) is a refundable tax credit authorized
under the U.S. Internal Revenue Code as a part of the individual income tax.
Eligible tax filers may use these credits to reduce their Federal income tax
liability. If a filer’s credit entitlement exceeds tax liability, the balance of the
credit amount is "refunded,” or paid directly, to the filer by means of a check
from the U.S. Treasury. An individual who. antlclpates being eligible for EITC.
can have the employer take it into account in determining tax w1thhold1ng
from wages. Anticipated eligibility for an EITC refund can result in an
increased pay check (i.e., negative tax withholding) for -employees who take
advantage of the mthholdmg process.

" To be eligible for EITC, a filing unit must have earned income and a
dependent child residing i in the household. The credit is currently worth 14
percent of the first $6,500 of yearly family earnings. The $910 maximum
credit is reduced by 10 cents for each dollar of adjusted gross income (AGI)
over $10,240. Thus, the credit phases out for families w1th AGI of '$19,340
or more.

The EITC first took effect in 1975. The credit ambunt and phaseout
income level have been increased several times since the original enactment
and are now adjusted annually for price inflation. Credits earned in 1989, and
generally paid in 1990, are projected to total $6.4 billion. They will go to 9.8
million families, or about one-third of all U.S. famlhes w:th children. '

Legislation to expand EITC is pending before Congress. The Senate has
passed legislation (S. 5), and the House Ways and Means Committee is
markmg up a bill. Since President Bush is supporting this type of legislation,
it is possible that EITC will be expanded by the 101st Congress.

THE CURRENT PROGRAM IN PUERTO RICO

The EITC generally is not available to families in Puerto Rico. Persons
living in Puerto Rico year-round are exempt from Federal income taxes and
pay only the Puerto Rican income tax. They are ineligible for EITC because
their income is exempt from the U.S. tax system. Puerto Ricans with U.S.
earnings who reside part-time in the States and file U.S. tax returns also are
ineligible for EITC because EITC is available only for persons whose tax
returns cover a 12-month period. (However, U.S. Government employees
residing in Puerto Rico are subject to the U.S. income tax, and some are
eligible for EITC.)

Puerto Rico has begun a demonstration of a wage subsidy using funds
from the nutrition assistance program. This subsidy, intended to encourage
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low-income family heads to work, will pay 26 percent of the Federal minimum
wage for up to 40 hours of work per week. While similar to the EITC, this
demonstration project will spend only $14 million in FY 1989, a small fraction
of the potential cost of EITC in Puerto Rico.

IMPLICATIONS OF STATEHOQOD

Puerto Rican statehood would bring its residents under the U.S. income
tax. Thus, eligibility for EITC would be available to all working Puerto
Ricang parents with dependent children who meet the income test.

The impact of this eligibility extension on the cost of EITC to the Federal
Government and on the Puerto Rican economy could be substantial. The
most recent individual income data for Puerto Rico are from the last decennial
census and thus are dated. However, a conservative estimate of how many
Puerto Rican families would have been covered in 1979 had today’s EITC been
available to them at the same real dollar levels shows that about 295,000
families would have been eligible. This group would have amounted to 65
percent of all Puerto Rican families with children in that year. If Puerto
Rican families would have had an average credit similar to that for the United
States as a whole ($5562), the cost of these benefits would have been $163
million in today’s dollars, which would raise the total cost of EITC for 1989
by 3 percent. These additional cash payments would not be taken into
account in determining AFDC benefit amounts for families under that program
under a law that takes effect October 1, 1989. EITC payments would also be
ignored in most cases in the determination of benefit amounts under Puerto
Rico’s nutrition assistance program.

IMPLICATIONS OF INDEPENDENCE

The EITC would not be available in Puerto Rico under independence.
Although Puerto Rican residents could elect U.S. citizenship at the time of
independence, the denial of EITC eligibility to Federal tax filers who exclude
income earned in a U.S. possession or a foreign country would continue to
apply, thereby eliminating Puerto Rican residents from EITC.
IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

The proposed enhancement of commonwealth status would not affect the
U.S. tax code. Thus, EITC would continue to be unavailable to Puerto Ricans.
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MATERNAL AND CHILD HEALTH SERVICES BLOCK GRANT

THE CURRENT PROGRAM IN THE STATES
Program Description

The maternal and child health (MCH) services block grant, authorized
under Title V of the Social Security Act, provides grants to each State and
insular area to meet a broad range of health services, including preventive,
primary care, and habilitative services, to mothers and children. Funds are
allocated among the States on a percentage formula based on the FY 1981
funding levels for the programs that were combined into the block grant when
it was created in FY 1982. In addition, 15 percent of the funds appropriated
for the block grant each year are set-aside for special projects of regional and
national significance (SPRANS) in the categories of research, training,
hemophilia, genetic diseases, and maternal and child health improvement,
- including infant mortality and efforts relating to children with special health
care needs. ' ' '

States determine eligibility criteria for MCH services. The law provides
that block grant funds are to be used to assure access of mothers and
children, “particularly those with low income or limited access to health
services," to quality health services. Low-income mothers and children are
those with family income below 100 percent of Federal poverty guidelines.
States determine the level of services provided under the block grant,
including prenatal care, well-child care, dental care, immunization, family
planning, and vision and hearing screening services. Services may also include -
inpatient services for children with special health care needs, screening
services for lead-based paint poisoning, and counseling for parents of sudden
infant death syndrome victims. In order to receive their MCH block grant
allocations, States are required to match each $4 in Federal funds with $3 of
their own.

Program’ Operation

In FY 1989, a total of $554,268,000 was appropriated for the MCH block
grant. Of this amount, $465,293,000 was allocated in grants to the States,
and $88,975,000 was distributed in SPRANS project grants to 490 grantees.
The MCH program does not have the authority to collect uniform data from
the States on the number of program recipients, although some States do
gubmit such information in annual reports on program operation.
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THE CURRENT PROGRAM IN PUERTO RICO
Program Description

For the purposes of the MCH block grant, Puerto Rico is treated as a.
State, and the program operates as in the 50 States, The program is
administered by Puerto Rico’s Department of Health.

Progra.m Operatmn

In FY 1987, the most recent . year_ for whxch such data are avaxlable,
Puerto Rico received an MCH allocation of $11.5 million. For this, it was
required to spend $8.6 million in matching funds but it actually spent $14.4
million of its own funds on its MCH program.® In FY 1987, the Puerto Rico
MCH program served 40,717 prenatal patients through 237,766 clinic visits.
That year the program also served 8,881 postpartum patients. A total of
46,127 infants, 39,876 preschool children, and 57,586 school-age children and
adolescents recewed comprehensive health services. Neonatal intensive care
was provided for 499 infants, and 18,867 children with special health care
needs received services through 123,000 health visits. In addition, 42,676
women received family plannzng services.?!

IMPLICATiONS OF STATEHOOD :

Since Puerto Rico is treated as a State for purposes of the. MCH block
grant, a change in the Commonwealth’s status to a State apparently would
have no effect on this program.

IMBLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for a share
of the MCH block grant as currently authorized. Presumably, Federal MCH
funds would be included in the aid package that would be provided to Puerto
Rico to replace Federal funds for several years after the proclamation of
independence. : :

20FY 1987 program expenditure deta are from: Public Health Foundation.
Public Health Agencies 1989: An Inventory of Programs and Block Grant
Expenditures. Washington, 1989.

Mnformation on clients served obtained in telephone conversation July
24, 1989, with spokesman of Division of Maternal and Child Health, Health
Resources and Services Administration, U.S. Department of Health and
Human Services.
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IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

Section 407 of the substitute S. 712 provides, under enhanced
commonwealth status, for the consolidation in any fiscal year or years of
certain Federal grant-in-aid programs available to Puerto Rico, with certain
exceptions. The consolidated grant would be at least equal to the sum of
grants to which the Commonwealth would otherwise be entitled under the
separate programs. The consolidated grant would be for the programs and
purposes authorized under any of the grants consolidated, but the
Commonwealth would determine how the funds should be allocated.
Regulations would be published covering the application and reporting process,
and the.Pederal administering authority would be required to waive any
requirements for matching funds.

Enhanced commonwealth status and the resulting consolidation of grants-
in-aid could have implications for the MCH block grant. This provision does
not specifically exclude the MCH block grant, so, presumably, Puerto Rico
could (but would not be required to) request the funds under this program be
included in a consolidated grant. In such a case, Puerto Rico would receive
the same amount of funds it would otherwise be eligible to receive under the
MCH block grant, but could use these funds for other purposes. The possible
elimination of separate application and.report requirements could reduce
administrative costs to.the Commonwealth and make more funds available for
program services. The elimination of requirements for matching funds could.
allow the Commonwealth to reduce its own spending for maternal and child
health services activities. As seen above, Puerto Rico currently spends more
of its own funds for such activities than is required by the matching
provisions of the MCH block grant authorizing legislation.
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TITLE IV-B CHILD WELFARE SERVICES

THE CURRENT PROGRAM IN THE STATES

The child welfare services prog'ram provides 75 percent Federal matchmg
grants to States for a variety of services intended to protect the welfare of -
children. The services are to address problems that could result in neglect,
abuse, exploitation or delinquency of children; prevent the’ ‘Unnecessary °
separation of children from their families and restore them to their families
when possible; place children in adoptive homes if restoration is not possible;

and assure adequate foster care when chxldren cannot be returned home or
placed for adoption. :

“The FY 1989 appropriation for child welfare services is $246.7 million.
These funds dre allotted to States according to a formula that takes into
account the size of the State’s population that is under age 21 and the ratio
of per capita income in the ‘State to per capnta income ‘in all the States and
territories. ‘States with lower per capita incomes have' hlgber per capita
allotment percentages than Statés with higher per caplta incomes, although -
a minimum is set for higher income States and a maximum-applies to low-
income States. ‘States (including Puerto Rico) receive theit share of funds -
appropriated in éxcess of $141 miilion' only if they have implemented specified |
protectionis for children in foster care. ~There are minimal . reporting
requirements under the program and there are no reliable national or State
data on the use of funds, including services provided or persons served.

THE CURRENT PROGRAM IN PUERTO RICO

Puerto Rico is considered a State for the purposes of this program.
Funding is allocated on the basis of the population under age 21, but the
allotment percentage for Puerto Rico is set at the maximum allotment level
rather than on the basis of actual per capita income. In addition, Puerto Rico
is not eligible for a share of funds appropriated in excess of $141 million
because it has not implemented the specified protections for children in foster
care. In FY 1989, Puerto Rico received $6.5 million under this program,%
Information on the use of funds under this program is not available.

IMPLICATIONS OF STATEHOOD

Puerto Rico would receive funds on the same basis as other States under
this option. This would mean that Puerto Rico’s allotment percentage would
be based on actual per capita income rather than being assumed to be at the

22U.8. Department of Health and Human Services, Office of Human
Development Services, Administration on Children, Youth and Families.
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cap. However, Puerto Rico’s allotment percentage {(and funding under the
Title IV-B program) would remain the same based on its current per capita
income. Per capita annual income in Puerto Rico is estimated to be less than
one-third the U.S. per capita income.”® The allotment for Puerto Rico could
not increase on the basis of statehood, because its allotment percentage
already is the highest permitted under the law.

IlV.[PLIC_ATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under Title IV-B. Presumably, funding for the Title IV-B program
would be included in the aid package to replace Federal programs provided to
Puerto Rico for several years after the proclamation of independence.

IMPLICATIONS'OF ENHANCED COMMONWEALTH STATUS

The substitute S. 712 would allow Federal agencies to consolidate grants
made to Puerto Rico (other than those used for direct payments to classes of
individuals) to minimize - apphcatlon and reporting requirements. The
consolidated grant could be used for the purposes authorized under any of the
consohdated programs. The grant amount would be at least equal to the sum
of grants to which the Commonwealth would otherwise be entitled.
Presumably, the administering authority would waive the requirements for
matching funds. The Title IV-B program is not specifically treated as an
exception under the bill, Hence, Puerto Rico presumably could (but would not
be required to) request that the funds under this program be included in a
consolidated grant. In this case, Puerto Rico would receive the same amount
of funds it received under Title IV-B (e.g.,, $6.5 million) but could use these
funds for other purposes. (It could also use other funds for child welfare.)
Incentives to consolidate the child welfare services program with others would
include reductions in paperwork requirements (the elimination of multiple
applications and reporting) and the possibility that the matching funds
requirement would be lifted. If the consolidation of Title IV-B were not
requested, Puerto Rico presumably would continue to receive funds as outlined
under current law.

ZEstimated by the Bureau of Economic Analysis, U.S. Department of
Commerce.
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TITLE IV-E FOSTER CARE AND ADOPTION ASSISTANCE

THE CURRENT PROGRAM IN THE STATES

The Title IV-E foster care program provides open-ended Federal matching
funds to States for maintenance payments made for AFDC-eligible children
in foster care. The program is required of all States participating in AFDC
(all States do). The Federal matching rate for a given State is that State’s
medicaid matching rate, which averages about 53 percent nationally. States
may also . claim - open-ended Federal matching (50 percent) for their
administrative costs and (75 percent) for training costs. States have up to 2
years to make claims for expenditures under the IV-E foster care program;
thus, the actual funding for ¥Y 1988 and FY 1989 is still in flux. The FY
1989 appropriation for foster care is $1.023 billion (which includes funds for
prior years’ expenses). The Administration estimates the FY 1989 costs for
the IV-E foster care program to be $1.03 billion, It is estimated that 123,000
children participated in the program on an average monthly basis in FY 1988.

~ The Tltle IV-E adoptlon assistance program provides Federal matching
payments to States for adoption assistance payments made to parents who
adopt AFDC- or SSI-eligible children with special needs; and for the one-time
adoption expenses of parents of special needs chlldren whether or not they
are AFDC- or SSI-eligible. The Federal matching rate for the open-ended
adoption assistance payments for a given State is that State’s medicaid
matching rate. States may also claim open-ended Federal matching for their
administrative costs (50 percerit) and for their training costs (76 percent).
States ‘may ¢laim up to 50 percent Federal matching for the one-time adoptxon
expenses, up to a maximum of $2, 000 total for each placement. As in the
Title IV-E foster care program, States have up to 2 years to make claims for
expendxtures under the adoptzon assistance program; thus, the actual funding
for FY 1988 and FY 1989 is still in flux. The FY 1989 appropriation for the
adoption assistance program is $111.7 million (which inciudes money for prior
years’ expenditures). = The Department of Health and Human Services
estimates the FY 1989 costs for the IV-E adoption assistance payments to be
$111.7 million. It is estimated that the average monthly number of children
participating in the program in FY 1989 was 38,000.

THE CURRENT PROGRAM IN PUERTO RICO

The Administration indicates that Puerto Rico does not currently receive
funding under the Title IV-E programs, although it is included in the
definition of State and would presumably be eligible for funds within the
section 1108 cap as described in this memo under the Title IV-A AFDC
program. As noted in that description, Puerto Rico is eligible for up to $82
million in FY 1989 for total expenditures under several programs including
Titles IV-A and IV-E.
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IMPLICATIONS OF STATEHOOD

. Effective on the date of admission to statehood, Puerto Rico would receive
funds on the same basis as other States. If, like the other States, Puerto Rico
were not subject to the cap on expenditures for programs specified under
section 1108, it would be more likely to ¢laim reimbursement for its foster
care and adoption expenses under Title IV-E. As noted above, these are
generally open-ended reimbursements for the costs of serving eligible children,
based on the State’s medlcaxd matchlng rate

mPLIcA'rI'oNs OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under the Title IV-E program. Presumably, all Title IV-E funds would
be included ini the consolidated aid package provided to Puerto Rico, for several
years af‘ter the proclamatxon ot‘ mdependence

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

This option would allow Federal agencies to consolidate grants made to
Puerto Rico, other than those for direct payments to classes of individuals.
Because the Title IV-E foster care and adoption assistance programs provide
funding for direct payments to classes of individuals, they probably could not
be consohdated under this option. However, this could be subject to legal
mterpretatlon Currently, Puerto’ Rico does not receive funds under these
programs =

— 179 —



CRS-60
TITLE XX SOCIAL SERVICES BLOCK GRANTS

THE CURRENT PROGRAM IN THE STATES

. Title XX is an appropriated entitiement that provides Federal funds as
block grants to States to support a variety of social services, with no State
matching required. Funds are allotted to States on the basis of their share
of total population in the 50 States and the District of Columbia. There are
minimal reporting requirements under the program and there are no reliable
national or State data on how funds are spent, including services provided
or persons served. However, annual preliminary plans submitted by the States
indicate the range of services provided. In FY 1987, the service category
provided by the largest number of States was home-based services (including
homemsaker and home health services), followed by day care for children;
protective or emergency services for children; employment, education and
training services; and protective and emergency services for adults. A variety
of other services were also provided. The FY 1989 appropriation for the Title
XX program is $2.7 billion.

THE CURRENT PROGRAM IN PUERTO RICO

. Puerto Rico’s annual allotment of Title XX funds is based on the ratio
of the funds Puerto Rico received in FY 1981 to total Title XX funds. In
addition, Puerto Rico may use funds for the Title XX program that are not.
expended within the cap specified under section 1108 (described in the section
of this memo on Title IV-A AFDC). The FY 1989 allotment under Title XX
for Puerto Rico is $14 million. Puerto Rico reported that it planned to use
its Title XX funds in FY 1987 for case management; counseling; day care for
children and adults; disabled services; employment, education and training
services; home-based services; residential care and treatment; and social
support gervices.

IMPLICATIONS OF STATEHOOD

The substitute S. 712 provides that Title XX would operate in Puerto
Rico as it currently does in the 50 States. If Puerto Rico received Title XX
funds under the same formula that applies to other States--on the basis of
population--its Title XX funding would be likely to increase substantially. For
example, the State of Connecticut, which has a population roughly equivalent
in size to Puerto Rico, receives $36 million in Title XX funds in FY 1989,
compared with Puerto Rico’s aliotment of $14 million. Presumably, the
additional funds that might be available for Title XX under the cap specified
in section 1108 would not be available under this option.
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IMPLICATIONS OF INDEPENDENCE

Puerto Rico as an independent nation would not be eligible for Federal
funds under Title XX. Presumably, Federal Title XX funds would be included
in the consolidated aid package that would be provided to Puerto Rico for
several years after the proclamation of independence.

IMPLICATIONS OF ENHANCED COMMONWEALTH STATUS

The substitute S, 712 would apply the provisions of P.L. 95-134, relating
to consolidation of Federal grant programs, to Puerto Rico. These provisions
currently apply to the Virgin Islands, Guam, American Samoa, the Trust
Territories of the Pacific Islands, and the Northern Marianas. P.L. 95-134
allows Federal agencies to consolidate grants available to these insular areas
in response to a single application. If Puerto Rico were brought under this
legislation, it could receive consolidated grants from Federal agencies equal to
the sum of grants to which it would otherwise be entitled from that agency.
The consolidated grant would be for the programs and purposes authorized
under any of the grants being consolidated, but the Commonwealth would
determine how the funds should be allocated. Regulations would be published
covering the application and reporting processes. Presumably, the
administering authority would waive the requirements for matching funds.
The Title XX program is not treated as an exception under the bill. Hence,
Puerto Rico presumably could (but would not be required to) request that
funds under this program be included in a consolidated grant from the
Department of Health and Human Services. In this case, Puerto Rico would
receive the same amount -of funds it would otherwise be eligible to receive
under Title XX, but could use these funds for other purposes. One possible
incentive to consolidate the program with others would be the reduction in
paperwork required in the application and reporting processes, although the
paperwork burden of Title XX currently is minimal. It is uncertain how the
additional funds that might be available for Title XX under the section 1108
cap would be affected by this option.
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MR. CHAIRMAN, my name is Carolyn Merck. I am a legislative analyst
with the Congressional Research Service (CRS). The purpose of my testimony
today is to describe how welfare programs and recipients might be affected by
a change in Puerto Rico’s status. My statement is largely drawn from a
report CRS prepared last summer at Senator Moynihan's request.

I would like to preface my testimony by saying that I will not address
program costs or budget effects, as the Congressional Budget Office is charged
with the responsibility of providing such estimates for the Congress.

In order to keep my statement brief, I will discuss only the most
significant changes that would occur if Statehood were to be chosen in the
referendum. However, most welfare programs would be unaffected by the
enhanced Commonwealth option, and, under independence, welfare programs
would no longer be the responsibility of the U.S. Government.'

If Statehood were to be the outcome of the referendum, the Earned
Income Tax Credit (EITC), and the Supplemental Security Income (SSI) and
Food Stamp programs would undergo the most significant changes in scope.
These programs have federally financed, nationally uniform eligibility and
benefit criteria and are generally geared to serve a population whose income
is low relative to mainland U.S. incomes. Because incomes in Puerto Rico are
far below those of even the poorest state, the eligibility levels for these
programs would occur at a point below which a large segment of the Island’s
population would falt.?

'Under independence, many issues pertaining to the social security
retirement program would have to be resolved by a special transition
commission, including credits for work performed under the U.S. system and
which nation’s program would pay for the benefits according to what formuia.
At least in the short run, there could be increased costs to the United States
if it continued to pay Puerto Rican beneficiaries but no longer collected
payroll taxes from Puerto Rican workers and employers.

?According to 1980 census data, the median family income in the United
States was nearly $20,000; in Mississippi, the poorest State, it was $14,600,
but in Puerto Rico it was only $6,000. Using the income standard that
defines poverty in the States, in 1980, 9.6 percent of families in the United
States fell below poverty. In Mississippi about 20 percent of families were
poor, and in Puerto Rico 58 percent fell below the U.S, poverty line.
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EARNED INCOME TAX CREDIT

The Earned Income Tax Credit (EITC) is a refundabie tax credit for
households with earned income and dependent children. It is not available in
- Puerto Rico because it ie part of the U.S. income tax system. However, upon
- implementation of the Federal income tax in the State of Puerto Rico, this
program would be extended to all working Puerto Rican parents with adjusted
gross incomes below $19,340.

Given the distribution of family income in Puerto Rico, a rough estimate
shows that in 1979 almost two-thirds of all Puerto Rican families with
children would have been eligible for the EITC if it had been available then
at today’s real dollar levels.

SUPPLEMENTAL SECURITY INCOME

The Supplemental Security Income (SSI) program, which is not available
in Puerto Rico, provides federally financed, nationally uniform monthly cash
assistance to low-income elderly, blind, and disabled persons.

Instead of SSI, the Commonwealth operates a program of Aid to the Aged,
Blind and Disabled (AABD) according to locally determined eligibility and
benefit criteria. Federal funds going to Puerto Rico for AABD are subject to
‘an annual cap, and the Commonwealth is required to pay 26 percent of
benefit costs.® '

Under Statehood, SSI would replace the AABD program at 100 percent
Federal expense, and the cap on Federal funds would be removed. Income
eligibility and maximum benefit levels would increase from $32 monthly (for
those with no other income and no shelter costs) to $368 monthly (about $245
if they lived in another’s household). A jump of this magnitude undoubtedly
would expand the population eligible, increase payments to program
participants 8- to 11-fold, and could potentially affect persons other than SSI
recipients. The elderly in Puerto Rico tend to live in extended households,
and a large increase in the income of one household member might create a
work disincentive for other household members. .

: SFederal funds for AABD are combined with funding for Aid to Families

with Dependent Children (AFDC), emergency assistance, and foster care and
adoption assistance. In 1989, Federal funds are capped at $82 million. In
1987, AABD payments in Puerto Rico totaled $17.2 million (Federal plus
Puerto Rican funds).
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THE FOOD STAMP PROGRAM

~Although the Food Stamp program is not under the jurisdiction of this
' committee, its counterpart, the nutrition assistance program (NAP), is the
linchpin of Puerto Rico’s welfare system. The NAP provides more money and
~ affects more people in the Commonwealth (about 43 percent of the population)
than all other means-tested welfare programs put together.

~ Statehood would require the extension of the regular Food Stamp
program to Puerto Rico with four major consequences:

'+ Benefits would have to be issued in food stamp coupons rather than
cash, requiring implementation of redemption procedures and
monitoring of food store operations;

+  The number of recipients could increase by 400 ,000 persons, to well
over half the population;

-+ Benefits to participants would rise sngmﬁcantly, by at least 20
o percent and

_+  Puerto Rico would lose the very substantial flexibility it now has to
design its major cash welfare program as it sees fit, without the
panoply of Federal food stamp rulea that States must follow.

Overall, this increase in income to a large segment of the Island’s
population in the form of coupons earmarked for food could create distortions
~ of uncertain dimensions in food markets and the economy in general.

AID TO FAMILIES WITH DEPENDENT CHILDREN

" Puerto Rico decides benefit levels and eligibility criteria for the Aid to
Famll:es with Dependent Children (AFDC) program, as do the States.
However, unlike the program in the States, funding is subject to a cap, and
Puerto Rico is required to pay 25 percent of benefit costs. AFDC covers only
about 5 percent of the population and, thus, is much smaller in scope than
the NAP or, potentially, the Food Stamp program.

If Puerto Rico were to become a State, the cap on Federal funding would
be removed, and the Federal Government’s share of benefit costs would rise
from 75 percent to 83 percent. However, it is unclear how Puerto Rico would
respond to open-ended funding for AFDC at an 83 percent matching rate. By
spending somewhat less money,; Puerto Rico could maintain existing benefit
levels, Because the Food Stamp program would be. available to a broader
- population and would offer higher benefit levels at no cost to Puerto Rico,

there would appear to be little reason for Puerto Rico to expand its AFDC
program, ' :
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MEDICAID

The Medicaid program is available in Pierto Rico under current law, but
it functions under vastly different rules from those that prevail in the States.
Medicaid funding in Puerto Rico is capped, and the Commonwealth must pay
half of program costs. Under Statehood, the cap on Federal funds for
Medicaid would be removed, and the Federal share of costs would rise from
50 percent to 83 percent. As a result, Federal spending for Medicaid in
Puerto Rico could more than double.

In addition, Puerto Rico would become subject to new requirements for
furnishing more extensive coverage to some classes of individuals (pregnant
women and infants in families with incomes up to 100 percent of the Federal
poverty line), while cutting off coverage to others (persons with incomes over
133-1/3 percent of the AFDC payment level).* Also, Puerto Rico would no
longer be permitted to restrict Medicaid providers to public hospitals and
clinics.

CONCLUSION

In conclusion, under the Statehood option for Puerto Rico, a sharp rise
in welfare benefits could dramatically reconfigure the outline of the Island’s
income distribution. While, on the one hand, this could have salutary effects
on the living standards of many low-income people, the effect on labor force
participation and work disincentives in an economy in which unemployment
is already very high (14.5 percent) is an issue of serious concern.’

‘Puerto Rico provides medical services financed by Medicaid to persons
with incomes up to five times the AFDC payment level ($5,700 for a three-
person family in 1986).

5In 1987 the labor force participation rate (persons age 16 and over) was
44.1 percent: 59.7 percent for males and 30.4 percent for females.
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TO
FROM :  Batte Taylor

Apalyst in Ameriean National Government

Goverrmant Division
SUBJECT : Treatment of Lenguage in Instances of Admission to

Statehood

This memorandum wss prepared in respotse to your request for an
analysis of bow language was treated when new States were admitted to the
Union. The analysis that follows deals with how the language issue was
mt;; in the statehood deliberations for Loulsiana, Oklshoma, New Mezicn

zona.,

These four States, which had large groups of non-English spsaking
* residents, were admitted to the Union with language conditions in their
enabling acts.! Louisiana’s enabling act mandated that its laws, records and
~ proceedings ba conducted and preseyved in the language of the U.S.
government—the word "English® was not used. Oklahoma's enabling act
dictated that all public schoola be conducted in English, Both Arizona’s and
New Mexico’s enabling acts contained identival language cresting a publie
school system to be conducted in English as well as presoribing English
literacy qualificationa for State legislators.  Additionally, the New Mexico
constitution directad that all laws passed after statehood be printed in both
English and Spanish for a period of twenty years. A brief historical synopsis
describing the admission of these Statas follows.

The Louisiana territory, a large portion of whoss population spoke French
or Spanish, was ceded to the United States by France under the terms of the
Louigiana Purchase, which was ratified by Congress in 1803.  In 1911,
Louisiana’s territorial legislature petitioned Congress for admission to thae
Union, This move was opposed by some in Congress as being both

4 United States Ganeral Aceounting Officn. Puerto Riso’s Political Future:
‘A Divisive Isaue With Many Dimensionas. GGD 81.48, March, 1981., p. 81.
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unconstitutional and unwise, Opponents of statshood contended that the
admission of new States might set an unhealthy precodent that would
threaten the privilege and autonomy of the existing States.d But the Treaty
with France had provided for assimilation of the new territory into the Nation
by the creation of a number of States as soon as possible. The Suprems
Court later upheld the majority’s view as to the constitutionality of
Louisiana’s admission.? _ :

When Louisiana was admitted in 1812 as the 18th Stats, its snabling act
provided that: 3 _

.+ » the laws which (Louisiana] may pass shall be promulgated,
and its records of every description shall be preserved,
and jts judicial and legislative written proceedings conductad,
in the longuage in which the laws and the judicial
and legislative proceedings of the United States are

_mow published and conducted.*

Statehood was advocated by many in the territory of Oklahoma in the
sarly 1890s, but several factors complicated this picturs. For one, the
territory had a large number of Indians, and their political position under
new State was unclear. There were also two 'statebood” movemenis; one
supported the establishment of one State and an alternative movement looked
. to create two Siates. It was thought that Oklahoma alone would make &
Republican state but. that with the addition of Indian Territory it would be

~ 'Democratic,®

o ‘Se\f}e-rrgl_' conventions wera held to consider statehood in both territories
(Oklahoma and the Indian Tetritory) after 1890, In the Indian territory, the
convention showed considerable opposition to statahood. One proposal from

2 Arguabiy, & far more important factor in the statehood daliberations was
tha feeling that Louisiana might vote for the majority Republican-Democrat
tickat rather than that of the Federalists. Huddle, Frank P. Admissions of
- New States, Editorial Research Reports. v. 1, Mar, 20, 1946, p. 192,

* Huddle, Admission of New States, p. 192.

| 42 Stat, 641.643; Fabruary 20, 1811, Emphasis added.

.. * Taneill, William R. The States after the Original Thirtesn: Sketches of
the Cireumatances incident to their Admission. Legislative Research Service.

- Washington, March 3, 1954. p. 26. Also ses Foreman, Grant. A History of
Oklahoma. Norman, Okla., University of QOklahome Prass, 1942, pp. 310-3186.

— 190 —



CRS8-3

the Indmn tarritory would have ‘stablished the new state of "Ssquoyah.”

However, no haarings wers held on the Senats and House bills containing

dual States for Oklahnma, becauss the prevailing sentiment was strongly in
!‘avor of & umﬂtd Stata. .

Becauss of the large numhor of American Indians mhahxtlng the new
State, Oklahoma's enabiing act provided that:

‘Pfﬂﬁlibh;l sh’ajl be made for the -establishment and maintenance of a
~ system of public schools, which shall be open to all the children of said

State and free from sectarian control; and suid schools shall aiways be
~ conducted in English: Provided, That nothing herein uhall preclude the
 teaching of other languages in said public schools . .

New Mu!no and Arlzonn

~ ‘The movement for the admission of New Mexico and Arizona as States
began many years before admission was achieved, As early as 1873, advocates
for New Mexico statehood argued that the territory’s inereasing wealth and
population and the maturity of its civilization (many centuries old) shouid
qualify for statehood. Perhaps more important was the fact that the Treaty
of Guadalupe-Hidalgo, by which New Mexico had been transferred to the
Unitad Statas, obligated eventual statehood, Opponenis were quick to point
out that nearly all the area's population was Spnninh-lpeaklng and that
" these people could neither speak English nor read or write in their own
language. Nevertheless, in May 1874, a statehood bill for New Mexito passed
the House by a decisive majority. In the next session, the legislation was
amended and paseed by the Senate, but the amended version was not accepted
by the House. During the remainder of the nineteenth century and the early
years of the twentieth century, the statehood movement (sither for one State
or for both) continued unabated. In 19058 a hill to combine the two
territories into one State was defeated.’

8 Tapsill, p. 26,
7 34 Stat. 267-278; June 16, 1908.

' Tansill, p. 27. Also see Oberholtzer, Ellis Paxaon. A History of the
United States Since the Civil War., 5 vol. New York, The Macmillan Co.,
1936. v. 3, p. 370-1; v. 4, p. 681; v, 5 p. 332, and Coan; Charles F. A History
of New Mexico. Chicago and New York. The American Historical Society,
1925. 3 vol. v. 1, p. 410-15,
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After more than fifty bills on statehood for New Mexico and Arizona wers
considered by the Congress over a span of 35 years, enabling acts for both
tarritories were passed June 20, 1910.°

Both these enabling acts mandated that school instruction be conducted
English and that the State legislators be proficient in English, The following
i3 an excerpt from New Mexico’s mabling aect: _

. + provision[s] shall be made for the sstablishment and maintenancs of
a systam of public schools, which shall be open to all the children of said
State and fres from sectarisn contrel, and that said schools shall always
be conductéd in English . . . that the ability to read, write, speak and
understand the Engiish Iang'uagc sufficiently well to condust the duties
of the office without the aid of an interpreter shall he a necensaz?r
qualification for all State officers and members of the State lagulnture

Arizona’s enabling act contained identical language."

Furthermore, New Mmco s constitution arplicltly safeguarded the rights
of Spanish-speaking residents by mandating that, after admission to statehood,
- all laws passed subsequently be printed in both English and Spanish for a
period of twenty years. The following languagi remaing as part of‘ the current
congtitution of New Mexico:

For the first twenty years after this sonstitution goas into effect all laws
passed by the legislature shall be published in both the English und

" Spanish languages and thereafter such publication shall be made as the
legislature may provide. L |

I trust that this information mests your needs. If Il can be of further
~asgistance, please call me at 707-5351. -

. BAT/ela

* Dbid.

10 3§ Stat. 657; June 20, 1810,

1 8§ Stat. 568; June 20, 1910,

4 Naw Mexico Statutes: Ast. XX, Sec: 12,
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AMERICAN LAW DIVISION

MEMORANDUM May 4, 1950

SUBJECT: Congressional Authority Under the United States Constitution

e to Extend Voting Rights for a Federally Mandated Plebiscits in
Puerto Rico to All Individuals Who Were Born Subject to the
Jurisdiction of Puerto Rico '

AUTHOR:  Kenneth R. Thomas

This memorandum addresess the issue of whether the United States

Congress {8 authorized under the United States Constitution to extend voting

. rights for a federally-mandated plebiscits, which will determine whether

Puerto Rico should become a state, remain a tommonwealth, or become

independent, to individuals who were born subject to the Jjurisdiction of Puerto
Rico and who are United States citizens.

It should be noted that the proposal undar suggestion may significantly
expand the pool of eligible votars for this plebiscite beyond those person wha
are currently eligible to vote in Puerto Rican elections.! Puerto Rito, like

! Pora.nind!ﬁdudmhxqudmﬂdmrinmmm,homwﬁﬂﬁnﬁw
qualifications, which are st forth below.

1) He must be a citizen of the United States.

2) He rmust be a citizen of Puerto Rico. Citlzens of Puerto Rieo include those persona
born in: Puerto Rico and subject to the Jurisdiction of Pierto Rico; and those United
Btated citizens who soquire domicile in Puerto Rico. 1 LPRA. §7 (1984). Pusrto Risan
law requires that citizens in either category must majntain their domicile in Puasrto Rico

- in order to retain their citizenship. See Fiddler v. Secretary of Treasty, 45 P.R.R. 302
(1662). - - : ‘ -

S)Hommtbedomloﬂedmhammmmidhhthnphmlnwhichupomnil
considered to be settled for certain lsgal purposes. 25 Am. Jur. 2d Domicll §1 (1068).
Although the concept is relatad to a person’s reaidence, they ere not necessarily the same,
A person may have sevaral residences, hut can omly have one domiclle. Id, at §2
Generally, tha requirement of domicile Is that a pereons both has some ol "rosidence’
ina location, and that this presenoce is coupled with an intent to stay in that location for
the indefinite future. The concept of domicile, however, dosa not exclude the ‘powsibility
of long abeences from u location, such as for military leave, educational or businsss
purposes. Id. at $31,

4) He muat be eighteen years of age.
| o — 193 —
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most tarritories and states, allows "absentee” voting for Puerto Rican citizens
who are registared to vote but who are unavoidably sbsent from the territory
on the day of the election However, if a Puerto Rican citizen changes his
"domicile” to a different state, he will lose his citizenship.’ Thus, the proposal
would allow individuals who ware not currently citizens in Puerto Rico, but

who were born subject to the jurisdiction of Puerto Rico, to vote in the
plebiscite, -

~ Puerto Rico i3 currently in a commonwealth relationship with the United
States! Although the application of specific provisions of the United States
Constitution to Puerto Rico is a matter of some complexity, it has long bean
held by federal courts that Puerto Rico is subject to the legislative authority
of the United States Congress.® The power of Congress to legislata regarding
Puerto Rico would appear to arise from a number of lagal bases: 1) the
congressional authority under Article IV of the Conatitution to legislate
regarding territories;® 2) constitutional authorities under Article I of the
Comnstitution, such as the power to regulate commeres;’ and 3) the inherent
power which the United States possesges incident to its sovereignty over
Puerto Rico.?. : .

5) He must not be otherwise legally disqualified fram voting,

See 18 LP.R.A, §3083 (1984). - o

- There may be an ex¢eption to Pusrto Rico’s requirement of establishing domieile to
acquire votlng rights, Federal law requires that territories and states allow overseas Unitad
States cltizens to vote for foderal offielals in the varfous territoviea and states. 42 11B.C,
$1978-1 (1986). This would appear to apply whether or not these oversses citizans ave
officially domicilad in that state, See supra note 12,

? 18 LP.R.A $5288 (1884),

8 See supra nota 1,

. 4 A Leibowits, Defining Siatus: A Comprehensive Analysis of United States Territorial
Relations 127 (1889).- The Unitad States Conatitution, under Artlele IV of the Constitution,
only sets forth . two -categories of pelitical emtitias which make up the United States -
"orritories” and “states”. Although some argus that a commonwealth status confers more
political autonomy than that which ls conferred upon a territory, it is not ¢lear that the
Supreme Court or the federal circult courts have found this enhanced relationship to represant
a-limit to the United States’ authority over Puerto Rice. Id, at 47-40.

‘ Sée; e.g, Downes v. Bldwell, 182 u.s. 244 (1901% A Leibowity, supra note 4, at 81,
8 U8, Const. Article IV, §3, . 2. Congress has dorainion, soversigaty, and full
legislative authority over the national and local affairs of territories. Unitad States v. Oregon,
296 17,8, 1, 28 (1935). See A, Laibowits, supra nots 4, at 10. :
T US. Conut, Art. 1, §8, . 3. Ser A, Lalbowits, cupra nets 4, at 16.

! Gee National Bank v. Yankton, 101 U.8. 129, 132-38 (1880); A, Lelbowitz, apra note
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- The above cited powers would appear to establish a sufficient
‘constitutional basis for the Congress to mandate a plebiscite for Puerto Rico
to determine what political status is desired by the populace.? As an adjunct
%o this power, it would appear necessary for the Congress to establish voting
requirements for such a plebiscite. Although the Congress may not exersise
its guthority in such a way as would viclate other constitutional protections,
there would appear to be no constitutional requirement that the Congress
set the plebiscite voting qualifications to paralle] present Puerto Rican eloction
laws, The question thus arises as to what precisely constitutional limitationa
there are on how such voting qualifications could be established,

It should be noted that the propesal in question does not appear to
contemplate discriminating among citizens of Puerto Rico, which might raise
equal protsction concerns.” In addition, such legisiation should not
discriminate against a suspect class, such as, for instance, a-law which
restricted voting to only persons living on the mainland, as opposed to
overseas U.S. citizens,!! The legislation might also need to be drafted 80 that
there would be no Puerto Rican citizens who were ineligible to vote in the
plebiscite, while similarly-situated non-residents outside of Puerto Rieo would
-become 80 eligible.”® Rathor, it is assumed that the proposals would even-
handedly extend voting rights ins the plebiscite to all individuals who aps mot
citizens of Puerto Rico, but who were born subject to the jurisdiction of
Puerto Rico,® = - . | o

©® In fast, the Usilted States has previously mandated & plakiscite related to the
‘admigsion of other ta:ﬁtoriql to statehood. Se¢ supra nots 14, : S

U f‘ar u‘aniple. ueudw raéideﬁcy roquirmta imposed upon individuale which
restriot thelr right to vote have been held unconstitutional as discriminstory agalnat those
individuals who are exersiaing their right to travel. Shapiro v. Thompeon, 363 U.3, 618, 629-
831 (1969). - o S : ' ‘

- M For axample, legislation setting forth voting righta for the Pustta Rican plablacite
might violate the constitution if it unreasanably discrimiinated againgt o suspaet clase, The Due
Process clause of the Fifth Amendment -has been interpretsd to offer the samie protactions to
viotins of federal discrimination s are provided for victims of state discrimaination under the
‘Equal Protection Clause of the Fourteenth Amendment, Buskley v.'Vileo, 424 -U.8, 1, 98
aee. gt — S

2 For axample, such legisiation should extend those woter disgqualifications whish
curretitly apply to Puerto Rican voters, such as mental incompatenay, to thoss fmu_rt_tidanu
‘or deecondants of residents or former reidenta who are allowed to vote in the plebincit.

1 - - oy . " . e ‘
There does not appear to ba a substantial apgument that such an extenzion of voting

rights would be ‘a viclstion of tha Fourtsenth Amandment Equal Protaction Clause undex the
cases disallowing unéqually populated voting districts. See Bakar v, Carr, 369 U.9. 188 (1962).
"Generally, this line of casss prohibits the maintenance of state voting districts which are so
disparate in population that an individual’s vote {a substantially diluted when compared with
the votea of citizens living in other parta of the state. Reynolds v, Bimms, 377 U.8, 533, 568
(1864). In the instant cuse, however, there appears to be no equal protaction argumant, sa no

individual voter's vote has any mors or lems offect than the vots of anothar.
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Congress can differentiate between non-suspact ¢lasses of individuals if it has
a rational basis to balieve that to do so would fulfill a governmental purpose.
Extending the plebiscite to individuals who were bortt in Puerto Rico would
appear to fulfill a rational governmental purpose of determining which
" political status for Puerto Rico is preferred by United States citizens with
cultural or political ties to Puerto Rico, Given the above limitations, there
does not appear to be any significant constitutional argument which would
prohibit Congress from so modifying Puerto Rico’s voter qualifications; in fact,
Congress has exercised similar power in the context of federal elections.!s

There do not, however, sppear to be direstly relevant examples of
logislation in which the United States Congress has extended the voting
qualifieationa for a statehood plebiscite beyond the ecitizens of a territory.!
There have been plebiscites in certain United States territories in which
citizens of the territory who were living outaide of the territory wers allowed
to vote in the plebiscite.’” However, the voting requirements estabiished for

W See Delaware Tribal Business Committes v. Woeks, 430 U.S. 78, 85-88 (1076)

(opngraqaloml restriction of funds, awarded pursuant to a treaty claim, to spezific tribes net
a violation of the Dite Proceas Clause of the Fifth Amendtment).

indicia which a state generally requires for an absentes baliot, such as domiells in the sta
the federal legislation compels statas and territories to accept their votes. Id. Am
Congresa can expand the voting qualifications in all states avd territoriss for the

federal officials to include non-demialied individuals, then It hus the powsr to expand the voting
qualifications for a single plebiscite comcerning a territory’s foderal status o acoept non.
domiciled .citizena. . : , R

8 There appesr to have been thtae federally-mandated plebiscite in the Unitad States
territories addressing the question of statehood. The voting qualifications appesr to have baen
- restricted to thoss voters who were qualified to vote under the laws of the respective tartitories.
_See An Act to enable the people of Oklahoma and of the Indlan Territory to ferm a sonwtitution
~ and State government and ba admitted into the Union ot an equal fovting with the criginal
 States; and to enable the people of New Mexito and of Arisona to form a constitution and State
government and be admitted into the Union ot an equal footing with the original Btates, ch.
2335, 34 Stat. 278 (1906); An Act to provide for the admission of the State of Hawaii, 73:8tat.
4, 7 (1850); An Ast to provide for the admission of the Btate of Alaaka , 72 8tat. 336, 343
(1968), . -

' See A Ranny, H. Penniman, Democracy in the Islands: The Micronesian Pleblacites
of 1985, 28.50 (1985)(Palau plebiscite mxtonded to all eitisens); Id. at 68 (Federated States of
Mieronesia plebiscita sxtanded to all citizens). One such pleblacite, which took plase In the
" Republic of Palay, involved, among other thingw, whether or not Palau would witer into a
_Compaat of Fres Asscclation with the Unitad States. This plebiscite, however, would not sppear
to be a direct analogy to the proposals being mada regarding Pusrto Rico, The citivana of Palau
ave not United States citizens, and do not lose their Palay citixanship if they are rasiding

elsswhere, Id. at 38. In tha Palau plablacite, every cltizen who was sighteen ysars old or oldar
waa allowed to vote. Jd. at 39, Thus, non<domiciled citizens of Palau were allowed 1o vota in
the plebiscite unlesa they had renounced their citizenship of Palau for some othar country, such
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these plebiscites were not imposed by federal legislation, but were established
by the local territorial legislature.!! Thus, the conatitutional authority of the
United States to impose voting requirements and any constitutional Himitations
on the federal government to do so were not at issue.

Lol —

Lagislative Attorney

as the United Statea, Id. at 41. Pusrto Ricans, howsvwr, are United States aitisens, and mxy
loae their Puerto Risan citizenship by changing their domicile to & place outaids of Pusrts Rico.
See supra note 1. Thuw, the Palau example in mowt similar to the cltizens of & nation who are
living abroad being able to vote in national elections. The Puerto Rican example, however,
would be more akin to having allowed an indlvidual whe hsd onoe been a dtizen of the
territory of Arizona to have voted In the pleblacite for Arizeria statehood, see supro note 14,
even though he was no longer a citizan of that tarritory, '

B 12 a8 38
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The Library of Congress

May 15, 1980

TO: 'Honorable Ron De Lugo

FROM:  Bette A, Albert a,&
Government Division

SUBJECT: Puerto Rico C_uiture

 This memorandum is in response to your gquestion on the culture of
Puerto Rico (see enclosed copy of your letter of March 15, 1980). The other
questions you posed about Puerto Rico in your letter were assigned to the
Congressional Research Service's Economic’s Division. Answers to all these
questions were sent under separate cover. Spacifically, you requested
information about: 1) how many Puerto Ricans know and use English; 2)
what, if any, problems exist in the teaching of English in Puerto Rico; and 3)
what has the U.B, policy to date been, if any, regarding the “Americanization"
of Puerto Rico? '

,Faci:lity of .English! Use in Puerto Rico

According to the U.S. Census as of 1980, about 42 percent of the
population has some English proficiency. Specifically, out of 2,805,444
persong, 541,160 (19%) could speak English casily, 643,873 (23%) could speak
English with difficulty and 1,620,411 (58%) were unable to speak English.
Slightly less than half of thoge unable to speak English were 25 yeare of age
and over (802,515).!

L' U8, Bures: the Tensus. 1980 Censua of Population. General Sacial
and Economic (. .. uacteristics: Puerto Rico. Place of Birth, Citizenship,
Immigration, Ability to Speak Spanist and English, and Literacy. PC30-1-
C53A Puerto Rico. Washington, Government Printing Office., [1984], p, 24.
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Problems in Teaching English in Puerto Rito

Question two concerned the problems, if any, that exist in the teaching
of English in Puerto Rico. In order put this question into perspactive, it is
important to know understand how present language policies evolved in
Puerto Rico.

Since 1900 there has been no consistent practice with respect to the
language of instruction in Puerto Rico schools, In 1800, Spanish was the
language of instruction at the elementary level, while English was the
language at the secondary level. In 1905, English becams the medium of
instruction in all grades. In 1916, the policy changed again with Spanish
being taught in the lower grades and English from the sixth grade through
high school. In 1934 the language of instruction continued to be Spanish at
the clementary level with English at the high school level, but time devoted
to English in school doubled to 50 minutes in grades seven and eight.
President Franklin D. Roosevelt stated in 1987 that Puerto Rico should
become bilingual and, in 1942, the policy changed to further emphasize
bilingual instruction’ Roosevelt directed his Education Commissioner "to
make Puerto Ricans good North American citizens”. This involved intenaifying
- English language-courses in Puerto Rico public schools in the middle 1940s,

Emphasizing English, even in a bilingual context, however, still caused
considerable controversy, S8ince 1948, Spanish has been the language of
instruction of public achools with English taught at all levels beginning with
the first grade.* -

English fluency "as the native tongue has long been asacciated with the
opportunity for social and economic advancement,” so that contemporary
American society prizes monolingualism, rather than bilingualiam, or

2 United States General Accounting Office. Puerto Rico’s Political Future:
A Divisive Issue With Many Dimensions. Washington, D.C. March 2, 1981,
GGD-81-48. p. 89.90.

* Maldonado-Denis, Manuel, Puerto Rico: a Socio-Historic Interpretation.
Vintage Books, Randotn House, New York, 1872. p. 133-34.

4 United States General Accounting Office. Puerto Rico’s Political Future:
A Divisive Jssue With Many Dimensions. p. 90. See also: United States
General Accounting Office. Puerto Rico: Information for Status Deliberations.
GAO-HRD-90-70BR. Washington, D.C., March 1890, p. 25-26.
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multilinguelism.® A goal of the United States educational system has been
~ to stress "native language loyalty” to promote assimilation into Ameriean
society. Education also involves transmitting the “culture of a society" !

‘More recently, the Federal Government has come to realize that English
remains and will be a peripheral language in Puerto Rican schools. In 1959,
Congress made English a foreign language in Puerto Rico, thereby increasing
availability for English language instruction under the National Dafence
Education Act,’ .

The emphasis of educating children in two languages has taken on
increased importance since the and of World War I due to the migration of
g0 many Puerto Ricans, and their families, to the mainland and back to
Puerto Rico, At the beginning of the 1980s it was estimated that one out of
three Puerto Ricans lived on the U.S, mainland® Current population
estimates indicate that the ratio of mainland to island Puerto Ricans is 2.5,
Because of the migratory c¢ycle batween the mainland and the island, some
obgervers of Puerto Rico contend that the language policies for Puerto Ricans
both on the mainland and the island bear re-examination, i.e., the need for bi-
lingual proficiency ia greater bacause of this cyele.?

In 1986, the Puerto Rican Secretary of Education testified as to the
importance of English as " a vehicle of cultural and economie interchange" in
Puerto Rico. He also indicated there was a shortage of qualified English
teachers on the island; and that a sizable percentage of them had not been
board certified.!®

5 Cafferty, Pastora San Juan and Rivera-Martinez, Carmen. The Politice
of Languoge: The Dilemma of Bilingual Education for Puerto Ricanas.
Westview Press, Boulder, Colorado, 1981, p. 4.

8 Bid., p. 9.

' Epstein, Erwin H. Politics and Langunge in Puerto Rico, Scarecrow
Press, Metuchen, New Jersey, 1970, p, 145.

8 Cafferty, p. 47.

¥ Ibid.

# U.8., Congress. Houss., Committee on Interior and Insular Affairs.
Hearings on the Puerto Rican Economy. May 20, 1986. 9%th Congress, 2nd

session. Statement of the Secretary of Education Regarding the Teaching of
English as a Second Language in Puerto Rico.
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Americanization of Puerto Rico

Question three asked about U8, policy, if any, towsard the
"Americanization” of Puerto Rico. Your staff defined this term pﬂmmly in
terms of policy on usage of English, which has aiready been addressed in the
previous sections, Bayond efforts to encourage the teaching of English in
Puerto Rican schools we are aware of no Federal Government policies that
could be interpreted as constituting an official "Americanization” policy,

If you have any questions, I can be veached at 707-5351.

BANﬂa
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Memorandum - | . May 31, 1990

T _' : House Cbmmittee on Interior and Insular Affairs
' Attention: Virginia Sablan

FROM : David L. Brumbaugh
Analyst in Public Finance
Economics Division

'SUBJECT : Impact of Puerto Rican Statshood on Puerto Rican Financial
, Instruments ) .

_ This memorandum responds to your request for an analysis of the
impact Puerto Rican statehood might have on public- and private-sector
financial instruments issued in Puerto Rico. As noted in our pravious
conversations, however, we do not have sufficient information to go beyond
this analysis and assess the potential impact of statehocd on Puerto Rico's
construction industry. . - S

_ Puerto Rico's ourrent status as a commonwealth carries with it a
number of factors that bear on borrowing and lending in Puerto Rico.
Chief among these are the Federal income tax exemption that is accordad
income from investment in Puerto Rico and the exemption of Puerto Rican
residents from Federal individual income taxes. Under statehood, these
~exemptions would ultimately end, which could have the following effects on
Puerto Rican financial instruments. First, the applicability of Faderal taxes
to Puerto Rico may reduce the ability of the Puerto Rican government to
raise its own revenue. As a consequence of its reduced revenue-raising
capacity, the borrowing coeta of the Puerto Rican government could
- accordingly Increase unless the government takes counter-messures (such as
reducing its level of borrowing) to offset upwards pressure on borrowing
costs, Second, according to some analyses, the repesl of section 938 would
slow economic growth in Puerto Rico. This would generslly increase the
riskiness of lending to Puerto Rican borrowers (both public and private),
which would drive up interest costs..

We should point out, however, that this analysis {s fraught with
uncertainty, and some have disputed whether the developments that would
drive up borrowing costs would actually occur. For exampie, supporters of
gtatehood for Puerto Rico have argued that statehood would benefit rather
than harm Puerto Rico's economy. If this is true, the costs faced by at
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least some private-sector borrowers in Puerto Rico could fall under
statehood.

Congress i currently considering legislation that would put bafors
the residents of Puerto Rico a referendum to decide among three options
for Puerto Rico’s future political status: statehood, continued
commonwealth status, or independence. A bill (8, 712) providing for the
referendum has been reported by the Senate Committee on Energy and
Natural Resources. The analysis here uses the statehcod provisions
outlined in 3. 712 to assess the possible impact of statehood.

The possessions tax credit (or section 936 as it is sometimes ealled,
after the relevant section of the U8, Internal Revenue Code) grants 1.8,
corporations a tax exemption for income from mective business operations in
Puerte Rico and the possessions. While income from investment in
financial instruments issued in Puerto Rico doea not recaive the same
blanket exemption that benefita business income, certain types of income
from financial investment - called qualified porsessions source investment
income, or QPSII -- is tax exempt like business income. Specifically,
income from financial investment is exempt under section 936 as long as
the investment is undertaken in Puerto Rico itself and the underlying
investment funds were derived from the active conduct of & business in
Puerto Rico. At the same time, howsver, at least 85 percent of a
corporation’s incomne must be from the active conduct of a business in the
possessions, or it will feil to qualify for the possessions tax credit
altogether. '

8. 712 would phase out the possessions tax credit over a four-year
period beginning in 1994 (roughly two years after statehood’s
implementation in Oc¢tober 1991), The end of section 938 could have an
indirect effect on borrowing costs in Puerto Rico through its impact on the
Puerto Rican economy in general. According to a recent study by the U.S,
Congressional Budget Office (CBO), the removal of the tax benefit for
investment in Puerto Rico would reduce the aftertax return available from
Puerto Rican business investment. Accordingly, some firms would reduce
their investment in Puerto Rico from levels they would otherwiss
undertake. Puerto Rico’s economic growth would slow ascording to CBO's
analysis; CBO estimates that by the year 2000 Puerto Rico’s real Gross
Product would be from 10 to 15 percent lower under statehood than under
current law.!

'U.8. Congressional Budget Office, Potential Ecopomz’c Impacts of
Changes in Puerto Rico’s Status under S. 712. Washington, 1880. p. 21.
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Slower economic growth in Puerto Rico would probably lead to
higher borrowing coats for at least some Puerto Rican borrowers .-
specifically, those whose own economic health is dependent on economic
conditions within Puerto Rico. For example, the profitability of a firm
whose product is sold primarily within Puerto Rico might well be adversely
affected by slower Puerto Rican economie growth., Consequently, the firm
might be evaluated as a poorer credit risk under statehood. Lenders would
accordingly charge the firm a higher interest rate and the firm's borrowing
costs might therefore increass.?

At the same time, however, some borrowers in Puerto Rico might be
relatively insulated from disturbances in Puerto Rico’s sconomy. Indeed, a
firmn that exports to the mainland United States might actually benefit
from slower economic growth in Puerto Rico. For example, in the face of
reduced demand for labor, the firm’s wage bill might fall. The borrowing
costs of such insulated firms would probably not be greatly affected by
repeal of the possessions tax credit.

A more direct potential impact of statehood would be from loss of
the section 936 tax exemption for QPSII, although at least one recent
analysis suggests the impact would be small. With current law's tax
‘exemption, investments that generate QPSI] provide their owners with a
higher aftertax return than they would otherwise earn. Aeccordingly, under
certain market conditions, investors are willing to accept a lower before-tax
interest rate on investments that generate QPSII. To the extent that
financial intermediaries in Puerto Rico pass on this lower interest rate to
borrowers, it might reduce borrowing costs in Puerto Rico. And to the
extent the demand for investment funds in Puerto Rico is respongive to
reductions in borrowing costs, investment is inc¢reased.

But if the demand for investment funds in Puerto Rico is relatively
unresponsive to changes in borrowing costs, reduced interest costs may lead
to little increase in investment in Puerto Rico, and, by implication, the
impact of statehood's removal of the QPSII exemption would likewise be
small. Indeed, a recent analysis by the U.S. Treasury Department found
little relation between the QPSII provisions and the level of investment in
Puerto Rico. The Treasury analysis sought to gauge the magnitude of the
impact of QPSII by looking at net inflows of capital to Puerto and the level
of réal investment in Puerto Rico. The Treasury study found little relation
between capital inflows and real investment on the one hand and QPSII on

~_?Note that this analysis assumes that Puerts Rican borrowers must
compete for funds with borrowers outside of Pusrto Rico. Thus, it is
assumed that a reduction of demand for funds within Puerto Rico (a
reduction that would be brought about by a slower Puerto Rican economy!
would not reduce the interest rate lenders charge at each level of rigk.
This is a reasonable assumption given Puerto Rico's open economy.

— 205 —



CRB-4

the other, suggesting that the QPSII rrovisiom do not have a strong
irnpact on investment in Puerto Riee.

In contrast to this analysis, supporters of the possessions tax credit
have argued that the presence of QPSII investment in Puerto Rico does
atimulate investment in Puerto Rico. In support of thia conclusion, a study

prepared (or the Puerto Rico U.S.A. Foundation by Nathen Associates
states that interest rates on QPSII funds are between 85 percent and 85
percent of interest rates on Eurodollar deposits. The study also found that
-the relatively low interest rate paid on QPSII investments was at least
partly passed on to borrowers in the form of lower borrowing costs.! But
even if the Nathan study’s data on interest rates is scourate, it does not
necessarily mean that QPSI funds have increased investment in Puertoe
Rico. Again, the magnitude of the impact on investment depends on the

The Treasury analysis of QPSII is contained in its most recent report
on the possession tax credit. See: U.8. Department of the Treasury. The
Operation and Effect of the Possessions Corporation System of Taxation:
Sixth Report. Washington, U.S. Govt. Print. Off. 1989, p. 73-85,

~ Some of the forces at work behind the findings contained in
Treasury's analysis can be seen if the exemption for QPSI funds is
meodelled as an import subsidy provided by the Federal Government. The
subsidy increases the aftertax return mainland firms can obtain by
providing imported capital to Puerto Rican investors, In terms of economic
jargon, the supply of capital imports shifts downwards. As a consequence,
the quantity of capital imported into Puerto Rico increases, but jnterest
rates that Puerto Rican investors are willing to pay also falls. As a
consequence of the decline in interest rates they can obtain in Puerto Rico,
Puerto Rican savers export a part of their savings to financial marketa
outside of Puerto Rico - an outflow which at least partly offsets the
increase in imported capital. The extent to which investment increases
(i.0., the extent to which increased capital imports outweigh increased
capital exporta) depends on the responsiveness of Puerto Rican borrowers
to the decline in interest rates. _ _.

_ ‘When modeled this way, Puerto Rico generally gains from the
‘subsidy, aithough there are some logers. Those who gain include borrowers
who benefit from reduced interest costs and - to the extent that the
subsidy is not passed on to borrowers -- financial intermediaries that use
QPSII provisions of section 936. Puerto Rican savers with sufficient
financial expertise to shift funds out of Puerto Rico do not lose from the
measure, Howesver, those Puerto Rican savers who are not able to inveat
in mainland financial markets lose because their savings generate reduced
interast payments. Losers outside of Puerto Rico include the United States
Treagury, which incurs a loss in tax revernue.

‘Robert A, Nathan Aasociates, Ine, Section 936 and Economic
Development in Puerto Rico. Prepared for the Puerto Rico, U.B.A.
Foundation. 1987. p. 44.52.
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responsivenass of Puerto Rico’s demand for investment to changes in the
interest rate.

The borrowing coste of Puerto Rico's government might regiater
some of the impact of statehood's repeal of section 936. First, the
government of Puerto Rico has iseued regulations designed to ensure that
QPSI funds are invested within Puerto Rico itself; among the requirements
set forth is one that requires banks that accept QPSII deposits to invest a
certain portion of their available funds in two types of obligations issued by
the Puerto Rican government: obligations that are not exempt from
Federal income taxes or obligations issued by Puerto Rico’s Government
Development Bank.® This requirement probably increases the demand for
these particular types of Puerto Rican government bonds and hence
probably also reduces the government's borrowing costs. Statehood’s repeal
of section 936 may thus increase the costs of this type of borrowing by the
Puerto Rican government. However, sinze regulations require only &
fraction of bank assets need be invested in government cbligations, and
since the range of obligations that would be affected is limited, the

magnitude of this effect is open to question.

Repea! of section 936 may aleo affect the borrowing costs of the
Puerto Rican government through its general impact on Puerto Rico's
economy. According to numerous sources, general economie conditions
- within a borrowing jurisdiction are an important oriterion for agancies that
rate the creditworthiness of State and local bonds.® Thus, to the extent
that repeal of section 936 reduces economic growth in Puerto Rico, it may
increase the perceived riskiness of Puerto Risan government obligations and
increase borrowing costa for the Puerto Rican government.

Bayond the consequences of the possession tax credit’s repeal,
statehood’s ohanges in taxes might affect Puerto Rico's borrawing costs in
a number of other ways. For example, unlike the obligations of State and

%Specifically, 16 percent of the bank assets (loans) supported by QPSII-
generating deposits must conaist of the two types of government obligations
in question. For a more detailed description of Puerto Rico's vegulations
on QPSI deposits, see: U.S. Department of the Treasury. Operation and
Effect of ihe Possessions Corporotion System of Taxation: Sixth Report. p.
73.85.

*See, for example: Lamb, Rabert, and Stephen P. Rappaport.
Municipal Bonds: the Comprehensive Review of Tax-Exempt Securities and
Public Finance. New York, McGraw-Hill, 1980, p. 58.60; and Feldstein,
Sylvan G, and Frank J. Fabrozzi. The Dow Jones-Irwin Guide to
Municipal Bonds. Homewood Ili., Dow Jones-Irwin., 1987, p. 250,
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local governments, bonds issued by the government of Puerte Rico are
exempt under Federal law from income taxes levied by the fifty States.’
While 8. 712's statehood provisions do not explicitly end this exerption,
some have argued that under statshood, provisions that would aceord
Puerto Rico special tax treatment would violate the Uniformity clause of
the U.8. Constitution. If this is indeed the case, or if the exemption from
State taxes is subsequently repealed, Puerto Rico might have to pay a
higher interest rate on its bonds in order to attract investors.

A larger increase in borrowing costs might occur if the Puerto Rican
~government finds its ability to raise revenue constrained under statehaod.
Under current law, residents of Puerto Rico are exempt from Federal
individual income taxes. In addition, neither Federal corporate income
‘taxes nor Federal excise taxes apply in Puerto Rico. At the same time,

- however, the level of Puerto Rico’s own taxes exceeds the lavel that is
imposed by the U.S. States. Under statehood, however, Puerto Rico's

- Federal tax exemptions would ultimately come to an end and in order to
avoid a relatively high combined State and Federal tax burden on its
residents, the State government of Puerto Rico may be forced to reduce its
own level of taxation: '

Along with general economic conditions, a State’s ability to raise tax
revenua is an important factor in evaluating the creditworthiness of a
borrowing Btate. Puerto Rico's reduced ability to raise tax revenue under
statehood may thus increase the risk premium associated with Puerto Rican
obligations and -- at each level of borrowing -- may drive up the borrowing
costs of the Puerto Rican government. It might also be poinited out,
however, that ereditworthiness is also heavily dependent on the level of
debt an issuing government carries. Puerto Rito might thus be able to
avoid higher borrowing costs by reducing its borrowing.

We should note, finally, that a large portion of the government of
Puerto Rico's borrowing is done by Puerto Rico’s government-owned public
- corporations, such as the Puerto Rico Electric Power Authority and the
- Puerto Rico Telephone Authority. The bonds issued by these agencies are

generally revenue bonds: bonds supported by the revenues of the
‘corporations in question rather than tax and other revenues of the
Commonwealth government. Thus, the portion of Puerto Rieo’s borrowing
- that is conducted by these agencies would probably not be greatly affected
by the deciine in Puerto Rico’s tax revenies. D

' "The éxe_'mpt_io'n is pr'ovidad..b'y title 48 of the U.S. Code, section 746.
Like State and local bonds, obligations of the Puerto Rican government are
exempt from Federal taxes under current law.
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Gangluaions

The analysis here provides a glimpse of two of the most important
ecoriomic issues related to Puerto Rico’s possible statshood. One issue is
statehood’s ultimate repeal of the possessions tax credit. The possible
economio effect of that repeal on Puerto Rico’s sconomy has become one of
the most hotly debated topics related to Puerto Rico’s status. Would the
end of section 936 slow Puerto Rico’s economic growth dramatically, as
statehood’s opponents contend? Or would any adverse impact be
outweighed by the Inoreased tourism and investor confidence that
statehood's supporters maintain would also occur under statehood?® It s
important to note that part of the adverss effect of statehood on borrowing
coats identifled in the foregoing analysis is contingent on the repeal of

section 936 significantly slowing Puerto Rico’s economic growth .- an
outcome that is less than cortsin.

The second broad issued that is touched by the analysis here is that
of statehood’s potential impact on the role of Puerto Rico’s government..
As deacribed in the foregoing analysie, if statehood reduces the ability of
the Puerto Rican government to raise its own tax revenue, Puerto Rico
may opt to scale back its borrowing in order to avoid higher horrowing
costs. And as a consequence of its reduced ability to raise its own funds -
either through borrowing or by other means .. the government of Puerto
Rico.may be forced to scale back its expenditures and reduce its size,

Under statehood, however, Federal transfers to Puerto Rico would
increase, chiefly in form of increased outlays under food stamps, Medicaid,
Supplemental Becurity Income, and Medicare.’ Thus, even if the;
government of Puerto Rico does shrink under statehood, the role of
government in the abstract may well increase under statehood, at least in
terms of combined Federal and State outlays. At the same time, however,
the precisge form that government spending takes and the types of programs
on which government funds are spent may change. This is bacause the
portion of total government spending controlled by the government of
Puerto Rico may well shrink, while the fraction controlled by the Federal
Government ‘may expand.

*For additional Information on the debate surrounding section 938 and
statehood, see: U.S. Library of Congress. Congressional Research Service.
Puerto Rico’s Status Options and Federzl Taxes. Issue Brief No. IB90086,
by David L. Brumbaugh. ‘Washington, 1880, 11 p. A.copy of this issue
brief ls attached, for your perusal.

"U.8. Congressional Budget Office. Potential Economic Impacts of
Changes in Puerto Rico’s Status under S, 712. p. 14,
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Puerto Rico’s Status Options and Federal Taxes

- SUMMARY

Federal taxation of income earned in the Commonwealth of Puerto Rico is
currently different from taxation of income earned in the 50 States. Year-round
residents of Puerto Rico are subject to Puerto Rico’s individual income tax rather
than the Federal income tax. And U.S. firms that invest in Puerto Rico can exempt
their Puerto Rican- gource business income from Federal taxes by using the
_possessions tax credit (also known as "section 936") -- a prov:snon of the Federal tax
code aimed at stlmulatmg investment in Puerto Rico.

Legislation has been introduced in the 101st Congress under which Puerto Rico
would hold a referendum to determine its future relationship with the United States.
The status options would be to remain a Commonwealth linked to the United States,
to become a U.S, State, or to become an independent country. Under one bill -- HLR.
4765 -- only the general principles embodied by each option are set forth. However,
~ another proposal -- contained in S. 712 and H.R. 35636 -- details the form each status
would take. Under the statehood and independence options:of this proposal, Federal
taxation of Puerto Rico would change substantially. The possible impact of these tax
changes has become & major issue in the debate over Puerto Rico’s status.

~ Under both the statehood and independence options of S. 712 and H.R. 3536,
the possessions tax credit would ultimately end, although the credit would be phased
 out only gradually under statehood. Under statehood, mainland firms investing in
Puerto Rico would ultimately be fully taxable. Under independence, mainland firms
could use the same Federal tax benefit (called "deferral”) currently available for U.S.
investment in foreign countries. The deférral benefit, however, is not as generous
as the possessions tax credit. A lively part of the debste over taxes centers on the
~ effectiveness of the possessions tax credit in stimulating economic growth in Puerto
" Rico. Is the continued existence of the credit vital to the economic future of Puerto
“Rico, a8 advocates of continued commonwealth status argue? Or does it promote
" dependence on the mainland United States, and engender distorted, unbalanced
- growth, as its critics maintain?

Under statehood, Federal individual income taxes would apply to residents of
Puerto Rico for the first time. The impact of this change on total tax burdens in
Puerto Rico is uncertain and depends on whether Puerto Rico would alter its own
individual income tax to accommodate the Federal tax. Opponents of statehood have
argued that new Federal taxes would threaten the fiscal flexibility of the Puerto
Rican government, forcing either large cutbacks in government employment (if Puerto
Rican taxes are reduced) or a high total tax burden in Puerto Rico (if Puerto Rico
does not reduce its taxes).

Another important issue is the budgetary impact of a change in Puerto Rico’s
status. There is general agreement that either statehood or independence would
eventually increase Federal tax revenues -- a consequence of the end of the
possessions tax credit and the tax exemption for individuals. In the case of the
gtatehood option there is disagreement over whether increased Federal revenues
would outweigh the increase in Federal outlays that would result from the treatment
of Puerto Rico as a State under Federal entitlement programs.
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ISSUE DEFINITION

Under current law, Federal individual income taxes do not apply to residents of
Puerto Rico; instead, Puerto Rico levies its own income tax which resembles a
national-level tax more closely than a State tax. For corporations, section 936 of the
. U.S, Internal Revenue Code (the possessnone tax credit) exempts U.S. corporations

_..from Federal income taxes on business income earned in Puerto Rico. Puerto Rico’s

tax status, however, may soon change. Congress is currently conaldermg legislation
that provides for Puerto Rico to conduct a referendum on whether to become a State,
-an mdependent natlon, or to continue its Commonwealth atatue Taxes are an
1mportant issue in consideration of the measure, since ‘Puerto Rico's current tax
status is contingent on its status as a Commonwealth rather than a State or
independent nation. This brief considers the impact changes in Puerto Rico’s tax

. status would have on Puerto Rico,

. BACKGROUND AND ANALYSIS

Normally, the United States taxes the worldwxde income of individuals who are
U. S. citizens. While individuals born in Puerto Rico are U.S. cxtlzens, Puerto Ricans
have largely been exempt from Federal individual income taxes since 1919, Section
933 of the U.S. Internal Revenue Code provides that year-round residents of Puerto
Rico are exempt from Federal income taxes on income earned from sources within
Puerto Rico. While this leaves income earned by Puerto Ricans within the United
_ States or in forelgn countries subject to Federal taxes, it is clear that the bulk of
thexr income is exempt from the Federal individual income tax.

R Whlle Puerto Ricans are exempt from Federal taxes, ‘the level of Puerto RICO 8
own income tax is more akin to a national-level tax than a State income tax -- at

. least in terms of its statutory rates. Puerto Rico’s statutory tax rates are generally
. higher than Federal tax rates, and Puerto Rico’s standard deduction and individual

~_ exemption amounts are lower than those permltted by the Federal Government. In
a.very general gense, then, the effect of Federal and Puerto Rican tax laws is to

"substitute Puerto Rico’s own income tax for the Federal income tax in the case of

residents of Puerto Rico.

‘ We ehould also note, however, that’ accordlng to some measures, the aggregate

burden of Puerto Rico's 1nd1v1dua] income tax is lower than that of the Federal tax.
" For Puerto Rico’s fiscal year 1987, for example, collections from Puerto Rico’s
. mdnndual income tax amounted to only 6.5% of personal income and 5. 2% of Puerto
_ Rico’s gross product For the same period, Federal income taxes claimed 10.4% of
U.S, personal income and constituted 8.7% of the U.S. gross national product A
principal reason for the apparent paradox of Puerto Rico’s high rates and low
aggregate burden is Puerto Rico’s low level of income compared with the mainland
United States. Another possible explanation is differences in tax admmlstratlon and
compliance,

CRS-2
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Current Law: The Possessions Tax Credit

Just as important as individual taxes is the special Federal corporate. tax
provision that applies to Puerto Rico, the possessions tax credit (also known as
“"section 936," after the relevant section of the tax code). Under its provisions, U.S,
corporations are permitted a credit against Federal income taxes generally equal to
their Federal tax llablllty on income from business operations in a possession. Thus,
while the tax benefit is in the form of a credit, it has the same effect as a tax
exemption for business income earned in the possessions. In addition, the section 936
. exemption extends beyond active business income to certain kinds of income from

. passive mvestment ‘Income from financial investment is tax-exempt as long as the

" investment is undertaken in Puerto Rico and is generated by investment of funds
derived from business operations in the possesmons Also, the total amount of
passive investment income a corporatlon can earn and still qualify for the possessions
tax credit is limited to 26% of total income. The government of Puerto Rico has
_ instituted regulations designed to ensure that eligible passive investment is actually
. used to fund investments within Puerto Rico.

7 ‘The tax exemptlon for possessnons gource income orlgxnated in 1921 as a
‘measure designed to make U.S. firms operating in the possessions more competltwe

with foreign firms. Initially, the prlmary concern of Congress was the Philippines,
then a U.S. possession. In the years immediately following World War II, however,
the government of Puerto Rico devised a development strategy ("Operatlon
Bootstrap”) that relied heavily on the Federal tax exemption. Puerto Rico’s plan was
to use 1mported investment (chiefly from the mainland United States) as an engine
of economic growth. Together with Puerto Rico’s own tax benefits, relatively low
labor costs, and its location within U.S. tariff barriers, the Federal tax exemption was
used as one of the primary means of attracting U.S. investment to Puerto Rico. For
~ its part, Cong‘ress has subsequently linked section 936 with Puerto Rico explicitly,
maklng the provision of a tax incentive for investment in ‘the possessmns the stated
purpose of the possessxons tax credlt

& The ‘tax advantage the possessions tax credit establishes over mainland
" investment is clear, Its tax exemption provides a ‘significant benefit compared to
‘ihvestnient in the 50 States ---investment which is generally subject to the Federal
corporate income tax. But section 936 also provides favorable Federal tax treatment
compared to investment in foreign countries. The U.S. tax system provides a tax

“incentive to invest inlow-tax foreign countries in the form of the so- -called "deferral
~ principle.” Under deferral, corporations chartered in foreign countries are generally
- not subjéct to U.S. taxes. Thus, U.8. firms can indefinitely defer U.S. taxes on

 foreign income by conducting their foreign operatlons through subsidiary corporations

~ chartered abroad: as long as the foreign-source income is reinvested abroad, it
escapes U.S. taxation. The deferral tax benefit, however, is only temporary; foreign-
source income is ultimately subject to U.S. taxes when it is repatriated to the United
States. In contrast, section 936 provndes a permanent tax exemptioh; income from
Puerto Rican business operations is not subject to Federal taxes even when it is
repatriated to the mainland. :

7 Under current law, corporations chartered in Puerto Rico are considered foreign
¢orporations for Federal tax purposes. The deferral tax benefit as well as the
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possessions tax credit is therefore available for investment in Puerto Rico. However,
the two benefits cannot be used slmultaneoualy, and despite the avaxlablllty of
deferral, most mainiand firms lnvestlng in Puerto Rico utilize the possessions tax
credit.

_ The cost of the possessions tax credit in terms of foregone tax collections has
been estimated at $1.9 billion for FY1989,

Current Law: Federal Excise Taxes

. Federal excise taxes generally do not apply to items produced in Puerto Rico
“unless they are shipped to the mainland United States. While Puerto Rican goods
~ shipped to the mainland are subject to the same Federal excise taxes as mainland
goods, the revenues from taxes on Puerto Rican items are rebated or "covered over"
from the U.S. Treasury to the Treasury of Puerto Rico.

A special set of rules applies to rum and distilled spirits. First, excise taxes on
distilled spirits are not covered over to Puerto Rico except for taxes on rum. Second,
while the Federal excise tax on rum is currently $12.60 per proof-gallon, only $10.60
per proof-gallon is covered over to Puerto Rico. Finally, excise taxes on any rum
imported to the United States is covered-over, regardless of the country of origin.
The revenue from foreign rum, however, is shared between Puerto Rico and the U.S.
Virgin Islands.

In FY1989, excise tax cover-overs to Puerto Rico amounted to $272 million.

Federal Taxes under Statehood

As noted above, one referendum proposal (H.R. 4765) specifies only the general
principles embodied by each status option. However, S. 712, a bill reported by the
Senate Committee on Energy and Natural Resources provides a detailed description
of each status option, including the form of Federal taxes. (H.R. 3536 is a nearly
identical bill introduced in the House.) S. 712 provides for a referendum to be held
on June 4, 1991. Implementatlon of the option selected by the voters would begin
Oct. 1, 1991,

Under S. 712's statehood option, the Federal individual and corporate income
taxes would ultimately apply to Puerto Rico in full; section 933’s exemption for
individuals and section 936’s corporate exemption would eventually cease to apply.
As.a transitional measure, however, neither individual nor corporate taxes would
apply until Jan. 1, 1994, At that time, individuals residing in Puerto Rico would
become fully. subject to Federal income taxes.

o Sectlon 936 however, would be phased out gradually over 4 years. The
corporate tax exemption would be reduced to 80% for 1994, 60% for 1995, 40% for
1996, 20% for 1997, and would not apply thereafter.

Federal excise taxes would apply immediately upon Puerto Rico’s admission as
a State. However, the current cover-over of excise tax revenues would continue,
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along with the cover-over of excise taxes newly extended to Puerto Rico. The bill
sets no ending date for the cover-over of revenues, and explicitly provides that no
legislation will terminate the cover-over until after Oct. 1, 1998.

As a "transitional statehood grant,” all revenue produced by the application of
Federal income taxes to Puerto Rico would likewise be covered-over to the
government of Puerto Rico. The rebate of income taxes, however, would apply to
1994 and 1995 only.

Federal Taxes Under Independence

Under S. 712’s independence option, Puerto Rico would be treated as a foreign
couritry for Federal tax purposes immediately upon the island’s independence. For
corporations, the bill would repeal the section 936 tax benefit immediately; no
transitional phaseout would apply. At the same time, however, the deferral
principle’s tax benefit would continue to be available as it is in foreign countries and
as it is in Puerto Rico now under current law.

The treatment of individuals is more ambigucus. While the United States
normally does not tax residents of foreign countries on any but U.S.-source income,
residents of Puerto Rico may well be subject to U.S. individual income taxes after
independence. The reason is citizenship: the United States asserts the jurisdiction
to tax its citizens on their worldwide income, and under S. 712 residents of Puerto
Rico who are currently U.S. citizens (as most are) would retain their citizenship.
Since S. 712 would apparently also repeal section 933’s tax exemption for Puerto
Rico, some residents of Puerto Rico may be subject to Federal taxes under
independence.

Several provisions of the Internal Revenue Code might mitigate the application
of individual income taxes to Puerto Rico. One is the foreign earned income
exclusion, under which U.S. citizens working abroad can exclude up to $70,000 from
Federal taxes. To claim the exc¢lusion, however, an individual must file a tax return.
Another possible mitigating factor is the U.S. foreign tax credit, under which foreign
(in this case, Puerto Rican) taxes can be credited against U.S. taxes. Again, however,
a return must be filed. Thus, under independence many Puerto Ricans who do not
now file Federal tax returns may be requu'ed to do so (assuming they retain their
U. S cxtlzenshlp)

‘Under independence, U.S. Federal excise taxes would continue to apply to Puerto
Rican goods shipped to the United States and goods sold in an independent Puerto
Rico would, of course, be exempt. In contrast to the statehood option the cover over
of excise taxes to Puerto Rico would end.

‘Federal Taxes under the Commonwealth Option

Under the option of S. 712 that would continue Puerto Rico’s Commonwealth
status, the basic individual, corporate, and excise tax arrangements that currently
exist would continue.
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There are, however, some differences. For example, S. 712’s commonwealth
option would give Puerto Rico the right to negotiate its own international agreements
as authorized by the President of the United States and consistent with the laws and
international  obligations of the United States. It has been suggested that this
provision may allow Puerto Rico to negotiate its own tax treaties -with foreign
countries.. . In particular, Puerto Rico may be able to reach so-called "tax -sparing”
agreements under which foreign countries would not tax the Puerto Rican-source
earnings of their firms in a way that would negate tax incentives provided by Puerto
Rico or the United States. The effect of such tax-sparmg agreements would, in some
cases, be to provide the equivalent of the possessions tax eredit to forelgn-owned
ﬁrma as well as U.S. firms.

The U.S. Treasury Departmént opposes providing Puerto Rico. w1th the ability
to negotlate mdependent tax treaties, arguing that it would elgmﬁcantly complicate
the negot:atlons of United States and qulte possnbly undermine several existing
conventlone

The Possessions Tax Credit Issue

A cruclal tax issue. related to Puerto Rlco 8 status is. the poesessxons tax credxt
As described above, the credit’s tax exemption would ultimately be replaced under
etatehood by -full corporate taxation. Under independence, firms.could use the
-deferral principle -- a less powerful tax incentive. The impact of these possible.
changes on Puerto Rico’s economy has been the focus of a lively debate. ‘

'Given its importance, a brief bit of background inf‘ormation on the. role of the
tax credit in Puerto Rico’s economy is useful. The credit’s most basic and general
effect is beyond dispute: it increases the .aftertax return to investment in Puerto
Rico compared with other locations and thus poses- an incentive. for mainland firms
to_establish operations in Puerto Rico. 'What is open to debate is exactly how
powerful an invegtment incentive section 936 is, and. thus the extent to which firms
would .scale back ‘their Puerto Rican operatlons if the possessxons credxt were to be .
repealed. - : :

Most analyees agree that the possessions tax credlt played a large role m the
transformation of Puerto Rico’s economy during the 1950s and 1960s from one based
largely on agriculture to an economy with a substantial manufacturing sector. The
transformation was characterized by }arge inflows of capital from the mainland
United States and by prodigious economic growth.. Since the early 1970s, however,
Puerto Rican economic growth has been more sporadic. Also, the composition of
Puerto Rico’s industry has shifted from the labor-mtenswe operations that
characterized the early post war period to more capltal intensive, high-technology
firms. At the same time, unemployment reported in Puerto Rico has remained high
by mainland standards throughout the post war era, leading some to. question the
effectiveness of section 936 as an employment-generatmg measure.

" Advocates of continued Commonwealth status for Puerto Rico argue that section
936 tax benefit is still the foundation of Puerto Rico’s economy. They argue that
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when both the direct and indirect effects of section 936 are counted, the possessions
~ tax credit accounts for about one-half of Puerto Rico’s private sector employment.
- If section 936 were to be repealed it is argued that a substantial portion of the
‘mainland firms operating in Puerto Rico would relocate to either the mainland
United States or to foreign countrles reeultmg in a massive 1ncrease in
unemployment in Puerto Rico.

Criticisms of the possessions tax credit by statehood and independence advocates
“focus on Puerto Rico’s persistently high unemployment rate and a per capita income
- level that remains radically lower than that of the poorest U.S. States. For example,
" some have argued that the credit’s investment incentive is strongest for capital-
~intensiveé firms whose employment-generatmg capacity is limited. As long as section
936 exists, these critics say, it will distort Puerto Rico’s economy, preventlng a more
balanced type of growth that would generate more employment

* . Statehood advocates argue that, as a State, Puerto Rico would provxde a more

 stable and certain investment climate than exists under Commonwealth status. They
point to the economic growth that occurred in Hawaii after statehood as a promise
of what would occur in Puerto Rico. Independence advocates point ‘out that the
deferral - tax benefit (described above) would continue to be available after

_independence; they argue that deferral would permit Puerto Rico to offer investment

“incentives comparable in magnitude to the current possessmns tax credit. At the

same time, they argue that Puerto Rlco would be more free to dlvermfy its eapltal
and export markets

Recent independent ana]yses of section 936 are few. The U.S, Treasury
‘Department has issued a series of statutorily mandated reports on the operation and
~effect of the possessions tax credit. The Treasury analyses have tended to focus on
the cost-effectiveness of section 936, with cost measured in terms of foregone tax
“collections by the U.S. Treasury, and effectiveness measured in terms of employient.
‘Each report (the most recent appeared in March 1989) has compared the total tax
‘benefits received by possessions corporations (firms using the possessions tax credit)
to the compensation paid to persons directly employed by the firms. Each report has
concluded that total tax benefits under section 936 exceed compensation paid to
_ employees by posseselons corporatlone '

" The Treasury Department concluded that an 1mportant reason for section 936's

large révenue cost was a partxcular feature in the design of the tax credit that
permltted some firms to use section 936 to shelter mamland source income from taxes
" ag ‘well as income dctually earned in the possessions. The sheltermg activity was

apparently particularly feasible for firms with large investments in intangible assets

such as patents. However, in 1982, and again in 1986, Congress passed new

restrictions on the possessions tax credit designed to limit such use of the credit.

Indeed, in its latest report on section 936, the Treasury reached a preliminary

conclusnon that the legislated restrictions may be dampening the revenue cost of the

tax credit. Still, the report estimates that in 1983 (the latest year for which the
“estimate is - made) the revenue cost of the possessmne tax credlt was 125% of
: -’employee compensatlon

Concern with the cost ef‘fectlvenese of the possessions tax credit led the Reagan
Administration to include a proposal for its modification as part of the
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Administration’s broad tax reform that proposed in 1985. In its reform proposal, the
Treasury Department argued that the impact of the current tax credit on employment
~ is restricted because it stimulates employment only as a byproduct of its investment
stimulus, The Treasury Department proposed that the current credit be replaced by
a so-called "wage credit” that would provide a direct tax benefit for employment.
(The wage credit was not adopted as part of the tax reform program that was
ultimately enacted as the Tax Reform Act of 1986.) '

. The Treasury reports do not directly address the role of section 936 in the
context of statehood or independence. The Congressional Budgst Office (CBO),
however, recently published an assessment of the economic impact of statehood; one
of the chief changes considered by CBO was statehood’s repeal of section 936.
~ According to the CBO analysis, the economic impact of statehood would be quite
large, and one of the chief reasons would be the repeal of the possessions tax credit.
By the year 2000, CBO concluded, assets of firms currently using section 936 would
decline by 37% to 47%. The decline in investment, in turn, would be instrumental
in a decline in real gross national product (GNP) of between 10% and 156% from
levels that would occur under Commonwealth status. At the same time, CBO
estimated that unemployment would increase by between 4 and 7 percentage points,
representing a total of from 50,000 to 100,000 additional unemployed persons.

As large as CBO’s estimated effects are, they are not as large as estimates made
by studies cited by Commonwealth proponents. For example, a recent study by the
KPMG Peat Marwick consulting firm concluded that 80,000-145,000 private sector
jobs would be lost under statehood; 31% to 72% of the assets of possessions
corporations would leave Puerto Rico,

Statehood proponents, in contrast, have argued that ‘the number of
manufacturing jobs in Puerto Rico would not necessarily decline if section 936 were
- eliminated. In the first place, they argue that even without the possessions tax
-credit, Puerto Rico would retain labor and other cost advantages over the mainland.
Further, they say that Puerto Rican-owned manufacturing firms would replace
departing mainland-owned firms.

Statehood proponents have also pointed out that the CBO study does not assess
the possibility of statehood having a positive impact on investment from the mainland
as a consequence of factors such as increased confidence in Puerto Rico as an
investment location. They also note that the CBO results assume that section 936
will remain in effect indefinitely if Puerto Rico remains a Commonwealth, and argue
that there is no guarantee that Congress will not repeal or amend the tax benefit in
the future even under Commonwealth status.

Individual Income Tax Issues

As noted above, the statutory rates of Puerto Rico’s own individual income tax
are higher than those of the Federal income tax; its standard deduction and
exemption amounts are smaller than the similar Federal allowances. Nonetheless, the
change that would occur in a typical Puerto Rican’s income tax liability under
. statehood is impossible to predict with certainty. The outcome depends heavily on
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whether Puerto Rico’s government would reduce Puerto Rico’s tax rates or otherwise
modify its own tax structure to accommodate the Federal income tax under statehood.

Commonwealth supporters have argued that the imposition of Federal income
taxes on Puerto Rico would significantly reduce Puerto Rico’s fiscal flexibility. If
Puerto Rico did not reduce its own personal income taxes under statehood, they
argue that the combined Federal and State tax burden would be extremely high. On
the other hand, if Puerto Rico did reduce its own taxes, it is argued that the State
government would be forced to make large reductions in expenditures and
government employment. Since the Puerto Rican government accounts for a large
portion of total employment in Puerto Rico, unemployment would increase
accordmgly o

The amount of pressure on the government of Puertc Rico to reduce its tax
rates would depend on the number of Puerto Rican residents who would actually
incur Federal individual income tax liabilities. The low income levels that exist in
Puerto Rico suggest that large numbers of Puerto Ricans would fall below the taxable
threshold for Federal tax purposes. Even though Puerto Rico’s tax rates are higher
than those of the Federal tax, and despite the smaller personal exemption amounts
provided by Puerto Rico’s tax laws, Puerto Ricans pay considerably less of their
personal income in income taxes than do mainland residents.

Statehood supporters have also argued that the presence of a large government
sector in Puertq Rico is a hindrance to economic development. They maintain that
even if Puerto Rico is forced to scale back the size of its government, that result
may not be undesirable.

Impact on Federal Tax Revenues

Because statehood would ultimately terminate the possessions tax credit and
because Puerto Rico would become subject to Federal individual income and excise
taxes, there would probably be an increase in Federal tax revenues under statehood.
The preclse amount of the revenue increase is heavily dependent, however, on
economic variables that are uncertain. For example: how many corporations that
currently use the possessions tax credit would relocate in foreign countries and
beyond U.S. tax jurisdiction? What would be the nature of economic growth under
statehood‘?

‘Under independence, there would be a larger near-term revenue gain than under
statehood because of the delayed implementation of Federal tax laws under the
statehood option. In the long run, however, independence would not increase Federal
revenues to the same extent as statehood. While some possessions cgiporatlons
would :probably relocate to the United States (and thus become taxable), individual
income taxes would not fully apply to an independent Puerto Rico and Federal excise
taxes would not apply.

The CBO analysis described above contained estimates of the increase in Federal
revenues that would occur under statehood. In FY1994 -- the first year Federal
taxes would be applicable under S. 712 -- CBO estimates that Federal revenue would
increase by $163 million, net of rebates to the government of Puerto Rico. By
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FY2000 -- when section 936 is fully repealed and cover overs are assumed to.no
longer apply -- the estimated. annual revenue gain would increase to $2.2 billion.

. Of course, tax revenues are only one side of the budget; Federal outlays in
Puerto Rico would increase under statehood because programs such as Supplemental
Security Income and. Food Stamps would be fully extended to Puerto Rico.. While a
discussion of the impact of a change in Puerto Rico’s status on Federal outlays is
beyond the scope of this memorandum, we should note that CBO has estimated that
increases in outlays under statehood would .cutweigh. increases in Federal revenue,
,Accordmg to CBO, statehood would increase Federal spending by an estimated $2.6
billion in FY1994 and by an estimated $3.6 billion in FY 2000. Thus, according to
CBO estlmates, statehood would impose a net cost of $2.4 billion on the Federal
treasury in FY1994 and $1.3 billion in FY2000. Over its first 9 years, CBO estimates
that the cumulative net -cost of statehood to the Federal treasury would ‘be $17 7
billion. L ‘ _ .

: _Other .estimates differ. For example, the U.S. Treasury Department ha’s
estimated that the cumulative tax revenue gain over statehood’s first. 9 years would
be $265.3 billion -- a figure several billion dollars larger than CBO’s estimate. And
-the Senate Committee on Energy and Natural Resources has estimated that the net
budgetary impact of statehood (revenue gains minus increases in outlays) would be
positive in the long run, increasing revenues by a cumulative total of $12.9 billion
more than outlays over statehood’s first 9 years. ‘A large reason for the difference
between the Committee’s estimate and CBO' 8 is smaller assumed increases in outlays
on the part of the Committee. -

LEGISLATION

H.R. 3536 (Lagomarsino)
~Puerto Rico Status Referendum Act. Requlres an 1sland—w1de referendum to be
held in Puerto Rico in which voters will be presented a choice of three status options:
(1) statehood; (2) independence; or (3) commonwealth, Introduced Oct. 26, 1989;
Jreferred to more than one committee.

HR 4165 (de Lugo)

Puerto Rico Self-Determination Act. Authorizes appropriations for conductmg
a political status referendum in Puerto Rico and for legislation implementing the
'selected status. Introduced May 9 1990 referred to more than one commlttee

8. 710 (Johnst_on) _ _
. Requires a refereridum to be held in Puerto Rico in which voters will have a
choice of three status options: (1) statehood; (2) independence; or (3) enhanced
commonwealth in permanent union. Introduced Apr. 5, 1989; referred to Commlttee
on Energy and Natural Resources.

S 711 (Johnston)
_ Requu'es a ref‘erendum to be held in Puerto Rico in which voters will have a
choice of three status options: (1) statehood; (2) independence; or (3) commonwealth.
Introduced Apr 5, 1989; referred to Commlttee on Energy and Natural Resources.
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S. 712 (Johnston) , IR S

Requires an islandwide referendum to be held in Puerto Rico in which voters
will be presented a choice of three status options: (1) statehood; (2) iridependence;
or (3) commonwealth. Introduced Apr. 5, 1989; referred to more than one committee.
Reported by Committee on Energy and Natural Resources, amended, Sept. 6, 1989
(S.Rept. 101-120). Hearings held by Committee on Agriculture Nov. 9, 1989.
Hearings held by Committee on Finance Nov. 15, 1989; Apr. 26, 1990.

CONGRESSIONAL HEARINGS, REPORTS, AND DOCUMENTS

U.S. Congress. Joint Committee on Taxation. Tax rules relating to Puerto Rico
under present law and under statehood, independence, and enhanced
commonwealth status (S. 712, Puerto Rico Status Referendum Act) scheduled for
hearings before the Senate Committee on Finance on Nov. 14-15, 1989.
Washington, U.S. Govt. Print. Off. 1989. 51 p.

At head of title: Joint committee print, 101st Congress.

U.S. Congress, Senate. Committee on Energy and Natural Resources. Puerto Rico
Status Referendum Act; report to accompany S. 712, Washington, U.S. Govt.
Print. Off. 1989. 70 p. (101st Congress, 1st session. Senate. Report no. 101-

120.)

----- Political status of Puerto Rico. Hearings, 101st Congress, 1st session, on S. 710,
S. 711, and 8. 712. Washington, U.S. Govt. Print. Off.,, 1989. 3 v. 371, 921,
406 p.

U.S. Congress. Senate. Committee on Finance. Puerto Rico’s political status.
Hearings, 101st Congress, 1st session, on S. 712. Washington, U.S. Govt. Print.
Off., 1990. 323 p.

FOR _ADDITIONAL READING

U.S. Congressional Budget Office. Potential economic impacts of changes in Puerto
Rico’s status under S. 712. Washington, 1990. 28 p.

U.S. Department of the Treasury. Operation and effect of the possessions corporation
system of taxation: Sixth Report. Washington, 1989. 109 p.

U.S. General Accounting Office. Puerto Rico: Information for status deliberations.
(Report No. HRD-90-70BR). Washington, 1990. 71 p.

U.S. Library of Congress. Congressional Research Service. Puerto Rico: Political
status options, by Bette Alberts. [Washington] 1389. (Updated regularly)
CRS Issue Brief 89065
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----- The possessions tax credit (IRC section 936): Backgrouhd and issues, by David
L. Brumbaugh. [Washington] 1988. 9 p, _
CRS Report 88-200 E
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STATEHOOD FOR PUERTO RICO:
THE EFFECT ON SOCIAL WELFARE PROGRAMS

- SUMMARY

- Puerto Rico, al"U.S."possession since 1898, gained commonwealth status in
19562. However, a central issue in Puerto Rican. pohtlcs has been whether this
political status should be changed. Three major optlons are statehood
independence, or a revised form of commonwealth B .

The 101st Congress conaldered leglslatlon authorizing a referendum in
Puerto Rico about its political status. Although that legislation did not pass the
Congress, interest in revision of Puerto Rico’s status continues.” Throughout
congressional consideration of the referendum legislation in 1989 and 1990, the
statehood option received extensive scrutiny and debate. Much of the debate
focused on how social welfare programs applicable in the 50 States would affect
Puerto Rico’s populatxon, which differs significantly from that of the mainland
United States in terms of income and demographlc characteristics. -

The important eﬁ'ects of Puerto Rlcan stat.ehood on ma;or socxal welfare
programs are: :

® .. The existing program of aid to families with: dependent children
(AFDC) would be unlikely to change substantially, but Puerto Rico
would be eligible for increased Federal funding for the program.

® [Extension of the earned income tax eredit (EITC) to Puerto Rico,

- .. where it-is not now available because the Federal income tax system
does not operate’ there, would bring significant new benefits and
Federal expenditures; potentially, the EITC could cover 65 percent of
all Puerto Rlcan f‘amlhes ‘with chaldren :

® Replacing the current nutrltlon asslstance "block grant” with the
regular food stamp program could increase the caseload and program
costs by one-third or more and would eliminate Puerto Rico’s
flexibility to design its own program.

® Replacing the existing programs of aid to the aged, blind, and disabled
(AABD) with the supplemental security income (SSI) program could
greatly expand the recipient population in Puerto Rico, increase
benefits to recipients by as much as tenfold, and, consequently lead to
much larger Federal costs.

® Removal of the existing cap on Federal medicaid funding for Puerto
Rico and a more generous Federal matching formula could more than
double Federal medicaid spending for Puerto Rico. As a State, Puerto
Rico would become subject to requirements for more extensive
coverage for some classes of individuals, but would have to end
services to some others; it could no longer restrict medicaid providers
to public facilities.

®  Questions would remain as to whether "special” welfare eligibility and
benefit rules should be applied in Puerto Rico (or any State) in
recognition of differences in income, living costs, and demographics.
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STATEHOOD FOR PUERTO RICO:
THE EFFECT ON SOCIAL WELFARE PROGRAMS

INTRODUCTION

Puerto Rico, a U.S, possession since 1898, gained commonwealth status in
1952. However, a central issue in Puerto Rican politics has been whether this
- political status should be changed, replaced by statehcod, independence or a
revised form of commonwealith. | '

' The 101st Congress considered two bills authorizing a political status

referendum in Puerto Rico (S. 712 and H.R. 4766). The Senate biil
" comprehensively defined the three status options on which the vote would have
been baséd and the terms under which each would have been implemented. The
- bill sought to make each of the three options "neutral” with regard to the net
effect on the U.S. budget deficit and to make certain program benefits to
residents of the Island comparable under each status option. In addition, the
bill would have been "self-implementing,” that is, once the status was decided
by a majority of voters in Puerto Rico, no further congressional action would
have been needed to permit that status to go into effect. '

The House version was much briefer and was not self-implementing. It
called for a three-step process. First, a vote would have taken place in Puerto
Rico among the three status options as general principles, without definition of
the terms under which each would be implemented. Second, if one of the status
options had achieved a majority of the vote, Congress would have drafted
legislation specifying how that status would be implemented. Third, if that
legislation had been enacted, it would have been submitted to the people of
Puerto Rico for ratification. If ratified, the House version would have become
effective in 1992. '

The House passed its version of the bill by voice vote on October 10, 1990,
but S. 712 never reached the Senate floor. Senator J. Bennett Johnston,
chairman of the Senate Committee on Energy and Natural Resources (the
committee with jurisdiction over territorial affairs) pledged to submit new
legislation in the 102d Congress.! '

Throughout consideration of the referendum legislation in the 10lst
~ Congress, the statehood option received extensive scrutiny and debate.
Statehood would require substantial changes in the fiscal relationship between
Puerto Rico and the U.S. Government with regard to several important social

'Por a general review of the issue of Puerto Rico's political status and the
legislation proposed in the 101st Congress, see U.S. Library of Congress.
Congressional Research Service. Puerto Rico: Political Status Options. Issue
" Brief No. IB89065, by Bette A. Alberts, Nov. 14, 1990 (continually updated).
Washington, 1990. |
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welfare programs, the personal income tax system, and preferential corporate
tax treatment for U.S. companies operating in Puerto Rico.

This report presents a general analysis of how selected social welfare
programs would be affected if statehood were the outcome of the referendum.
It addresses statehood in a generic sense and not as specifically provided for in
any bill. It does not address the enhanced commonwealth or independence
options becauee they are wholly dependent on legislative specification. Finally,
the report does not address tax issues.?

. Because eligibility for most social welfare programs is determined on the
. basis_of i income and famnly structure, the report first presents data on the
- demographic and economic characteristics of the populatlon of Puerto Rico and
- relevant comparisons with data for the States. Second is a deserlptlon of how
_-selected programs operate in the 50 States, how those programs currently
operate in Puerto Rico, what the effect of statehood for Puerto Rico would be
_on each program, and 1mportant program pollcy issues that would arise from a
“change to statehood. Third is a review of the precedents for establishing
‘different program ehglb:l:ty and benefit criteria for individual states under
programs that are otherwise nationally uniform.

- The programs covered in this report are:’

.. 'Aid to. families with dependent children (AFDC})
e  Supplemental security income (SSI) and the Puerto Rico counterpart
-aid to the aged, blind, or disabled (AABD)
Food stamps and the Puerto Rico counterpart, the nutrition assistance
block grant
Social security retirement, disability, and survivor benefits
Medicaid -
Medicare
Unemployment compensation (UC)
~ Earned income tax credit (EITC)
Maternal and child health (MCH) block grant
Title IV-B child welfare services
Title IV-E foster care and adoption’ as:-nstance
Title XX social services

. | ,Thle report does not atbempt definitive cost or budget estimates, although
it discusses i issues concerning the general xmphcat:ons of statehood for program
costs and coverage of the populat:on

For information on how statehood could affect corporate and individual
taxes, see U.S. Library of Congress. Congressional Research Service. Puerto
- Rico’s Options and Federal Taxes. Issue Brief No. IB90086, by David L.

Brumbaugh Aug. 14, 1990 (archived) Washington, 1990,

aAll of these programs are authorized under the Social Security Act, with the
exceptlon of the food stamp and nutrition assistance programs,
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PART 1. INCOME AND DEMOGRAPHIC CHARACTERISTICS

Tables 1 and 2 compare the income and household characteristics of the
populations in Puerto Rico, the U.S. as a whole, and Mississippi, the State with
the lowest per capita income. The data were tabulated from the 1980 decennial
census. Even though the data are 10 years old, the characteristics of the
_.populations . in . the different Jurssdlctlons probab!y have not changed
. substantlally in relatlon to each other.*

N "The data show that the average family is significantly larger in Puerto Rlco
h than in the Statés (4.01 persons per family compared with 3.27 persons), and the
‘j__'medlan age in Puerto Rico is 4,6 years younger than in the States, reflecting a
greater number of children per family. A slightly higher proportion of children
_in Puerto Rico live in single, female-headed families than do those in the United
_States, but a higher proportion live in two- -parent families than do in
" Mississippi. The elderly in Puerto Rico are more likely to live in a family unit

than are the elderly in the Umted States, which a]ao mcreases the average
ffamﬂy size. -

Income in Puerto Rico is slgnlﬁcantly lower than in any of the 50 States,
~which is an important consideration for evaluating the potential effects of
' extendmg open-ended, means-tested transfer programs there. Measured against
the Census Bureau’s uniform poverty threshold, the incidence of poverty in 1979
“was six times greater in Puerto Rico than in the United States as a whole; 58.1
percent of families in Puerto Rico fell below the poverty threshold, compared
with 18.9 percent in Mlsslsslppl and 9.6 percent in the United States as a whole.

_ The median family income in Puerto Rico in 1979 was less than 30 percent of
" the U.S. median and was 40 percent of that in MlBSlsBlppl, which had the lowest
income of the 50°States. The median annual earnings of men in Puerto Rico
who worked at any time during 1979 were 54 percent of the median earnings of
‘men in Mississippi, and 41 percent of the earmngs of men in the total United
_States. The poverty rate among the elderly is substantially hlgher in Puerto
" Rico than in the States. Only 8.1 percent of elderly persons in the States live
in families with incomes below poverty, but in Puerto Rico nearly 60 percent of
the elderly hve in poor famlhes

The definition of a family is two or more persons related by blood, marriage,
or adoption living together; "unrelated individuals” are single persons living
alone or with others to whom they are not related by blood, marriage, or
adoption. The term "household" includes families, single mdmduale living alone,
and two or more unrelated individuals living together as one household unit.

— 235 —



CRS-4

TABLE 1. Selected Data on the Income and Demographic
Characteristics of the Populations of Puerto Rico,
Mississippi, and the United States--1980

_ . United
Puerto Rico  Mississippi = States
Households ...........uouuns.. 904,151 861,418 86,573,717
- Families ............ vevaea. 167,645 645,463 59,190,133
- Unrelated individuals ......... 146,606 215,966 27,383,684
~ Persons ...... e .. 3,176,743 2,455,065 220,845,766
Persons in families ..... ereaas 3,035,777 2,239,100 193,462,182
‘Percent of persons in families . ... ... 95.6% 91.2% 87.6%
Percent of family households ....... 83.8% 74.9% 68.4%
.'Avéi'agé. household size ............ 365 2.97 2.74
Average familysize ............... 4.01 3.47 3.27
Age distribution (percent) |
Personsunder 16 ............... -33.9% 28.1% 24.8%
Personsage 16to64 ............. 58.2% 60.0% 64.3%
Persons age 66+ ...... cireriaees 1.9% 11.3% 10.9%
Median age (years) .............. 266 29.2 30.0
Fﬁmily,stdtua: children (percent) .
In male-present families .......... 821% 71.8% 82.9%
In single female-headed families .... 17.9% 22.2% 17.1%
._FMily status: persons 65+ (percent) »
Infamilies . .................... 80.8% 69.1% 68.0%
Unrelated individuals ............ 19.2% 30.9% 32.0%
Family income
Medianincome ................ $5,923 $14,591 $19,917
Meanincome . .......oovvvvvnrs $8,271 $17,646 $23,092
Families with children
Medianincome ............... $6,080 $15,812 $20,375
Mean income ..... e $8,5663 $18,225 $23,651
Married-couple families with children
Median income .............. . $6,743 $18,210 $22,816
Meanincome ........c000vu.. $9,153 $20,474 $25,736

See note on following page.
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TABLE 1. Selected Data on the Income and Demographic

‘Characteristics of the Populations of Puerto Rico,
Mississippi, and the United States--1980--Continued

' United
Puerto Rico  Mississippi States
~ Single householder with children
-+ Median income ......... 0000 $3,210 $7,117 $8,819
~Mean income ........o0hnn $4,436 $8,716 $10,943
Families with householder 65+
Median income ......... 0000 $4,294 $8,138 $12,295
Meanincome .......covvvvveen $6,349 $11,797 $16,831
Income of unrelated individuals
Median ....ovvvvvernvnicenans $1,853 $3,961 $6,695
MeBIN . .ovvvvvivrnernrnnsanens $3,417 $6,386 $9,282
Unrelated individuals 65+
Median income .......cc00000 0. $1,840 $3,200 $4,752
Meanincome ........oo00c00. $2,495 $5,000 $7,142
Median annual earninge .
Males 16+ .......... Peeseanas $6,394 $9,943 $13,172
Females 16+ ........cvvvevvvnn $5,082 $5,487 $6,285
Poverty status
Families below poverty (percent) ... 68.1% 18.9% 9.6%
Persons below poverty (percent) .... 62.4% 23.9% 12.4%
Children below poverty . ......... 69.5% 30.4% 16.0%
In male-present families ........ 66.2% 20.9% 9.4%
In single female-headed families . . 84.1% 63.7% - 47.8%
‘Persons 65+ below poverty ...... 63.8% 34.3% 14.8%
In families .................. 59.1% 24.1% 8.1%
Unrelated individuals . ......... 83.6% 55.7% 29.2%
~ Median .poverty income deficit for: - -
- Families below poverty ......... $3,887 $2,610 $2,674
-Unrelated individuals :
below poverty .......... ceee. $2481 $1,332 $1,638
$1,806 $ 921

Persons 65+ .............. \

NOTE: Income and poverty data are for 1979.

$ 843

. Source: Table prepared by the Congreesional Research Service (CRS). Data derived from the
U.S. Bureau of the Census. 1980 Decennial Census, Detailed Popu}ation Characteristics, v. 1,

chapter D,
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TABLE 2 Distribution of Gross Annual Family Income
United States, Mjssissippi, and Puerto R.ico- 1980

Percent of famlhes bx income
"No.of .$5,000- $10,000- $15,000-

 families - <$5,000 9,999 14,999 . 24,999  $25,000+

United States 59,190,133 . 7.3% 18.1%  147%  294%  35.4%
‘Mississippi 645, 463 135 199 179 215 213

Puerto Rico . 757,145 434 284 133 108 46

Source: CRS tabulations from tht 1950 Decennial Census,

TABLE 3. Labor Force Participation in the United States
and Puerto Rico--1988

United States ~ Puerto Rico
Total civilian labor force participation rate
(peraons 164) oottt e 669% . = . 456% -
oo Males L. i S 76.2 61.3 -
Females ............. 00 0000iinn. 56.6 - 320

Unemployment rate (Sept. 1990) ........ b.7 14.5

Source: Statistical Abstract, 1890, tables 628 and 1424,

* Table 3 shows that in 1988 the labor force participation rate in Puerto Rico
-was lower than in the United States as a whole: 45.6 percent of the population
“age 16 and over was in the labor force in Puerto Rico, compared with 65.9

percent in the United States. As of September 1990, the unemployment rate in
Puerto Rico was 14.5 percent, compared with 5.7 percent in the 50, States.

- Altogether, the data for Puerto Rico portray a population that is very
different from that of the States. The major differences in the income
distributions indicate that, should Puerto Rico become a State, applying the
welfare program eligibility and benefit criteria that pertain in the 50 States
could extend those benefits to a very large portion of the Island’s population.
.The programs that would have the greatest impact if extended to Puerto Rico
- are food stamps, SSI, and the EITC, for which benefits are nationally uniform
“and are not set by the States. Although this report does not undertake a
detailed economic analysis of the: effects of Puerto Rican statehood or
enhancement of its commonwealth status on the distribution of personal income
~ there, the data indicate that the introduction of welfare benefits at levels equal

to those in the States could have important consequences for the Island’s
economy, : ‘ :
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- _PART 2. THE EFFECTS OF STATEHOOD ON
-~ . SOCIAL WELFARE PROGRAMS

Under .statehood, it is assumed that Puerto Rico would become a State

- equal in standing with the 50 States. All laws and programs operating in the
50 States would operate in Puerto Rico on the same terms and according to the

. same rules and regulations as in the other States. Where there is precedent for
‘variation in program operations in individual States, such as eligibility and
‘benefit criteria for certain programs in Alaska and Hawaii, those precedents
- might be considered in establishing those programs in Puerto Rico (see Part 3,
Precedents for Interstate Differences in National Social Welfare Program Rules).

Following is a description of various social welfare programs. Each
. program discussion includes a description of how the program operates now in
- the 50 States, how it operates in Puerto Rico, and the implications for program
* operations and scope should statehood be the outcome of the referendum,

AID TO FAMILIES WITH DEPENDENT CHILDREN (AFDC)
The Program in the States |
_ Eligibility and Benefits in the 50 States and the District of Columbia

Aid to families with dependent children (AFDC) is the major cash welfare
program for needy children and their families. The AFDC program offers
Federal funds to help pay State costs of providing cash payments to needy
children (and their needy parents or other caretakers) who are under age 18 (or
~ at State option, 19, if the child is still in high schocl or in vocational or
technical training); living in the home of a parent or specified relative; and
“deprived of parental support or care because of the death, continued absence
. from the home, unemployment of the principal wage earner,® or physical or

mental incapacity of a parent. ' " :

‘In FY 1988, 98 ‘percent of AFDC children had two living parents (a little
more: than half of whom were unwed), but 87 percent lived with one parent,
usually the mother. Only 10.2 percent of the children were in two-parent
- families (6.5 percent in families with an unemployed parent, 3.7 percent with an
incapacitated parent). : .

‘States define "need," set their own benefit levels, establish (within Federal
limitations) income and resource limits, and administer the program or supervise
its administration. All States, the District of Columbia, Puerto Rico, Guam, and
the Virgin Islands operate an AFDC program. American Samoa, effective

SEligibility for AFDC based on the unemployment of the principal wage
earner became a mandatory component of the program on October 1, 1990 (it
will become a mandatory component of the AFDC programs in the outlying
areas on October 1, 1992).
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October 1, 1988, has the authority to operate an AFDC program, but as of fall
1990 had not chosen to do so. To qualify for AFDC, a family must have a
dependent child, countable income below the State’s payment standard and
countable resources below the State’s resource limit; if able-bodied and with a
child age 3 or over, the parent must participate in the State’s job opportumtles
and basic skills (JOBS) training program. Benefits vary by family size; in July
1990, monthly AFDC payments to a three-person famﬂy with no.countable
income ranged in the 48 contiguous States from $118 in Alabama to $703 in
Suffolk County, New York. The Federal countable resource limit is $1,000 per
E famxly Some major resources,’ ‘however, such as the home in which the family
is living and up to $1,500 in equity value of a car (less in two States), are not
counted as resources. The average monthly benefit paid in FY 1990 was $388
per famﬂy ‘

In FY 1991, a matchmg grant program for child care became effective,
- State AFDC agencies may use these funds to provide child care to any low
income working family not receiving AFDC that might become eligible for AFDC
in the absence of child care.

Participation

In FY 1990, a monthly average of 11.4 million persons in 4.0 million
families were enrolled in the AFDC program in the 50 States, the District of
Columbia, Puerto Rico, Guam, and the Virgin Islands. AFDC children totaled
7.1 million, 12 percent of the U.S. child population. -

Fundmg and Expenditures

In the 50 States and the District of Columbia, the Federal Government pays
at least 50 percent of each State’s AFDC benefit payments, and 50 percent for
‘most administrative costs in all States. Federal matching for AFDC benefits
varies among States and, within limits, is inversely related to State per capita
income. The Federal share of a State’s AFDC payments is determined by the
matching formula specified for medicaid in Title XIX of the Social Security Act.
The share of AFDC benefits paid by Federal funds ranges in FY 1991 from 50
percent to 79.9 percent (Mississippi), and unlimited matching funds are
authorized: For the outlying areas, Guam, Puerto Rico, and the Virgin Islands,
75 percent Federal matching is. provided, but the law imposes a ce:lmg on
Federal funda,

“In FY 1989, total AFDC program costs for the 50 States, the District of
Columbia, and the outlying areas amounted to $19.6 billion, of which 88 percent,
~-$17.2 billion, was spent on benefit payments and the rest on administrative
costs, The Federal Government paid nearly 65 percent, $9.4 billion, of AFDC
benefit expenditures.
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' The Program in Puerto Rico

Eligibility and Benefits in Puerto Rico

Under the AFDC program, the Commonwealth of Puerto Rico is considered
a "State." Thus, generally the categorical, income, and resource eligibility
criteria described above apply. However, the 1988 law requiring all States to
offer AFDC (for at least part of the year) to two-parent families in which the
principal earner is unemployed does not take effect in Puerto Rico until October
1, 1992, 2 years later than in the 50 States and the District of Columbia.

In FY 1988, 97 percent of AFDC children in Puerto Rico had two living
parents (40 percent of whom were unwed), but 74 percent lived with only one
parent, usually the mother. More than one-fifth of the children were in two-

~ parent families with an incapacitated parent. Puerto Rico did not offer AFDC

to the children of needy unemployed parents.

Puerto Rico’s maximum AFDC benefit varies by family size, and for a three-
person family is $90 per month (this amount assumes an average rent payment

| ‘of $20 per month). 'This is $28 below the lowest maximum payment in the 50
_ States (Alabawmna). The average payment among families of all sizes in FY 1988

was $102 per month, compared with $381 among the States.
Participation

In FY 1989, 185,346 persons in nearly 58,000 families in Puerto Rico

received AFDC benefits (including 126,471 children). In FY 1980, a total of
- 117,669 Puerto Rican children received AFDC, 9.6 percent of the Island’s child
population (more recent percentage data are unavailable).

Funding and Expenditures

The major difference between Puerto Rico and the other "States” is the way
its AFDC program is funded, The 50 States and the District of Columbia receive
open-ended funding, with a minimum Federal matching rate for benefits of 50
percent and a maximum Federal match of 83 percent. In contrast, as noted
before, Puerto Rico and the other outlying areas are subject to a "cap" on
Federal funding for several programs grouped together. The Federal
Government pays 75 percent of Puerto Rico’s AFDC benefit payments and
several other social welfare benefits up to a specified limit. Section 1108 of the

_Social Security Act places an annual limit of $82 million ($72 million before FY

1989) on:the sum available to Puerto Rico for matching funds to help fund

... AFDC, emergency assistance, aid to the aged, blind, or disabled, and foster care
-and adoption assistance. The Act provides that Puerto Rico may use funds not
. expended within the section 1108 cap for its Title XX social services program.

(In effect, this Title XX provision generally allows Puerto Rico to always receive

.- the maximum amount of authorized Federal funds.)
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In FY 1989, total AFDC benefit payments in Puerto Rico amounted to $70.6
million (qualifying Puerto Rico for $62.9 million in 75 percent Federal matching
funds).

Implications of Statehood

If Puerto Rico were to be treated like the 50 States and the District of
Columbia in terms of its AFDC funding, the cap on Federal funding would be
.. removed, and its Federal matching rate would be raised from the 75 percent rate
to the maximum permitted in law, 83 percent. This is because per capita income
in Puerto Rico for the fiscal year ending June 30, 1989, was $5,266, less than
one-third that of the United States ($16,116 in 1988). These relatlonshlps,
under the existing formula, would qualify Puerto Rico for the maximum
matching rate.

According to data from the Department of Health and Human Services,
total FY 1989 benefit payments in Puerto Rico for AFDC ($70.6 million),
emergency assistance ($119,000), and aid to the aged, blind, or disabled ($19.2
million) totaled $89.9 million, qualifying Puerto Rico for maximum matching
funds (at a 75 percent rate) of $67.4 million. In addition, administrative costs
for AFDC totaled $15.6 million, qualifying Puerto Rico (at a 50 percent rate) for
matching funds of $7.8 million. Data are not available on expenditures in
Puerto Rico on foster care and adoption assistance, but the Administration has
indicated that Puerto Rico does not receive funding under the Title IV-E foster
care and adoption assistance programs. It appears that Puerto Rico in FY 1989
did not use the full $82 million available in that year for the programs listed

~above, in which case it could apply the rest to its Title XX social services
~program. If Puerto Rico were to become a State, it is unclear how it would
respond to open-ended Federal benefit funding for AFDC at an 83 percent
matching rate. By spending somewhat less local money Puerto Rico could
maintain existing program levels.

SUPPLEMENTAL SECURITY INCOME (SSI)
The Program in the States

* Eligibility and Benefits in the 50 States, the District
of Columbia, and the Northern Mariana Islands

The supplemental security income (SSI) program ie a Federal program
~ administered by the Social Security Administration that guarantees a minimum
level of cash income to needy aged, blind, and disabled persons. To qualify for
_ SSI payments, a person must satisfy the program criteria for age, blindness, or
. disability. The aged are defined as persons 66 years and older. Blind individuals
are those with 20/200 vision or less with the use of a correcting lens in the
person’s better eye, or those with tunnel vision of 20 degrees or less. Disabled
individuals are those unable to engage in any substantial gainful activity (83GA)
by reason of a medically determined physical or mental impairment expected to
result in death or that has lasted or can be expected to last, for a continuous
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period of at least 12 months. In addition, to be considered "disabled," a child
under age 18 must have an impairment of "comparable severity" with that of an
adult. SSIlaw is contained in (the second) Title XVI of the Social Security Act.

In 1991, individuals and couples are determined to be eligible for a Federal
SSI payment if their countable income does not exceed $407 per month for an
individual living independently or $610 for a couple living independently.
Benefit levels are adjusted for price inflation at the same time and by the same
percentage as social security benefits. Countable income is subtracted from the
Federal SSI guarantee (and State supplementary payment, if available) to
determine SSI eligibility and benefit amount.

Under the SSI program, $20 of monthly income from virtually any source
(such as social security benefits, but not need-tested income such as veterans’
pensions) is disregarded in determining eligibility and benefit amount. In
addition, the first $65 of monthly earned income plus one-half of remaining
earnings are disregarded. Thus, the income level at which Federal SSI eligibility
ends for an individual (i.e., the "breakeven" amount) is $427 if the person has
only unearned income, and $899 per month if the person has only earned
income. (The corresponding figures for a couple are $680 and $1,305.) In effect,
_this means that the marginal benefit-reduction rate is 50 percent for earned
_income and 100 percent for unearned income. :

About 42 percent of SSI recipients receive a State supplement. Currently,
26 States and the District of Columbia supplement the Federal guarantee for
individuals living independently, by monthly amounts ranging from $2 to $366
(Connecticut). Most States provide supplements for recipients in group living
arrangements. ~

To determine eligibility and benefits the SSI program generally takes into
“account_all types of income, including earned, unearned, and support and
maintenance furnished in cash or in kind, However, Congress recognized that
many aged, blind, or disabled individuals live with relatives or friends and that
it is difficult to determine the exact value of the non-cash support and
maintenance these persons receive. Thus, if an SSI applicant or recipient is
"living in another person’s household and receiving support and maintenance in-
kind from such person,” the value of that in-kind assistance is presumed to equal
" one-third of the Federal SSI benefit standard. In these cases, the maximum
Federal SSI benefit couple is two-thirds of the Federal SSI guarantee level.

Eligibility for SSI is restricted to qualified persons who have countable
assets of not more than $2,000, or not more than $3,000 in the case of qualified
couples. In determining assets, a number of items are excluded. Totally
disregarded is the individual’s home; and, within "reasonable" limits set by the
Secretary of the Department of Health and Human Services these assets are
disregarded: household goods, personal effects, an automobile, and a burial

space for the individual, spouse, and members of the immediate family.
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The income of an ineligible spouse who lives with an adult SSI applicant
or recipient is considered in determining the eligibility and amount of payment
to the individual. Similarly, part of the income of the parents of a disabled or
blind child under the age of 18 is counted as available to the child and used in
determining his SSI benefit amount, if any. Further, an individual’s resources
are deemed to include those of his ineligible spouse (with whom he lives) or in
the case of a child under the age of 18, those of his parents with whom he lives.
In 1989, there were 44,900 spouse-to-spouse and 26,100 parent-to-child cases in
which deeming reduced the benefit; these figures do not include the cases in
which individuals were made ineligible because of the deeming provigions.

In addition to the categorical requirements and income and resource rules,
to receive SSI a person must be a citizen of the United States or an alien who
is lawfully admitted to the United States; live in the United States or the
Northern Mariana Islands; apply for all other benefits to which he is entitled;
and if he is disabled, accept vocational rehabilitation services if they are offered.

The Commonwealth of Northern Mariana Islands is the only outlying U.S.

area with the SSI program, The Northern Marianas Covenant (P.L. 94-241) was
* pigned into law in March 1976. It changed the status of the Northern Mariana
Islands from a part of the United Nations Trust Territory of the Pacific
administered by the United States to that of a full U.S. Commonwealth. Terms
of the covenant extended SSI to the new Commonwealth on the same terms as
in the 50 States and the District of Columbia, effective in 1978. Congress has
never passed proposals to extend the SSI program to.the other U.S.
Commonwealth (Puerto Rico) or the other U.S. outlying areas of Guam,
American Samoa, and the Virgin Islands.

The SSI program, which began operations in 1974, replaced the matching-
grant programs of old-age assistance, aid to the blind, and aid to the
‘permanently and totally disabled in the 50 States and the District of Columbia.

. Participation

- An estimated 4.6 million persons received SSI benefits in FY 1990; 2.0
million persons aged 65 or older (almost 7 percent of the U.S. aged population)
and 2.6 million blind or disabled persons, approximately 301,000 of whom are
estimated to be children. In March 1990, the average monthly SSI payment was
$290; the average monthly Federal SSI payment was $253, and the average
amount of State supplementation was $136.

Funding and Expenditures

Federal SSI benefits and the cost of administering the program are financed
from general funds of the Treasury. The Social Security Administration also
administers the payment of State-financed State supplementary SSI payments
for 26 States and the District of Columbia. These administrative costs are paid
by general funds from the Treasury.
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In FY 1990 it was estimated that the Federal Government would pay 81
percent of total SSI program costs ($16.4 billion) and the States, 19 percent. In
'FY 1990, the SSI program cost the Federal Government $12.5 billion. Ninety-
one percent of this amount was spent on Federal SSI benefit payments and the
rest was spent on administrative costs, beneficiary services, and demonstration
projects. :

The Program in Puerto Rico

Eligibility and Benefits of Aid to the Aged,
Blind, or Disabled in Puerto Rico.

The SSI program is not available in Puerto Rico. Instead, Puerto Rico
operates an assistance program of aid to the aged, blind, or disabled (AABD)
under Title XVI of the Social Security Act. As with AFDC, the Commonwealth
of Puerto Rico sets eligibility requirements (within Federal guidelines) and
benefit levels. The Federal Government provides a grant to the Commonwealth
to meet a share of the program’s cost.

- Aged persons are defined as those age 65 and older. The definition for
" blindness is virtually the same as that used for the SSI program; there is no age
requirement for blind persons (i.e., blind children always have been eligible for
benefite under both programs). Disability is defined by Puerto Rico, but the
program is restricted to those age 18 or older.

To qualify for assistance in Puerto Rico, an aged, blind, or disabled person
must have countable resources of no more than $2,000 and countable income of
less than the maximum benefit, which equals $32 per month plus 50 percent of
actual shelter costs. If shelter costs are assumed to be $20 monthly (reported
by Administration officials as the average amount paid for rent by welfare
recipients), the income level at which an individual with no other income would
" no longer qualify for adult assistance payments is $42 per month. In FY 1987,
the average monthly benefit was approximately $36. ‘

Under the AABD program not all earned income is counted. In the case of
" an aged or disabled person the law says that of the first $80 per month of
~ earned income, the State agency may disregard not more than $20 plus one-half
"of the remainder. Thus, the breakeven level for an aged or disabled AABD
recipient who has only earned income is $92 per month (assumes shelter costs
of $20 per month). In the case of a blind AABD recipient, the State agency must
disregard the first $85 per month of earned income plus one-half of remaining
* earnings. Thus, the breakeven level for a blind AABD recipient who has only
earned income is $169 per month (assumes shelter costs of $20 per month). In
effect, this means that (1) 100 percent of unearned income is counted in
determining the AABD benefit amount, (2) the marginal benefit-reduction rate
is 100 percent for the income of aged or disabled persons, and (3) the marginal
benefit-reduction rate is 50 percent for the earned income of blind persons.
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Participation

In FY 1989, 40,813 persons in Puerto Rico received AABD assistance
- payments: 16,166 aged persons, 278 blind persons, and 24,369 disabled persons.
(In 1980, the most recent year with age data, about 8 percent of aged Puerto
Ricans received AABD payments.)

Funding and Expenditures

Puerto Rico and the other outlying areas are subject to a "cap” on Federal
funding. The Federal Government pays 75 percent of Puerto Rico’s assistance
payments to aged, blind, or disabled persons up to a specified limit (which also
- must cover the Federal share of costs of various other social welfare programs.)
The Social Security Act places an annual limit of $82 million in FY 1989 and
years thereafter on the sum available to Puerto Rico for matching payments to
help fund programs of aid to families with dependent children, emergency
assistance, aid to the aged, blind, or disabled, and foster care and adoption
assistance,

In FY 1989, total AABD assistance payments in Puerto Rico amounted to
$19.2 million (quahfymg Puerto Rxco for a maximum of $14 4 million in Federal
matchlng funds).

Implications of Statehood

If Puerto Rico were treated like the 50 States, the District of Columbia, and
the Northern Mariana Islands, the Social Security Administration would extend

" - the Federal SSI program to it, at 100 percent Federal expense, SSI then would

replace AABD, presumably providing much larger benefits, and much higher
eligibility limits. Furthermore, the SSI program would cover disabled children,
excluded from the AABD program.

The Federal SSI guarantee to an individual currently is $407 per month.
In Puerto Rico the maximum money payment to a needy aged, blind, or disabled
person in FY 1989 under the adult assistance programs is $32 per month plus
50 percent of actual shelter costs. A jump of this magnitude in benefit amounts
undoubtedly would vastly expand the eligible population. The exact scope is
unknown. However, when SSI replaced the cash welfare programs to aged,
blind, or disabled persons in the States, the number of recipients rose
nationwide by more than one-third. From 1973, the last year of the old cash
welfare programs for aged, blind, or disabled persons, to 1975, the second year
of the SSI program, 19 States had increases of more than 50 percent in the
number of cash recipients (numbers more than doubled in 5 States).

During consideration of S. 712 in the 101st Congress, the Senate Finance
Committee, which has jurisdiction over the SSI program, was concerned about
the. magnitude of the potential benefit increase in Puerto Rico, and the
Committee proposed to limit SSI eligibility and benefits in all States to 50
percent of a State’s per capita income. This limitation would have affected
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Puerto Rico alone, since in all other States, including Mississippi (which has the
lowest per capita income of the 50 States), 50 percent of per capita income is
greater than the SSI eligibility and benefit levels.

Under statehood, Puerto Rico no longer would have to pay the 25 percent
matching rate required under the AABD program. It is unknown how Puerto
~ Rico would use such released funds. But, because the Federal SSI guarantee is

relatively high compared with per capita income (equal to 88 percent of per
capita income in 1989), it is virtually certain that these funds would not be used
to supplement the Federal SSI guarantee. Because statehood would require
Puerto Rico to give automatic eligibility for medicaid to SSI recipients, funds
would be needed for the expanded population eligible for medicaid (although
many might already have medicaid coverage as medically needy persons).

NUTRITION ASSISTANCE UNDER THE FOOD STAMP ACT
The Food Stamp Program in the States
Overview |

The Food Stamp Act authorizes a food stamp program to increase the food
purchasing power of needy households by granting them monthly allotments of
food stamp coupons. With limited variations for Alaska and Hawaii (eligibility
and benefit levels are higher), it operates under nationally uniform Federal
rules.t Federal funds pay for the full cost of benefits and a bit more than half
of total costs for administration.

~ Administration

Virtually all rules governing program operations are established by the
Federal Government, and program operations and participation by food concerns
and financial institutions accepting food stamp coupons are subject to extensive
oversight by the U.S. Department of Agriculture’s Food and Nutrition Service.

*The regular food stamp program also operates in the District of Columbia,
- Guam, and the Virgin Islands, although somewhat more liberal benefit rules
‘apply in Guam and the Virgin Islands.

Under the terms of the 1976 Covenant with the Commonwealth of the
Northern Mariana Islands and implementing legislation, a variant of the food
stamp program was negotiated with the Commonwealth and began operations
in 1982. The Northern Marianas’ program differs from the regular food stamp
‘program primarily in that: (1) it is funded entirely by Federal money (benefits
and administration), up to a maximum annual grant of $3.7 million; (2) a
portion of each household’s food stamp allotment (25 percent) must be used to
purchase locally produced food (coupons for local food items are differentiated
by color); (3) maximum monthly benefits are about 20 percent higher than those
in the regular food stamp program; and (4) income eligibility limits are about
half those in the regular program.
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Day-to-day administration (determining eligibility and issuing benefits) is the
responsibility of State welfare agencies, following generally standard Federal
rules. - _

Funding

Federal funding covers: (1) Federal administrative expenses for personnel,
printing and redeeming food stamp coupons, and oversight of welfare agency and
food store operations, (2) the full cost of benefits, (3) half of day-to-day
administrative expenses incurred by State agencies,” (4) 75 percent of State
agencies’ costs for developing expanded computer capability,® (6) 75 percent of
costs incurred by States for fraud investigation and prosecution,® and (6) the
full cost of implementing the systematic alien verification for entitlements
(SAVE) program (procedures for using the Immigration and Naturalization
Service to verify the immigration status of alien welfare applicants). In
addition, the Federal Government pays the major portion of the cost of carrying
out employment and training programs for food stamp recipients: each State
receives a formula share of $75 million a year for basic operating costs, plus half
of any operating expenses above those covered by the basic grant and half the
cost of support services to participants (e.g., transportation and child care).

States are responsible for their share of food stamp administrative expenses

(60 or 25 percent, depending on the type of expense) and, under the food stamp

"quality control” system, are liable for fiscal sanctions if they have very high
~rates of erroneous eligibility and benefit determinations, '

In FY 1990, Federal food stamp spending for the States totaled an
estimated $15.6 billion; State costs were approximately $1.1 billion, Federal
appropriations for FY 1991 (excluding Puerto Rico) are $18.1 billion, $823
million of which is to be held in "reserve" and made available only if specifically
requested by the Administration to meet unanticipated needs.

Eligibility for Assistance

Applicant households are determined eligible for aid under generally
uniform provisions established in the Food Stamp Act.

® Income. Most eligible households must have basic (gross) monthly
income at or below 130 percent of the annually adjusted Federal

"Increased to 60 percent if the State has very low rates of erroneous
- eligibility and benefit determinations.

®Reduced to 63 percent beginning in FY 1992.

“States also may retain a portion of improperly issued benefits they recover
(other than those caused by welfare agency error).

— 248 —



CRS-17

poverty income guidelines.!® At present, the gross income limit for
a four-person household is $1,376 a month. Almost all cash income
received by a household is included when judging income eligibility.

e Assets, Liquid assets of eligible households are limited to $2,000, or
$3,000 for households with elderly members. Counted liquid assets do
not include the value of the household’s residence, business assets, a
portion of the fair market value of any vehicle, and some other items.

o Employment and training requirements. ~Nonworking able-bodied
adults not caring for young children or enrolled in another program’s
work initiative must accept appropriate job offers and, if assigned,
participate in State-designed employment and training programs in
order to maintain their food stamp eligibility.

®  Categorical rules. Two classes of households are automatically eligible
for food stamp assistance: those composed entirely of AFDC or SSI
recipients. In certain other cases, households or individuals are
automatically ineligible: ~households with members on strike,
households where the head of household has voluntarily quit a job,
most postsecondary students (unless they are working, in a training
program, or caring for a young child), illegal or temporarily resident
aliens, persons living in institutional settings (except for specifically
- approved group living arrangements such as drug addiction programs
and shelters for the homeless or battered women and children), and
" boarders (unless they apply together with the household providing
- board). ' :

About 20 million persons a month now partiéipate in the food stamp
program in the States, nearly 8 percent of the U.S. population.
Benefits

Eligible households receive monthly food stamp coupon allotments.!!
These coupons are normally used to purchase food in participating stores and
‘redeemed by the stores for dollars through banks and the Federal Reserve
‘System, although they may be used to obtain prepared meals in some cases (e.g.,

The poverty income guidelines used for food stamp eligibility
determinations in Alaska and Hawaii are higher than those used for other
jurisdictions, by 26 and 16 percent, respectively. Although the requirement for
gross income at or below 130 percent of Federal poverty levels is the basic
income test, households with elderly or disabled members are subject to a more
liberal test based on their counted (net) income (after reduction for various
household expenses), a test that other households must meet in addition to the
generally more stringent gross income test.

HAlthough benefits in the form of coupons are the rule, a few demonstration
projects offer benefits in cash or through "electronic benefit transfer” systems.
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in elderly nutrition projects) and nonfood items in other instances (e.g., hunting
and fishing equipment in remote areas of Alaska). Allotments depend on a
household’s size, its counted (net) monthly income, and the program’s maximum
monthly benefit levels.

Food stamp maximum benefits are equal to an amount slightly (3 percent)
higher than the cost of the U.S. Department of Agriculture’s lowest estimate of
the cost of an adequate diet, the "Thrifty Food Plan,” adjusted for household size
- and indexed annually for food price inflation. They are standard for the 48
contiguous States, but significantly higher in Alagka and Hawaii (reflecting
special surveys indicating substantially higher food prices). At present, the
maximum monthly allotment for a four-person household is $3562 in the 48
- contiguous States, $459-$713 in Alaska (varying among urban and remote rural
areas), and $574 in Hawaii.

Recipients’ actual monthly benefits are calculated by subtracting 30 percent

" of their counted (net) monthly income from the maximum benefit for their
- household size. Food stamps then make up the difference between their
expected contribution to food expenses (30 percent of counted income) and the
amount judged sufficient to buy an adequate low-cost diet (the maximum
benefit). Monthly food stamp benefits in the States now average over $60 per
person. -

- An important part of determining a household’s benefits is the calculation
of its counted income. When determining counted monthly income, basic (gross)
cash income is reduced by applying a series of "deductions;" including a
"standard" deduction, specific deductions for certain living expenses (e.g.,
excessively high shelter costs), and a deduction for taxes and work expenses (20
percent of any earnings). These deductions total to a bit over $200 a month on

“average, making the "typical” household’s counted income for food stamp benefit
purposes a little more than half its gross income.

Program Options

While the Food Stamp Act varies some eligibility and benefit rules for
Alaska and Hawaii (higher income eligibility limits, maximum benefits, and
allowable deductions), it allows States to make very few departures from Federal
rules. States are permitted to operate "outreach" programs, vary specifically
listed administrative rules (e.g., how changes in household circumstances are to
be reported), disregard a portion of child support payments in counting income
(at their own cost), and determine coupon issuance systems. They also make
most decisions as to the design of employment and training programs. Other
-variations can be achieved only as demonstration projects.
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The Nutrition Assistance Program in Puerto Rico'
Overview |

. The Food Stamp Act provides money for nutrition assistance in Puerto Rico
under rules very different from those applied to the States. From early 1975
through June 1982, the regular food stamp program operated in the
Commonwealth, albeit with some variations from standard rules.!? Puerto
Rico's food stamp program offered lower maximum benefits (about b percent less
than in the 48 contiguous States, based on a special survey of food costs) and

more limited income deductions (about half those in the regular program);
however, income eligibility was based on the same Federal poverty levels used
in the 48 States. At its peak, it assisted over 1.8 million persons each month,

“nearly 60 percent of the Commonwealth’s population at the time, at an annual
Federal cost of some $900 million. However, 1981 amendments to the Food
Stamp Act directed that traditional food stamp assistance in the Commonwealth
be ended and replaced with an annual "block grant” of Federal funds provided
under the authority of the Food Stamp Act, effective July 1982 Today, the
Food Stamp Act block grant to Puerto Rico represents about one-fifth of all
Federal transfers to individuals in the Commonwealth, 5 percent of personal
income, and an amount equal to approximately 20 percent of all personal
consumption food expenditures.™ Lo

Section 19 of the Food Stamp Act requires that the Federal Government
pay Puerto Rico an annual grant, out of appropriations under the Act, to
support the costs of nutrition assistance in the Commonwealth. Puerto Rico is
given rein to design its own initiatives for nutrition assistance to needy persons,

- without refererice to the Federal rules of the food stamp program. It has chosen
to use this flexibility to establish a Nutrition Assistance Program {NAP) that
differs significantly from the food stamp program.. There are virtually no
"strings” attached to the grant, other than a requirement that Puerto Rico share
in the cost of administration, and the Commonwealth uses funds provided under

12With the exception of the food stamp program, all federally supported
nutrition assistance (e.g., the school lunch program, the special supplemental
food program for women, infants, and children) are available to Puerto Rico as
with any State. -

BAlthough 1971 legislation allowed the Commonwealth to operate a food
stamp program, Puerto Rico (along with many other areas of the country) chose
instead to distribute surplus Federal agricultural commodities to the needy until
that option was removed.

UCommonwealth of Puerto Rico. Junta De Planificacion De Puerto Rico.
Informe Economico Al Gobernador 1987 and Informe Preliminar De La
Economia De Puerto Rico 1988, as confirmed by later reports.
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the block grant both for its NAP and other activities (a cattle tick eradication
project-and wage subsidies to some employers hiring NAP recipients).!s

As recently reauthorized in the Food, Agriculture, Conservation, and Trade
Act of 1990 (P.L. 101-624), required Federal funding for Puerto Rico’s Food
Stamp Act block grant expires September 30, 1995.

Administration

All rules governing operations using block grant funds are established by
the Commonwealth. Although it must submit annual plans to the U.S.
Department of Agriculture for approval, there are, for all practical purposes, no
specific provisions of law that the Department can use to disapprove a plan.
The Federal role is restricted to approval of the Commonwealth’s plan, the
- provision of funds, and limited oversight to ensure program integrity.

Funding

Federal funds cover costs for carrying out any program(s) of nutrition
assistance designed by the Commonwealth. However, to qualify for Federal
money Puerto Rico must pay half of any administrative expenses it incurs, and
total Federal support is limited to amounts specified in the Food Stamp Act (the
annual block grants).

When originally enacted, the block grant amount was set at $825 million
a year, with no provision for adjustment over time. This was a substantial
reduction from the previous level of Federal support under the food stamp
program and prevailed through FY 1986. In 1985 legislation, the annual grant
was increased to: $862.76 million (FY 1987), $879.75 million (FY 1988), $908.25
million (FY 1989), and $936.75 million (FY 1990). The 1990 act reauthorizing
food stamp appropriations through FY 1995 (P.L. 101-624) sets Puerto Rico's
annual grant at: $374 billion (FY 1991), $1.018 billion (FY 1992), $1.051 billion
(FY 1993), $1.091 billion (FY 1994), and $1.133 billion (FY 1995)."¢ With the
exception of FY 1986 (when the grant was subject to a $5 million reduction
under the terms of the "Gramm-Rudman-Hollings" law) and FY 1988 (when $.5
million less than the earmarked amount was made available by the agriculture

‘*Puerto Rico recently has begun a limited wage subsidy initiative using
funds from its block grant (about $1 million in FY 1990). This subsidy, intended
to encourage low-income family heads to work, pays 25 percent of the Federal
minimum wage for up to 40 hours of work per week. The ecattle tick eradication
project, accounting for approximately $10 million a year, is directed toward the
enhancement of livestock productivity through the island-wide eradication of
ticks. : : :

In general, the higher dollar amounts beginning in FY 1987 were arrived

at by increasing the $825 million original grant by Congressional Budget Office
inflation.eatimates. : :
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appropriations act because of an across-the-board percentage cut in all

agriculture appropriations), the full amount established in the Food Stamp Act
has been provided each year.

Puerto Rico receives no special Federal cost-gharing for development of
computer capability, fraud investigation and prosecution, employment and
training activities, or carryingout a SAVE program. The Commonwealth is not
liable for fiscal sanctions under the food stamp quality control system.
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TABLE 4. Food Stamp Act Expenditures in Puerto Rico' :
- Current Dollars
(in millions)

Adminisfration‘

' ' - ~ Common- :

Fiscal year . Benefits® . Federal ~  wealth Total
1879 ... iiiin. . 8748 $26 $26 $800
1980 ....0ocvhininns 8256 26 26 875
1981 .....v0vhhvne... 879 27 27 933
1982° . ........ .00 . 870 27 27 924
1983 ....... .00 801 23 23 847
1984 ............... 803 22 22 847
1985 ... ... 804 21 21 846
19869 ........ Craaaas 796 26 2b 845
1987 ... .o iits 827 26 26 879
1988¢ . ......civvun 8563 26 26 905
1989 ......... ..., 883 25 2b 933

*Adminstrative costs shared equally between the Federal Government and the
Commonwealth, both under the terms of the regular food stamp program (through June 1982)
and under the Commonwealth’s limited nutrition assistance block grant (from July 1982 onward).

bBenefits federally funded under the terms of the regular food stamp program (through June
1982), and under the limited nutrition aseistance block grant (from July 1982 onward). Benefit
figures include spending (e.g., $9.6 million in FY 1988) on special agriculture projects allowed
under the terms of the block grant.

“In July 1982, the regular food stamp program was replaced with the Commonwealth's
nutrition aseistance program, funded by a Federal block grant and the Commonwealth’s share of
administrative costs.

9In FY 1986, the normal $825 million nutrition assistance block grant was subject to a $5
million reduction in available funding under the terma of the "Gramm-Rudman-Hollings" law. In
FY 1988, $0.5 million less than the earmarked block grant amount was actually appropriated.

NOTE: The Food Stamp Act earmarked specific amounts for Puerto Rico: $206.5 million
. in FY 1982, $825 million a year in FY 1983-1986, $852.75 million in FY 1987, $878.75 million in
FY 1988, and $808.25 million in FY 1989,

Source: Budget documenta prepared by the U.S. Department of Agriculture, Food and
Nutrition Service.
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TABLE 5. Food Stamp Act Expenditures in Puerto Rico:
Constant Dollars*
(in millions)

Administration
Common-
Fiscal year Benefits Federal wealth Total
1979 ... . 0hnen . $1,087 $37 $37 $1,162
1980 ............. 1,087 32 32 1,152
1981 ........ veee. 1,063 32 32 1,117
1982 ..........., . 1,012 30 30 1,072
1983 ...t - 929 26 _ 26 , 980
1984 ............. 904 24 24 952
1985 ....... .00 nns 901 23 23 947
1986 ............. 883 27 27 938
1987 ......ovnven 902 28 -28 957
1988 .......c00nnn 901 27 27 955

1989 ... .o0vnnn 883 25 _ 25 933

. "Benefit apending has been adjusted for inflation, to constant FY 1989 dollars, by using the
"'foo'drat home" component of the Consumer Price Index for All Families in Puerto Rico, as
compiled by the Commonwealth’s Department of Labor and Human Resources in its monthly
Informe Estadistico, Administrative spending has been adjusted for inflation, to constant F'Y 1989
dollars, by using the overall Consumer Price Index for All Families in Puerto Rico. For
adjustments prior to January 1980, the Consumer Price Index for All Wage Earners in Puerto
Rico was used,

- NOTE: See notes for table 4.

Eligibility for Assistance

- Under Puerto Rico’s NAP, eligibility rules are simpler and significantly
more resirictive than in the food stamp program. Income eligibility is based
solely on basic (gross) monthly income, and limits are set at levels just under
half those now applied under the food stamp program in the 48 contiguous
States (e.g., $667 vs. $1,376 a month for a four-person household). The liquid
assets eligibility standard also is set well below the food stamp standard: $1,000
for all households. Income and asset eligibility standards have not changed
since the advent of the NAP, while food stamp income limits are indexed for
inflation, and asset standards have been liberalized by legislation. Categorical
eligibility rules generaily are not used.

Approximately 1.45 million persons a month in 450,000 households receive
benefits under the NAP. Average monthly participation has held relatively
steady at between 1.4 and 1.5 million persons since 1984, with NAP recipients
representing some 44 percent of the Commonwealth's population.
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Benefits

Benefits in the NAP are issued monthly and calculated in much the same
manner as in the food stamp program. However, they are issued in cash
(checks), are slightly lower than average food stamp allotments, and can vary
significantly from month to month even when household circumstances do not
change.

To keep NAP costs within the annual block grant amount without
adjusting eligibility criteria, Puerto Rico has chosen to vary maximum benefit
“levels monthly if necessary, and as a result, the benefits participating
households receive can differ from month to month. For example, in recent
years (FY 1988-1990), maximum monthly benefits for a four-person household
“have ranged from about $230 to $280 a month.!” The expenditure of all block
grant funds each year is ensured through the i issuance of a 13th "bonus" benefit
check in September.

Although maximum benefit levels are changeable and noticeably below
- those in the food stamp program, benefit determination procedures are similar
(although simpler) in other respects. Households’ benefits are calculated by
hubtracting 30 percent of counted monthly cash income from the applicable
maximum monthly benefit. And, the counted income used to establish benefit
amounts is substantially less than each household’s gross income: i.e., gross
~ income is reduced to counted income by applying a limited series of deductlons
comparable to, although smaller than, those used in the food stamp program.

- Because of their substantially lower incomes, recipients are more likely to
receive something closer to the maximum benefit for their household size, and
NAP monthly average benefits have not lagged far behind average U.S. average
food: stamp benefits—-$50 vs. $52 per person in FY 1989--despite the fact that
maximum NAP benefits are significantly lower, on average 20-25 percent. On
the other hand, because NAP recipient households in Puerto Rico are often
~larger than food stamp households in the States, typical NAP households have
- received benefits that are significantly higher than in the regular food stamp
_-program ($159 vs. $135 in FY 1989). In effect, Puerto Rico has attempted to

live within the amounts provided by the block grant primarily by freezing

eligibility standards, thereby controlling participation, and placed less emphas:a

on reducing benefits beyond the basic reductlons made necessary by the size of
the ongmal block grant

_ However, the gap between NAP and food stamp benefits ig likely to widen,
unless NAP enrollment is reduced to allow for higher benefits. Under the terms
of the recent reauthorization of the block grant, Puerto Rico will receive annual
increases equal to estimates of inflation through FY 1995, roughly 4 percent a
‘year. Maximum food stamp benefits, on the other hand, will be increased for
‘actual inflation, plus a 3-percent add-on.

"Comparable maximum monthly food stamp benefits in the 48 contiguous
States increased from $290 in FY 1988 to $331 in FY 1990.
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Program Options

Under the law governing Puerto Rico’s block grant, virtually unlimited
program design options are available. At present, the Commonwealth is
exercising this flexibility primarily by providing NAP benefits in cash, using
approximately $10 million a year to fund a cattle tick eradication project, and
spending $1 million of its block grant funds to provide wage subsidies {o certain
employers hiring NAP recipients.

Impiicﬁtions of Statehood
Ov_erviéw -

Unless spéciai provisions were adopted, Puerto Rico’s inclusion as a State
under the Food Stamp Act would end the NAP and replace it with the regular

- food stamp program as it operates in the 48 contiguous States (and the District

of Columbia), thereby greatly increasing enrollment, benefits, and costs (both to
Puerto Rico and the Federal Government). However, the changeover would not
be simply a matter of added costs from new benefits, a larger caseload, and
added administrative responsibilities. Because Puerto Rico would be required
to operate its nutrition assistance program under the full panoply of Federal
food stamp rules, important program design options Puerto Rico now enjoys
would be terminated. And, because benefits would be issued in food stamp
coupons, a sizable portion of Puerto Ricans’ personal income would be required
to be spent on food purchases, with uncertain effects on the Island’s economy.

Administration

" With extension of the food stamp program to Puerto Rico, substantial

“administrative changes would be in store both for the Commonwealth and the

Federal Government. Puerto Rico would be subject to a wide range of Federal
administrative rules and some new administrative costs. Puerto Rico’s NAP

generally operates under procedures for determining eligibility and issuing

benefits that are simpler, and less costly, than would be the case under the food
stamp program. At the least, new rules for processing applications, verifying
eligibility factors, issuing benefits as coupon allotments rather than checks,
operating employment and training programs, and quality control surveys would

. add significantly to administrative costs.'® Puerto Rico’s administration of the
- program might also come under much closer scrutiny than other States because

of a provision in the Food Stamp Act requiring special audits by the U.S.
Department of Agriculture’s Inspector General whenever & State’s food stamp
caseload exceeds 60 percent of its population; this provision was almost
triggered under Puerto Rico’s pre-1982 food stamp program.

18The U.S. Department of Agriculture’s evaluation of the conversion to the
NAP found an 18 percent reduction in administrative expenses. A portion of
this reduction was due to a reduced caseload.
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From the Federal perspective, statehood would bring on significant new
administrative activity related to printing and redeeming coupons and oversight
~ of food stores and welfare agency operations.

Funding

Treating Puerto Rico as a State in the food stamp program would remove
the current block grant limit on Federal financial support for nutrition
assistance, and Federal funding would increase to cover whatever benefits were
issued, a little over half of the Commonwealth’s administrative costs, and new
Federal expenses. Using experience under the pre-1982 food stamp program in
Puerto Rico as a guide, annual Federal spending could increase by $500 million,
or more, because of increased participation, higher benefits, and larger
administrative costs. On the other hand, PuertoRico would become liable to the
Federal Government for limited quality control sanctions if its rate of erroneous
eligibility and benefit determinations exceeded food stamp program "tolerance”
levels and would have to return to the Federal Government the majority of any
_ improperly issued benefits that were recouped. -

Eligibility for Assistance

 Possibly the most important change resulting from statehood would be a
substantial increase in the number of people eligible for, and presumably
_choosing to participate in, the "new" food stamp program. It is not unlikely that
participation would grow by almost one-third to pre-1982 levels, adding some
400,000 persons to the monthly caseload. Unless special provisions were
enacted, financial eligibility limits would be more than double those under the
- NAP, rising to 130 percent of the standard Federal poverty levels and
~ approaching 80 percent of average family income in the Commonwealth.
Imposition of those food stamp eligibility rules that are more restrictive than
those of the NAP (e.g., some categorical rules) probably would have little effect,
and the availability of new cash welfare assistance (e.g., the SSI program) under
statehood would increase food stamp participation because of rules making most
cash welfare recipients automatically eligible for food stamps.

' Beheﬁts

All benefits under Puerto Rico’s food stamp program would have to be
issued in coupons rather than cash. Without specific amendments to the Food
Stamp Act, the standard maximum benefit and income deduction levels
established for the 48 contiguous States would become those used in Puerto
Rico. Maximum benefits in the NAP are, on average, over 20 percent lower than
in the 48 States, and income deductions are similarly smaller. As a result,
average benefita would rise sharply, by at least 20 percent, surpassing typical
benefits in the rest of the country.

— 268 —



CRS-27

Other Considerations

Under the Food Stamp Act, States are not allowed to collect sales taxes on
food stamp purchases if they wish to operate the food stamp program. To the
extent Puerto Rico collects sales taxes on purchases now made with cash
provided under the NAP, it would lose revenues. '

Food stamps in Puerto Rico would both affect and be affected by other
welfare program consequences of statehood. To some degree the new infusion
of food stamp assistance might encourage Puerto Rico to hold down, or not
embark on, expansion of its AFDC program, despite new Federal cost-sharing
offered it as a State. Extension of the SSI program to Puerto Rico would limit
additional food stamp costs because this new income to likely food stamp
recipients would reduce their food stamp benefits. ‘

Federal funding for Puerto Rico’s cattle tick eradication project and wage
‘subsidies to employers would be eliminated, and Puerto Rico would be required
to establish an employment and training program for food stamp recipients.

Conversion to the NAP cash grants brought on an estimated 1-8 percent
‘reduction in aggregate food expenditures.” And it would appear that
conversion back to food stamp coupons usable only for food would increase food
spending noticeably, might tie up an unacceptably high proportion of the
Commonwealth’s income in food purchases, and could have distorting effects on
Puerto Rico’s economy.

SOCIAL SECURITY
The Program in the States
| Pfo.gram.Description

Social security--the old-age, survivors, and disability insurance (OASDD
program--provides monthly benefits to retired and disabled workers and to their
dependents and survivors. A worker gains eligibility for OASDI benefits
through employment that is covered by the social security system. Employees
of State and local governments are covered on a voluntary group basis.

Social security taxes are levied on covered employment and the revenues are
credited to special trust funds. These trust funds are debited for payment of
monthly benefits and administrative expenses of the program. Benefits are paid
as a "earned right"--free from any test of need--and are loosely based of the level
of career earnings covered by social security.

19The evaluation from which this estimate is drawn indicates that the "true”
effect is probably closer to the lower end of this range.
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Cost and Recipienis

Benefit payments in FY 1991 are expected to total $267 billion. There are
approximately 40 million current social security beneficiaries.

The Program in Puerto Rico
Program Description

. Basically, social security coverage and eligibility rules apply to Puerto Rico
as they do to the United States generally. The Social Security Act generally
defines a "State” and the "United States" to include Puerto Rico, as well as the
Virgin Islands, Guam, the District of Columbia, and American Samoa.
Employees of the Government of the Commonwealth of Puerto Rico, who are
treated the same as "State” employees, participate in social security.

An exception to the general applicability of benefits is what are ealled
"special age-72 benefits,” sometimes called "Prouty” benefits. These are special
benefits, paid out of general revenues, for individuals (men who attained age 72
before 1972 and women who attained age 72 before 1970) who have worked in
covered employment for less than the amount of time otherwise required. The
.. law restricts these benefits to residents "of the 50 States,” the Northern Mariana
Islands, and the District of Columbia.

Cost and Participants

In 1988, the last year for which there are data, Puerto Rico had 557,000
social security beneficiaries. Their average monthly retirement benefit was
$341.20, compared to a national average of $536.90. In the aggregate, residents
of Puerto Rico received $1.89 billion in social security benefit payments. The
last year for which we have data on workers is 1986. In that year, 1,198,000
workers and their employers paid $1.20 billion in social security taxes (in the
~ same year Puerto Rican residents received $1.72 billion in benefits).

Implications of Statehood
'In generé.l, statehood would bring no change from current law. However,

special age-72 benefits might be extended to the few individuals who would be
eligible if "the 50 States” were interpreted to include all States.

- MEDICAID
" The Program in the States
Medicaid, authorized by Title XIX of the Social Security Act, is a
Federal-State matching program providing medical assistance to low-income
persons. Each State designs and administers its own medicaid program, setting

eligibility and coverage standards within broad Federal guidelines. Thus, there
_ig.considerable variation among the States in terms of eligibility requirements,
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‘range of services offered, limitations placed on those services, and
reimbursement policies.

Financing

The Federal share of expenditures for medicaid services in the States is tied
to a formula inversely related to the square of a State’s per capita income. For
FY 1991, the Federal matching percentages range from 50 percent to 79.9
percent; no State may receive more than 83 percent. The matching rate for
administrative costs is generally 50 percent for all States, with higher matching
available for certain management and control activities. The remaining costs of
the program are paid by the State; in some States local governments also
contribute. : :

Eligibility

All States must cover the categorically needy. These include all persons
receiving AFDC and, in most States, persons receiving SSL Thirty-nine States
and other jurisdictions also provide medicaid to the medically needy. These are
persons whose income or resources exceed the standards for the cash assistance
programs but who meet a separate medically needy financial standard
established by the State and also meet the nonfinancial standards for categorical
eligibility (such as age, disability, or being a member of a family with dependent
children). Finally, Congress has recently extended medicaid coverage to certain
target populations, using eligibility standards that are not directly linked to
those used in the cash assistance programs. The Medicare Catastrophic
- Coverage Act of 1988 (P.L. 100-360) required States to pay medicare premiums,
‘deductibles, and coinsurance for aged and disabled persons eligible for medicare
with family incomes below. 100 percent of poverty. The Omnibus Budget
Reconciliation Act of 1990 (OBRA 90) requires States to pay medicare premiums
for medicare beneficiaries with incomes below 110 percent of the poverty level
by January 1, 1993, and with incomes below 120 percent of the poverty level by
January 1, 1995. OBRA 1989 (P.L. 101-239) requires States to cover pregnant
*.women and children up to age 6 with family incomes below 133 percent of the
Federal poverty level, effective April 1, 1990. OBRA 90 (P.L. 101-508) requires
States to phase in coverage of children under age 19, born after September 30,
1983, with family incomes below 100 percent of poverty. Thus, children will be
eligible in annual cohorts so that all eligible children up to age 19 will be
covered by the year 2002,

r Services .

All States must cover a minimum set of services under medicaid and may
offer additional services. - For the categorically needy, the State must provide
inpatient and outpatient hospital services, physician services, laboratory and
X-ray, family planning, nursing facility services for those over age 21, home
_ health care for persons entitled to services in nursing facilities, and ambulatory
‘gervices furnished by a federally qualified health center (FQHC). OBRA 89
defines FQHC as a center receiving a grant under section 329, 330, or 340 of the
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Public Health Service Act, or a center determined to meet the requirements for
such a grant., The State must also provide early and periodic screening,
diagnosis, and treatment (EPSDT), a preventive health program for persons
under 21. Optional gervices include care in intermediate care facilities (ICFs),
a8 well as such ancillary services as prescription drugs, dental care, and
eyeglasses. Beneficiaries generally must be allowed to obtain services from any
qualified provider.

~Administration

~ Although each State administers its own medicaid program, there are some
basic administrative standards with which States must comply. States are
required to maintain a medicaid quality control (QC) system which reviews the
accuracy of eligibility determinations. Federal funding may be reduced if the
State makes excessive errors in determining medicaid eligibility. Most States are
also required to operate a medicaid management information system (MMIS), a
standard claims processing and reporting system.

Cost and Participation

Medicaid served an estimated 26 million low-income persons in FY 1990.
Total expenditures for medicaid during FY 1990 were an estimated $72 billion,
of which the Federal share was §41 billion.

The Program in Puerto Rico

The medicaid program in Puerto Rico operates under special Federal
fundmg rules and is exempt from certain requirements relatmg to eligibility,
B semce coverage, and program administration.

Financing

' The Federal share in medicaid expenditures in Puerto Rico and other
territories is fixed at 50 percent. Total Federal funding is subject to a cap of $79
million in FY 1990 and later years. As a result of the cap, Federal funds make
up lesa than 50 percent of program costs.

Eligibility

Puerto Rico is exempt from the new requirements for coverage of pregnant
women and children. On the other hand, Puerto Rico has been permitted to
establish medically needy income standards above the maximum ordinarily
allowed, A State's medically needy standard may not exceed 133-1/3 percent of
the State’s maximum AFDC payment amount for a family of the same size. In
Puerto Rico, with a maximum AFDC payment of $80 per month, this would
mean a medically needy income standard of $1,440 per year for a family of three.
Instead, Puerto Rico’s standard for a family of three is $5,700. (There does not
appear to be any statutory authority for this exception.) The medically needy
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account for 48 percent of Puerto Rico’s medicaid beneficiaries, as opposed to 14
percent in the rest of the Nation.

Puerto Rico is also exempt from the requirement that it phase in coverage
of medicare premiums and cost-sharing amounts for aged and disabled persons.
Puerto Rico could, at its option, pay premiums and cost-sharing for medicare
beneficiaries who meet its current medicaid income and resource standards.
However, it has opted not to do so. Possibly as a result, 35 percent of medicare
Part A enrollees do not have Part B coverage. : -

Services

Puerto Rico is exempt from the requirement that beneficiaries be allowed
to obtain services from any qualified provider. All services.are provided through
public hospitals and clinics. Medicaid in Puerto Rico thus does not operate as
a conventional insurance program, paying claims for specific services furnished
to particular eligible individuals. Payment amounts to the participating public
facilities are based on the facilities’ budgets, with the medicaid share determined
by comparing a sample of provider treatment records to medicaid eligibility

listings, - : _

. Puerto Rico does not claim Federal financial participation for nursing
facility, family planning, or home health services. These are mandatory services
and are nominally included in Puerto Rico’s State plan for medical assistance.
Health Care Financing Administration (HCFA) officials are not certain they are
actually being furnished. -

Administration

Puerto Rico is exempt by statute from geveral rules relating to program
administration. It is not subject to financial penalties under the medicaid QC
gystem, nor is it required to operate an MMIS. As a result of these waivers,
Puerto Rico is not subject to two of the basie control mechanisms used by the

 Federal Government in overseeing State medicaid programs. The absence of QC

 penalties has meant that there is no Federal review of the accuracy of eligibility
determinations. (Puerto Rico does operate its own internal QC system, which
has found eligibility errors in 20 to 30 percent of the cases reviewed.) The
absence of an MMIS has meant that reliable information about program
operations is unavailable,

'Cost and Participation

!

Between July 1989 and June 1990, 1.2 miliion persons in Puerto Rico were
estimated to have received medicaid benefits. Total expenditures were an
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estimated $381 million. These figures may include expenditures for persons who
do not qualify for medicaid under Federal rules.?® :

Implications of Statehood

Medicaid in Puerto Rico would change dramatically in the event of
statehood. Federal funding could more than double. At the same time, Puerto
Rico would become subject to the minimum requirements, restrictions, and

‘program control mechanisms applicable to the States. The current system,
under which medicaid amounts to a transfer of funds to public facilities, would
be replaced by a system in which public and private providers would file claims
for specific services to specific beneficiaries.

The following program changes would occur if Puerto Rico were treated like
other States for medicaid purposes. :

Financing

The cap on medicaid matching funds for Puerto Rico would be removed, and
the Federal funding percentage would be computed under the current formuls,
which increases funding for States with lower per capita incomes. Puerto Rico’s
percentage would almost certainly be the maximum 83 percent permitted by law,
a8 its median income is half that of the poorest State.?! As a result of open-
ended funding at a much higher matching rate, Federal funding for the Puerto
Rico medicaid program could be over $300 million.

Eligibility

Puerto Rico would be subject to the requirements that States cover
pregnant women, infants, and children up to age 6 with family incomes up to

- 138 percent of the poverty level, and phase in coverage of children born after

September 30, 1983, with incomes up to 100 percent of poverty. In addition, if
its SSI payment levels were raised to the national standard, it would be required
to furnish medicaid to any newly eligible: SSI beneficiaries (many of these
pergons may already be covered as medically needy). On the other hand, Puerto
Rico could no longer use a medically needy income standard in excess of 133-1/3
percent of maximum AFDC payments. Unless its AFDC standards were
increased significantly, some families with children could lose coverage.

ZData obtained in telephone conversation with spokesperson in the Region
I office of the Health Care Financing Administration, Department of Health
and Human Services, November 27, 1990,

2I1f there were no 83 percent maximum, a State whose per capita income was
half the national average would receive 88.75 percent matching. A State whose
per capita income was one-third the national average (the situation of Puerto
Rico) would receive 95 percent matching.
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For all aged and disabled persons below poverty currently eligible for
medicare, Puerto Rico would be required to pay the medicare Part B premium,
deductibles, and coinsurance, as well as phase in payment of medicare premiums
for beneficiaries with higher incomes. Puerto Rico also would be required to pay
the Part A premium for any persons who are over age 65, have incomes below
the poverty level, and are not automatically eligible for Part A because they are

- not insured under the social security system. ‘

Services

Puerto Rico would be subject to the requirement that beneficiaries be
~allowed to obtain services from any qualified provider. Unlike the other
agsociated territories, Puerto Rico has a substantial private medical care sector.
" For example, 30 percent of community hospital beds in 1987 were in private
nonprofit facilities; another 34 percent were in proprietary hospitals. This is a
higher proportion of privately owned beds than prevails in some States, such as
Louisiana, Mississippi, or Oklahoma, Statehood could, then, mean a substantial
shift in funds towards the private sector. One consequence might be that the
public facilities would be less able to subsidize care for those low-income

: populatlons that would continue to be excluded from the medicaid program.

Medlcald law does permit waivers of the “freedom of-choice” requirement to
allow States to establish selective contracting systems, California and Illinois
currently have such waivers, under which nonemergency hospital services are
available only through speclﬁed contract prowders However, these providers
are selected on the basis of price competition. It is not clear that current law
would permit a system in which only public providers could participate.

. Puerto Rico also would be required to make available the mandatory
services that, while nominally covered under its current State plan, may not
actually be available. These include services in nursing facilities, home heslth
care, and family planning. . :

Administration

Puerto Rico would be subject to penalties under the medicaid QC system

and would be required to operate an MMIS. These changes could result in a

more rigorous eligibility application process and would also require the State to

: screen claims from providers, to insure that payment was made only for covered
- services to eligible individuals.

Imﬁlicatiom for Scope and Cost of Program

In summary, statehood would bring an influx of new dollars to Puerto
Rico’s medicaid program. This benefit would be offset by requirements that
Puerto Rico furnish more extensive coverage to some classes of individuals while
cutting off coverage to some others. Medicaid funds might be shifted from
public to private providers. Finally, stricter bureaucratic requirements could
create barriers to access for many eligible persons.
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MEDICARE
The Program in the States
Program Description

. Medicare provides health insurance protection for aged and disabled
individuals. The program covers hospital services, physician services, and other
medical services for all of those eligible, regardless of income. Medicare has two
parts: hospital insurance (Part A) and supplementary medical insurance (SMI)
(Part B).

Part A of medicare covers inpatient hospital care. In some cases, it also
covers short-term skilled nursing facility care after a hospital stay, home health
agency visits, and hospice care. Part A is financed chiefly from hospital
insurance payroll taxes. A small number of persons over age 65 are not entitled
to medicare because they are not eligible for social security or railroad
retirement benefits; these persons may enroll under Part A by paymg a monthly
premium;

- Medicare pays for inpatient hospital services according to a prospective
payment system (PPS). Under this system, each medicare patient is classified
according to his or her medical condition into diagnosis-related groups (DRGs).
‘Hospitals are paid a predetermined rate for each patient treated within a given
DRG. Hospitals with costs below the payment rate are allowed to keep the
surplus, whlle hospitals with costs above the payment rates must absorb the
loss.

Part B is a voluntary program; individuals must ¢nroll and pay a premium
to receive benefits. . All persons entitled to Part A and all persons over age 65
are eligible to enroll. The program covers the services of physicians, outpatient
hospital care, laboratory and X-ray services, and other related medical services
and supplies. The program is financed by beneficiary premiums and general
revenues. The monthly premijum ($29.90 in 1991) accounts for about 25 percent
of program costs. Medicare generally pays 80 percent of the reasonable charges
for covered services, after the beneficiary has met the $75 annual deductible.
The beneficlary is liable for 20 percent of the reasonable charge, an amount
known as coinsurance, - -,

The Ommbus Budget Reconclhatlon Act of 1989 P.L. 101 239, established
a new payment system for medicare’s payment of physician services. Under the
provisions of P.L. 101-239, payments are to be made using a fee schedule based
on a relative value scale (RVS), a method for valuing individual services in
relationship to each other. The law prov1des for a transltxon to the fee schedule
-over the 1992-1996 period.
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Cost and Participation

" Medicare outlays for FY 1990 are estimated to be $95.7 billion ($107.2
billion in gross outlays, offset by $11.5 billion in beneficiary premium payments).

The Program in Puerto Rico
Program Description |

For medicare purposes, Puerto Rico is treated like any State, with one
exception.

First, hospitals in Puerto Rico are reimbursed for inpatient services under
a special prospective payment system (PPS) distinct from the PPS used for
hospitals in the States. The standard medicare PPS establishes three basic
‘pational hospital payment rates; for hospitals in large urban areas, other urban
areas, and rural areas. - These basic rates are-adjusted through a wage index to
reflect relative labor costs in different areas. For ‘each case, the applicable
adjusted rate is multiplied by a weighting factor reflecting the classification of
the case into one of 477 DRGs. The product represents the basic DRG payment
for the case.?

Puerto Rico’s system works essentially the same way, except that separate
large urban, other urban, and rural rates are established for Puerto Rico
hospitals. These represent a blend of an average national rate (25 percent) and
rates based on historical costs for Puerto Rico hospitals alone (75 percent).

Cost and Participation

In 1989, 420,747 Puerto Ricahs were enrolled in medicare Part A, and
273,733 were enrolled in Part B. Data on medicare expenditures by residence
of the beneficiary are not available. :

‘Tmplications of Statehood
Inpatie'nt Hospital Reimbursement

Under statehood, Puerto Rico hospitals would be paid under the national
PPS. Revenues would rise by something less than the current payment
differential, becausge the inclusion of Puerto Rico in the averages on which the
national rates are based would reduce those rates for all hospitals. Still, Puerto
Rico hospitals would be paid considerably more, relative to their costs, than
hospitals in the States. ' - - L

2This payment may be further adjusted for céses with very high costs or
long stays (outliers); additional payments are made to teaching hospitals and

those treating a disproportionate share of low-income patients.
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Part B Enrollment

~ One feature of Puerto Rico’s medicaid program has an indirect effect on
eligibility for medicare benefits. Other States’ medicaid programs pay medicare
premiums and cost-sharing for low-income aged and disabled persons; Puerto
Rico’s does not. This may have contributed to the fact that in Puerto Rico
enrollment under Part B is 35 percent lower than under Part A. If Puerto Rico
were a State, it would be required to pay Part B premiums for all medicare
beneficiaries wrth incomes below 100 percent of poverty. This could mean Part
B eligibility for most of the 147,000 Part A eligibles not currently enrolled under
Part B.

Implications for Scope and Cost of Program

The major impact of statehood would be a significant increase in the
number of Part B enrollees, resulting in added costs for both the Federal and
Puerto Rican governments. Part A costs could increase or remain the same,

~ depending on how hospital payment rates for Puerto Rico are established.

UNEMPLOYMENT COMPENSATION .
The Program in the States

The unemployment compensation (UC) system provides short-term income
assistance to unemployed workers through a State-operated system created by
Federal tax incentives. The Federal Unemployment Tax Act (FUTA) and Titles
III, IX, and XII of the Social Security Act provide the framework for the system.
Its major objectives are to: (1) provide temporary relief through partial wage
replacement for unempioyed workers who demonstrate a strong labor force
attachment; and (2) help stabilize the national economy automatically by
increasing net public spending during recessions and increasing taxation during
periods of economic growth. :

The Federal-State structure of UC places responsibility on the States for
program details based on broad Federal guidelines. State laws determine
individual eligibility, benefit amount, benefit duration, and disqualification
provisions. Federal law requires State programs to cover certain types of

: employment

Benefits are funded by State payroll taxes on employers. State tax revenue
funds the payment of regular UC benefits and half of the extended benefits (EB)
- program. State UC laws determine the tax structure of the program, and States
collect the revenue from employers. This revenue is deposited with the U.S.
Treasury and credited to individual State accounts within the Unemployment
Trust Fund. It is counted as Federal revenue in the budget. Funds are made
available to States as needed for benefit payments, and the State accounts are
charged for this Federal reimbursement of their benefit expenditures.
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~_The FUTA imposes a 6.2-percent gross Federal tax rate on employers for
the first $7,000 in wages paid to each covered employee. In States with federally
approved programs and no outstanding Federal loans for the program,
employers are given a tax credit reduction of up to 5.4 percentage points against
the 6.2-percent tax liability. Thus, employers pay a net FUTA tax rate of 0.8
percent. FUTA tax revenue is used to fund the administrative costs of UC, the
Federal half of EB, and loans to State programs that become insolvent.

~ 'The system covers about 85 percent of all employed persons in b3 "State"
programs (the 50 States plus the District of Columbia, Puerto Rico, and the
Virgin Islands). During FY 1991, the U.S. Department of Labor estimates that
$18.8 billion will be paid to 8.4 million beneficiaries and that benefits will

average $161 weekly,
The Program in Puerto Rico

The UC program in Puerto Rico operates on the same legal basis as the
- programs in the States. Puerto Rico’s UC program has several unusual
characteristics. For example, while the regular benefit period can last up to 26
weeks in most States, Puerto Rico has a 20-week period. Most States set an
employer’s tax rate based on the firm’s experience with unemployment, but
Puerto Rico does not use this "experience-rating” approach to taxation. Puerto
Rico’s maximum weekly benefit amount of $120 is less than that of all but one
- of the States’ programs. :

_ During the second calendar gquarter of 1990, Puerto Rico had an
. unemployment rate of 13.5 percent, higher than that of any State. There were
41,200 UC beneficiaries in Puerto Rico during the quarter, and the cost of their
‘benefits during the 3 months was $29.0 million.

Implications of Statehood

Since Puerto Rico already operates a UC program on the same basis as the
States, no change in the existing program. would be needed should Puerto Rico
become a State. .

EARNED INCOME TAX CREDIT
The Program in the States

The earned income tax credit (EITC) is a refundable tax credit authorized
under the U.S. Internal Revenue Code as a part of the individual income tax.
Eligible tax filers may use these credits to reduce their Federal income tax
liability. If a filer’s credit entitlement exceeds tax liability, the balance of the
credit amount is "refunded,” or paid directly, to the filer by means of a check
from the U.S. Treasury. An individual who anticipates being eligible for EITC
can have the employer take it into account in determining tax withholding from
wages. Anticipated eligibility for an EITC refund can result in an increased pay
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check (i.e., negative tax withholding) for employees who take advantage of the
withholding process.

To be ehglble for EITC, a filing unit must have earned income and a
dependent child residing in the household. In 1991 the credit is worth 16.7
percent of the first $7,140 of yearly fam:ly earnings for a family with one child
who is at least age 1. The $1,192 maximum credit is reduced by 11.93 cents for
each dollar of adjusted gross income (AGI) over $11,250. Thus, the credit phases
out for families with AGI of $21,242 or more. (If the child is under age 1, an
extra credit of $357 is paid, but the phaseout point is the same.)

For a family with two or more children (neither under age 1), the 1991
credit rate is 17.3 percent. The maximum credit of $1,235 phases out over the
same income range at a rate of 12,36 cents per dollar of AGI over $11,250.
(Agam, extra credit is paid for a child under 1).

. The EITC first took effect in 1975. The credit amount and phaseout
income level have been increased several times since the original enactment and
~ are now ad,)usted annually for price inflation. Credits earned in 1990, and
- generally paid in 1991, are projected to total $5.9 billion. They will go to 10.3
mlihon families, or about one-third of all U S. famllles with children.

The Omnibus Budget and Reconclllatlon Act (OBRA) of 1990 increased
EITC benefits beginning in January 1991. These increases will be phased in
from 1991 through 1994. The credit rate will rise to 23 percent in 1994, and a

- higher rate (25 percent) will then apply for families with two or more children.

_-Beginning in 1991, families with a child under age 1 receive a bonus credit of 5.0

‘percent of éarnings. A new refundable credit to offset part of the cost of
children’s health insurance also began in 1991, set at 6.0 percent of the earnings
level subject to EITC.

The Program in Puerto Rico

The EITC generally is not available to families in Puerto Rico. Persons
living in Puerto Rico year-round are exempt from Federal income taxes and pay
only the Puerto Rican income tax. They are ineligible for EITC because their
income is exempt from the U.S. tax system. Puerto Ricans with U.S. earnings
who reside part-time in the States and file U.S. tax returns also are ineligible
for EITC because EITC is available only for persons whose tax returns cover a
12-month period. (However, U.S. Government employees residing in Puerto
Rico are subject to the U.S, income tax, and some are eligible for EITC.)

| Implida_ti_ons of Statehood
Puerto Rican statehood would bring ita residents under the U.S. income

tax. Thus, eligibility for EITC would be available to all working Puerto Rican
parents with dependent children who meet the income test.
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_ The impact of this eligibility extension on the cost of EITC to the Federal
Government and on the Puerto Rican economy would be substantial. Individual
income data for Puerto Rico are from the 1980 decennial census and thus are
dated. However, a conservative estimate of how many Puerto Rican families
would have been covered in 1979 had 1990’s EITC been available to them at the
game real dollar levels shows that about 295,000 families would have been
eligible. This group would have amounted to 656 percent of all Puerto Rican
families with children in that year. If Puerto Rican families had received an
average credit similar to that for the United States as a whole ($667), the cost
of these benefits would have been $167 million in today’s dollars, which would
have raised the total cost of EITC for 1990 by 3 percent. These additional cash
payments would not be taken into account in determining AFDC benefit
amounts for families under that program. EITC payments would also be ignored
in most cases in the determination of benefit amounts under Puerto Rico’s
nutrition assistance program.

The expansion of EITC enacted in OBRA of 1990 will clearly raise the cost
of these credits in Puerto Rico above the estimate for the 1990 law. The pool
of eligible families remains the same, but the larger credit amounts will increase
the cost per family.

MATERNAL AND CHILD HEALTH SERVICES BLOCK GRANT
The Program in the States
Program Description

_ The maternal and child health services block grant (MCH), authorized
under Title V of the Social Security Act, provides grants to each State and
insular area for a variety of health programs for mothers and children, including
prenatal care and preventive care to low-income individuals, and rehabilitation
services for blind and disabled individuals under age 16. Funds are allocated
‘among grantees on a percentage formula based on the grantee's allotment in FY
1983. Fifteen percent of the funds appropriated for the block grant each year
are set aside for special projects of regional and national significance (SPRANS)
in categories that include research, training, dissemination of information, and
testing for genetic disorders. The remaining 85 percent is available for block
grants, Whenever the amount appropriated for a fiscal year exceeds $600
million, there is an additional set-aside of 12.75 percent of the excess. This
“additional set-aside is used for initiatives which may include case management,
home visiting, or integrated service delivery for maternal and child health.

To receive an MCH grant, a State must submit an application containing
a statewide needs assessment, a plan for meeting the needs identified in the
assessment, and a description of how MCH grant funds will be used to meet the
needs. State plans for meeting the needs must be consistent with national
health objectives. The law provides that States must use at least 30 percent of
their allotments for preventive and primary care services for children, and at
jeast 30 percent for community-based care for children with special health care
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needs unless the State demonstrates an extraordinary unmet need in one area.
Not more than 10 percent of a State’s allocation may be used for administrative
costs, States are required to match each $4 in Federal funds with $3 of their
own, and maintain the level of fundjng that the State provided for maternal and
child health programs in FY 1989,

States determine eligibility criteria for MCH services, a]though the law
provides for targeting some services to mothers and children with family
incomes below 100 percent of Federal poverty guidelines.

Program Operéh‘on ' ‘

.. .For FY 1991, $587 million was appropriated for the MCH block grant.
Information on the number of individuals served and the types of services
provided under the block grant is mcomplete The Omnibus Budget
Reconciliation Act of 1989 requires States to submit annual reports on
standardized forms for fiscal years beginning with FY 1991.

The Program in Puerto Rico
Program Description

For the purposes of the MCH block grant, Puerto Rico is treated as a State,
and the program operates as in the 50 States. The program is administered by
Puerto Rico’s Department of Health.

Program Operation

~ For FY 1991, Puerto Rico’s MCH allotment is $14, 467 207. In FY 1990,
- Puerto Rico. recelved $13,637,494 in MCH funds and was requlred to spend
$10,693,850 of its own money for maternal and child health programs. Puerto
. Rico may have spent an unreported amount in excess of the 75 percent required
match. The MCH program in Puerto Rico is the primary payer for ambulatory
. care for medically indigent children. In 1989, 17,000 children with special
 health care needs received services through the MCH program. Recent
information on other services is not available at this time; at present there is no
mechanism for reporting from local health departments to the central health
department in Puerto Rico.?

4 Implicatlons_ of Statehood
‘Since Puerto Rico is treated as a State for purposes of the MCH block

~ grant, a change in the Commonwealth’s status to a State apparently would have
no effect on this program.

BData obtained in telephone convereatmn November 26, 1990, with
spokesperaon of Region II office of Public Health Service, U.S. Department of
Health and Human Services.
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TITLE IV-B CHILD WELFARE SERVICES
The Program in the States

The child welfare services program provides 75 percent Federal matching
grants to States for a variety of services intended to protect the welfare of
children. The services are to address problems that could result in neglect,
abuse, exploitation or delinquency of children; prevent the unnecessary
separation of children from their families and restore them to their families

:when possible; place children in adoptive homes if restoration is not possible;
- " and assure adequate foster care when children cannot be returned home or
- placed for adoption.

The FY 1990 apprOprlatlon for child welfare services is $252.6 million. The

,E_ FY 1991 appropriation is $273.3 million, which includes $27.4 million
- approprlated to Title IV-E foster care but transferred to Title IV-B child welfare

services. These funds are allotted to States according to a formula that takes
into account the size of the State’s population that is under age 21 and the ratio
of per capita income in the State to per caplta income in all the States and
territories. States with lower per capita incomes have higher per capita

_ allotment percentages than States with higher per capita incomes, although a
~ minimum is set for higher income States and a maximum applies to low-income

States. Statés (including Puerto Rico) receive their share of funds appropriated
in excess of $141 million only if they have implemented specified protections for
children in foster care. There are minimal reporting requirements under the

‘program and there are no reliable national or State data on the use of funds,

including aemces prowded or persons served.

'The Program in Puerto Rico

‘Puerto Rico is considered a State for the purposes of this program.

Funding is allocated on the basis of the population under age 21, but the
. allotment percentage for Puerto Rico is set at the maximum allotment level
~ rather than on the basis of actual per capita income. In addition, Puerto Rico

is not eligible for a share of funds appropriated in excess of $141 million because

. it has not implemented the specified protections for children in foster care. In
- FY 1990, Puerto Rico received $6.5 million under this program.* Information
. on the use of funds under this program is not available.

Implications of Statehood

Presumably under statehood, Puerto Rico would receive funds on the same
basis as other States. This would mean that Puerto Rico’s allotment percentage

- ‘would be based on actual per capita income rather than being assumed to be at
‘the cap, However, Puerto Rico’s allotment percentage (and funding under the

Title IV-B program) would remain the same based on its current per capita

2‘US Department of Health and Human Services, Office of Human
Development Services, FY 1991 appropriations justifications.
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income. Per capita annual income in Puerto Rico ie estimated to be less than
one-third the U.S. per capita income.?® The allotment for Puerto Rico could
not increase on the basis of statehood, because its allotment percentage already
is the highest permitted under the law.

TITLE IV-E FOSTER CARE AND ADOPTION ASSISTANCE
' Thé Program in the States |

The Title IV-E foster care program provides open-ended Federal matching
funds to States for maintenance payments made for AFDC-eligible children in
foster care. The program is required of all States participating in AFDC (all
States do). The Federal matching rate for a given State is that State’s medicaid
matching rate, which averages about 53 percent nationally. States may also
claim open-ended Federal matching (50 percent) for their administrative costs
and (75 percent) for training costs. States have up to 2 years to make claims for
expenditures under the IV-E foster care program; thus, the actual funding for
FY 1990 and FY 1991 is still in flux. The FY 1990 appropriation for foster care

was $1.2 billion. The 1991 appropriation for foster care is $1.8 billion, plus an
- additional $621 million which has been appropriated for prior year claims. It
is estimated that 205,187 children will participate in the program on an average
monthly basis in FY 1991, '

" The Title IV-E adoption assistance program provides Federal matching
payments to States for adoption assistance payments made to parents who adopt
AFDC- or SSI-eligible children with special needs; and for the one-time adoption
expenses of parents of special needs children whether or not they are AFDC- or
SSI-eligible. The Federal matching rate for the open-ended adoption assistance
payments for a given State is that State’s medicaid matching rate. States may
also claim open-erided Federal matching for their administrative costs (50
percent) and for their training costs (76 percent). States may claim up to 50
percent Federal matching for the one-time adoption expenses, up to a maximum
of $2,000 total for each placement. As in the Title IV-E foster care program,
States have up to 2 years to make claims for expenditures under the adoption
assistance program; thus, the actual funding for FY 1990 and FY 1991 is still
 in flux. The FY 1990 appropriation for the adoption assistance program was
$124.9 million, and the FY 1991 appropriation is $189.8 million. It is estimated
that the average monthly number of children participating in the program in FY
1991 will be 52,000,

The Program in Puerto Rico

~ The Administration indicates that Puerto Rico does not currently receive
_funding under the Title IV-E programs, although it is included in the definition
of State and would presumably be eligible for funds within the section 1108 cap
a8 described in thie report under the Title IV-A AFDC program. As noted in

%Estimated by the Bureau of Economic Analysis, U.S. Department of
Commerce.
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~that description, Puerto Rico is eligible for up to $82 million in FY 1989 and
- years thereafter for total expendltures under several programs including Titles
IV-A and: IV-E :

5 Implieations of Statehood

Effectwe on the date of admission to statehood, Puerto Rlco would receive
funds on the same basis as other States. If, like the other States, Puerto Rico
were not subject to the cap on expenditures for programs specified under section
1108, it would be more likely to claim reimbursement for its foster care and
adoption expenses under Title IV-E. As noted above, these are generally open-
ended reimbursements for the costs of serving eligible children, based on the
State’s medicaid matching rate.

TITLE XX SOCIAL SERVICES BLOCK GRANTS
The Program in the States

Title XX is an appropriated entitlement that provides Federal funds as
block grants to States to support a variety of social services, with no State
matching required. Funds are allotted to States on the basis of their share of
total population in the 50 States and the District of Columbia. There are
minimal reporting requirements under the program and there are no reliable
national or State data on how funds are spent, including services provided or
persons served. However, annual preliminary plans submitted by the States
indicate the range of services provided. In FY 1988, the service category
provided by the largest number of States was day care for children, followed by
home-based services (including homemaker and home health services); special
services for the disabled; protective or emergency services for children; and
protective and emergency services for adults. A variety of other services were
also provided. The FY 1991 appropriation for the Title XX program is $2.8
billion.

The Program in Puerto Rico

Puerto Rico’s annual allotment of Title XX funds is based on the ratio of
the funds Puerto Rico received in FY 1981 to total Title XX funds. In addition,
Puerto Rico may use funds for the Title XX program that are not expended
within the cap specified under section 1108 (described in the section of this
memo on Title IV-A AFDC). The FY 1991 allotment under Title XX for Puerto
Rico is $14.5 million. Puerto Rico reported that it planned to use its Title XX
funds in FY 1987 for case management; counseling; day care for children and
adults; disabled services; employment, education and training services; home-
based services; residential care and treatment; and social support services.

Implications of Statehood

Presumably, under statehood, Title XX would operate in Puerto Rico as it
currently does in the 50 States. If Puerto Rico received Title XX funds under
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the same formula that applies to other States--on the basis of population--its
Title XX funding would be likely to increase substantially. For example, the
State of Connecticut, which has a population roughly equivalent in size to
Puerto Rico, receives almost $37 million in Title XX funds in FY 1991, compared
with Puerto Rico’s allotment of $14.5 million. Presumably, the additional funds
that might be available for Title XX under the cap specified in sectlon 1108
would not be available under this option.
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PART 3. PRECEDENT FOR INTERSTATE DIFFERENCES
IN NATIONAL SOCIAL WELFARE PROGRAM RULES

An issue sometimes raised regarding statehood for Puerto Rico is whether
the income eligibility and benefit criteria that govern certain social welfare
“programs in the other States would be appropriate in Puerto Rico. Because
personal incomes in Puerto Rico are significantly lower than in the States, and
because Federal welfare programs with nationaily uniform eligibility rules were
designed to apply to the low-income segment of the income distribution in the
existing States, application of those criteria in Puerto Rico could result in
payment of certain welfare program benefits to people in middle-income brackets
of the Puerto Rican income distribution. For example, census data from 1980
(the most recent available) show that the median annual family income in the
- B0 States was $19,917; in Puerto Rico it was $5,923. Using the Federal
‘Government’s poverty definition that applies in the States, 9.6 percent of all
families in those States were poor; by that same standard, 58.1 percent of
families in Puerto Rico were classified as poor.

The major exceptions from uniform national standards for certain social
welfare program eligibility rules pertain to Alaska and Hawaii for programs that
base eligibility on the Federal poverty income guidelines. (See appendix for a
description of Federal programs that base eligibility on the poverty guidelines.)
In addition, under the medicare program’s prospective payment system for
inpatient hospital services, the nonlabor component of the "standardized
amounts" (the base rates on which payments for "diagnosis related groups”
(DRGs) are based) are higher in Alaska and Hawaii. The objective of the
separate guidelines and the higher medicare payment standards in those two
States is to accommodate areas in which living costs and, presumably, incomes,
are higher than in the other States. However, there is no precedent for setting
lower eligibility or benefit levels where living costs might be presumed to be
lower than in other States.

The poverty income guidelines in Alaska are 25 percent higher than in the
48 States, and in Hawaii they are 15 percent higher. These special guidelines
were established in the middle 1960s, when the Office of Economic Opportunity
(OEO) adapted the Census Bureau’s poverty threshold for determining eligibility
for OEQO programs.?® The OEO made adjustments based on special pay rates
calculated by the Civil Service Commission (now the Office of Personnel
Management (OPM)) for Federal employees stationed in outlying areas, which
was the only index then available representing differing geographic living costs,
and it continues to be the basis for the poverty line adjustments. In addition,
the medicare program uses this index to determine its special payment rates in
Alaska and Hawaii.

%For counting the number of poor persons, and for all other statistical
purposes, one uniform set of poverty thresholds is used in all parts of the United
States and its outlying areas. These thresholds, established by the Census
Bureau, are different from the poverty guidelines (but are the starting point for
calculating the guidelines). : ' :
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The OPM determines the pay adjustment index for each outlying area by
comparing costs for certain categories of expenses representing consumer
spending patterns of average-income Federal employees in the Washington, D.C.,
metropolitan area with the cost of those items in the outlying areas.”” The
consumption patterns of Washington, D.C., workers include items that are more
costly in Puerto: Rlco, resulting in Federal pay rates in Puerto Rico that are 10

. percent higher than in the 48 contiguous States.

Although OPM currently caleulates special pay rates for Federal employeea
stationed in Puerto Rico, the poverty guidelines used in Puerto Rico have never
been adjusted for determining eligibility for U.S. social welfare programs there,
-and medicare does not adjust the nonlabor component of the "standardized
amounts" for Puerto Rico (although the labor component is lower than in any
State because it is based on Puerto Rican labor rates). Thus, even though there
" is a precedent for establishing certain social welfare program eligibility rules
~differently in Alaska and Hawaii, many believe that the basis on which those
rules are determined is not appropriate for Puerto Rico, and some suggest that
any special rules or rates established for Puerto Rico should be based on a
" thorough, nationwide review of poverty definitions and program rules.

By law, these special pay adjustments may be used only for areas that are
not part of the contiguous 48 States.
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APPENDIX: PROGRAMS USING THE FEDERAL POVERTY
INCOME GUIDELINES TO DETERMINE ELIGIBILITY

_ Because the Federal poverty income guidelines include a special adjustment
for Alaska and Hawaii, programs using the poverty guidelines have different
standards in those States, The poverty income guidelines in Alaska are 26
percent higher than in the 48 contiguous States, and in Hawaii they are 15
percent higher. _ _

The major Federal programs that base eligibility on the poverty income
guidelines, or a multiple of those guidelines, are:

Food stamps

Child nutrition programs

Medicaid ,

Job Training Partnership Act programs

Community services block grant ,
Community service employment program for older Americans
Foster grandparents and the senior companion program
Head start

Maternal and child health services block grant
Community health centers

Migrant health centers

. Legal services

Low-income home energy assistance

Weatherization assistance

Food Stamps

Eligibility for the fdod stamp program in the States is restricted to
households with gross incomes at or below 130 percent of the Federal poverty
income guidelines.

Child Nutrition Programs

For most child nutrition programs there is an income test for free or
reduced-price food. The school lunch and school breakfast programs offer free
meals to children with family incomes at or below 130 pereent of the poverty
income guidelines and reduced-priced meals to those with incomes between 130

‘percent and 185 percent of poverty. The summer food service program for
children offers free meals and snacks in areas where at least half of the children
meet income limits for reduced-price lunches. States may set income eligibility

* limits for the special supplemental food program for women, infants and

children (WIC) anywhere from 100 percent to 185 percent of poverty.

Medicaid

State medicaid programs are required to phase in coverage of pregnant
women, infants under 1 year old, and aged and disabled persons eligible for
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medicare who are members of a family with income at or below 100 percent of
the poverty income guidelines. They are permitted to cover older children with
family incomes at or below 100 percent of poverty, and may establish an income
standard as high as 185 percent of poverty for pregnant women and infants.
Effective April 1, 1990. States are required to extend medicaid coverage to
‘pregnant women, infants, and children up to age 6 with family incomes up to
133 percent of the Federal poverty guidelines. OBRA 90 (P.L. 101-508) requires
States to phase in coverage of children under age 19, born after September 30,
1983, with family incomes below 100 percent of poverty. Thus, children will be
eligible in annual cohorts so that all eligible children up to age 19 will be
covered by the year 2002.

Job Training Partnership Act

To qualify as an economically disadvantaged participant in the programs
authorized under this legislation, individuals may have incomes no higher than -
100 percent of the poverty income guidelines, or 70 percent of the Labor
Department’s lower living standard income level. Separate lower living standard
income levels are established for Alaska, Hawaii, and Guam.

Community Services Block Grant

Federal law generally restricts eligibility for participation in this program
to individuals with incomes at or below 100 percent of the poverty income
guidelines, but gives States the option of covering persons with incomes up to
125 percent of poverty. This program comprises the vestiges of the original
OEO community action programs.

Community Service Employment Program for Older Americans

Eligibility for participation in this program is restricted to individuals with
incomes at or below 125 percent of the poverty income guidelines. The
community service employment program subsidizes part-time jobs in community
service activities for unemployed, low-income persons aged 55 and older.

Foster Grandparents and the Senior Companion Program

- Eligibility for participation in these programs is restricted to persons with
incomes at or below 125 percent of the poverty income guidelines, or 100 percent
of those guidelines plus the amount, if any, by which the State supplements the
- Federal SSI program guarantee level. Foster grandparents provides funds to
local sponsoring agencies to support volunteer activities by low-income persons
aged 60 and older on behalf of children with disabilities. The senior companion
program provides funds to local agencies to support volunteer activities by low-
income persons aged 60 and over on behalf of vulnerable older persons.
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Heand Start

Eligibility for participation in the head start program is restricted to
children in families with incomes at or below 100 percent of the poverty income
guidelines, except that 10 percent of enrolled children may be from higher
income families. In addition, head start funds are allocated to States on the
basis of a formula that includes the number of children in families with income
below the poverty guidelines. Thus, the higher poverty guidelines in Alaska and
Hawaii affect the head start funds available to those States as well as the
income limits for participants.

Maternal and Child Health Services Block Grant, Community
Health Centers, and Migrant Health Centers

Free health services may be provided for persons with family incomes at or
below 100 percent of the poverty income guidelines.

Legal Services

Free legal services for noncriminal proceedings may be provided for persons
with incomes at or below 125 percent of the poverty income guidelines. In
certain circumstances, services may be provided to those with income between
125 percent and 1560 percent of the poverty guidelines.

Low-Income Home Energy Assistance

The income eligibility criteria for energy assistance are set by the States,
although the law specifies that benefits be restricted to households with incomes
at or below 150 percent of the poverty income guidelines, or 60 percent of the
State median income.

Weatherization Assistance

Eligibility for this program is restricted to individuals with incomes at or
below 1256 percent of the poverty income guidelines.
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PUERTO RICO STATUS OPTIONS:
EFFECTS ON TRADE, AND TRADE-RELATED REVENUES

Changes in Puerto Rico’s political status will to some extent affect
Puerto Rico’s external trade (with the US as well as with third countries).
These changes are not likely to bring about major shifts in the volume, value,
or composition of Puerto Rico’s trade. They will, however, result in changes
in the collection and allocation of trade-related fiscal revenues.

Under present law, Puerto Rico receives certain revenues from fiscal
charges collected on trade by the United States, which would normally be
covered into the U.S. Treasury. Depending on the status option that will
eventually be adopted, these "cover overs" of U.S. collections of trade-related
fiscal charges into the treasury of Puerto Rico will be substantially redizced
or eliminated altogether, and the monies now transferred to Puerto Rico will,
for the most part, remain in the U.S. Treasury.

In this way, the anticipated additional socidl expenditures in Puerto Rico
will be in part compensated for by additional revenues to the U.S. Treasury,
in accordance with the already mentioned prmclple that the Puerto Rlco
status legislation should be deficit-neutral,

This handout contains brief descripticms of the present status of the
relevant U.S. statutory provisions, the situations as they would be changed
by the provisions of the three status options of S. 712, 101st Congress, as
reported by the Senate Finance Committee, and a synoptic table comparing
the four situations.
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PRESENT STATUS

1. Trade and tariffs . .. -

Puerto Rico - part of U.S. customs. territory:

-- US-PR trade - domestic :

-- all trade and tariff laws that apply in US apply in PR : :

- customs duties: none on trade between US and PR either way; US
tariffs on imports into PR from 3d countries; in 3d countrles, imports from
PR subject to same duties as imports from US; - R ‘

Special: under CBERA, PR-produced value (materials, direct cost of
production) can be cumulated toward minimum CBERA-value requirement . .-
for duty-free status (35%) (in-addition to 15% US value) C

2. Other trade-related fiscal levies

- US excise taxes on PR products sold in US..

-- no US excise taxes on US products sold i in PR (but sub_]ect to PR
taxes)

-- PR duty on coffee imports into PR (from US or elsewhere)

‘3. Revenues from trade-related fiscal levies that are covered over" mto, or
collected by, PR Treasury . o

-- US customs duties collected in PR . - .

-- US excise taxes on all US imports of rum (shared with VI 88%-12%)
but covered over at no more than $10.50/pfg (now collected at $12 50/pfg)

-- US excise taxes collected on PR products sold in US: ‘

-- distilled spirits, provided that at least 92% of alcohol content is. -
rum (shared with VI, and amount not over $10.50/pfg)
. -- other products, provided that at least 50% of value is. PR. .

materials and direct cost of processing in PR - ‘

-- PR excise taxes on US products sold in PR

- PR duty on coffee imports
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ENHANCED COMMONWEALTH
(improved present situation with deficit neutrality)

1. Trade and tariffs (no change from present status)

Puerto Rico - part of U.S. customs territory:

«- US-PR trade - domesiic

«- all trade and tariff laws that apply in US apply in PR -

-- customs duties: none on trade between US and PR either way; US
tariffs on imports into PR from 3d countries; in 3d countnes, imports from
PR subject to same duties as imports from US; :

Special: under CBERA, PR-produced value (materials, direct cost of -
production) can be cumulated toward minimum CBERA-value requlrement
for duty-free status (35%) (in addition to 15% US value)

2. Other trade-related fiscal levies (no change from present status)

-~ US excise taxes on PR products sold in US o

-- no US excise taxes on US products sold in PR (but sub_]ect to PR
taxes)

-- PR duty on coffée imports into PR (from US or elsewhere)

3. Revenues from trade-related fiscal levies that are "covered over" mto, or
collected by, PR Treasury (some changes from present status) - . -

A phasing down (not out) in 4 equal annual stages of "cover-overs" of

-- US customs duties collected in PR '

-- US excise taxes on all US nnports of rum R

-- US excise taxes collected on PR products (dlstllled splrlts, other 3
products) sold in US -

The amount of the reduction would be in direct relation to increases in
US social program spending in PR, and in inverse relation to increases in
Federal tax revenues due to changes in section 936 but would have a fixed-
dollar floor. L :

No change in collection of

-- PR excise taxes on US products sold in PR
-- PR duty on coffee imports
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STATEHOOD
(equality of treatment of States)

1. Trade and tariffs (one change from present status)

Change: Cumulation of PR-produced value toward minimum value |
requirement for duty-free status under CBERA repealed 4 years after
admission as State (but could be mcluded in the US 16% share).

No changes:

Puerto Rico - part of U.S. customs terrntory

-- US-PR trade - domestic _

-- all trade and tariff laws that apply in US apply in PR

-- customs duties: none on trade between US and PR either way; US
tariffs on imports into PR from-3d countries; in 3d countries, imports from
PR subJect to same dutles as imports from US

2. Other trade-related fiscal levies (substantial changes)

Changes-

-- US excise taxes applied to all products (local, US, and 3d country’s)
sold in PR as of date of admission

-- PR duty on coffee imports phased out over 4-years

3. Revenues from trade-related fiscal levies that are covered over" into or
collected by PR Treasury (substantial changes)

Changes:

A phasing out in 4 equal annual stages of PR revenues from
-- US customs duties collected in PR

-- US excise taxes on all US imports of rum -

-- US excise taxes collected on PR products (distilled spirits, other
products) sold in US.
-- PR import duty on coffee
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INDEPENDENCE
(absence of U.S. jurisdiction)

1. Trade and tariffs (substantial changes)

PR ceases to be part of US customs territory, hence, :
-- trade between US and PR is foreign trade; that means:
- PR has its own trade and tariff laws =~ :
-- US imports from PR are dutiable at MFN rates,
but
---- PR’s eligibility for CBERA ig authorlzed (but PR must also be
deslgnated a CBERA beneﬁclary)

=== b-year authority is granted for negotlatmg a US-PR trade '
agreement, incl. FTA .

-+ PR’s eligibility for US GSP (1f needed) is possnble (although not
specifically authorized) a

-- PR’s imports from US are dutmble at PR MFN rates, except 1f'
bilateral FTA agreement is concluded

- PR’s 1mports from 8d countries are dutlable at PR MFN rates
- PR’s exports to 3d countries are dutiable at those countrles MFN
rates, but PR could (and probably would) quallfy for then- GSP. '

-- cumulation of PR-produced value for mmlmum value requn'ement for
duty-free status under CBERA not authorized as of date of independence
(uniess PR is designated CBERA beneficiary).

2, Other ti'ade-related fiscal Iéuies (no effeo_titre changes) -

-- US excise taxes on PR products sold in US
-- PR duty on coffee imports (as part of new PR tarxff law)

3. Revenues from tmde-related ﬁscal leuzes (subatantlal changes)

Changes: =

"Cover-overs" into PR Treasury: ' -

-- US customs duties cease (no longer collected in PR hence, no cover-
over), but replaced by PR customs duties

-- US excise taxes on rum imports cease

-- US excise taxes on PR products sold in US phased out over 4 years.

No change: PR duty on coffee imports (if it remains in new PR tariff
law) continues to be collected by PR.
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U.S.-PUERTO RICO TRADE RELATIONS: PRESENT,

AND UNDER THE THREE STATUS OPTIONS

(as proposed by S.- 712, 101st Congress)

Status . Present Enhanced | Statehood | Independ-
o ‘ com'w’lth ence
Nature of US-PR trade | domestic domestic domestic foreign
Applicable trade and | US.: u.s. u.s. Puerto
tariff laws Rico
Duties on imports:
| U.S. from P.R. none none none US MFN;
1 possibly
CBERA%;
FTAP
P.R. from U.S. none none none PR MFN;
possibly
| FTA®
P.R. from 3d ctry US. U.s. U.S. PR,
3d ctry from P.R., 3d ctry 3d ctry 3d ctry 3d ctry
MFN MFN MFN MFN;
possibly
GSP©
{| P.R. value counted as yes yes not yes®
CBERA value
U.S. excise tax on:
imports from P.R. yes yes yes yes
i US products in PR no yes yes n/a
P.R. duty on coffee yes yes phased yes
out®
Trade related fiscal
revenues to P.R.:
l U.S. customs duties phased phased
collected in P.R. yes down* out® no
U.S. excise taxes on:
all imports of rum yes phased phased no
PR rum sold in US yes down® out® no
PR goods sold in US yes -do - - do - no
P.R. duty on coffee yes yes phased yes
out®
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*If Puerto Rico is designated CBERA beneficiary by the President.

®The President will have a 5-year authorlty to conclude a FTA
agreement with Puerto Rico.

°If designated GSP beneficiary by 3d country

YRepealed after 4 years; thereafter P.R. value will qualify as U.S. value.

°In 4 equal annual stages.

Prepared by

Vladimir N. Pregelj

Specialist in International Trade
and Finance

January 13, 1991
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~ UNDER
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_by
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ISSUES REGARDING THE MAJOR WELFARE PROGRAMS UNDER ‘.

ALTERNATIVE STATUS OPTIONS FOR PUERTO RICO
Economic arguments for alternative status options

Comparison of demographic characteristics and income in Puerto Rico and
the U.S.

A. Age and income
B. Income distributions
C. Labor force participation

Current status of the major welfare programs in Puerto Rico and the States

Aid to the Aged, Blind and Disabled in Puerto Rico; Supplemental
Security Income in the States

Nutrition Assistance Program in Puerto Rico; Food stamps in the
States

Earned Income Tax Credit-in the States

Medicaid in Puerto Rico and the States

Aid to Families w1th Dependent Chlldren in Puerto Rico and the
States R :

Hoa &8 »

Issues regarding the major welfare programs under alternative status
options

A. Welfare dependency
B. Program costs

1. Increased costs
2. Offsetting tax receipts

Personal income tax (statehood)

Excise taxes

Duties

Tax on local corporations (statehood)

"Section 936" U.S. corporate possessions tax credit

L
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FAMILY CHARACTERISTICS AND INCOME IN PUERTO RICO
AND THE 50 STATES & D.C.
(1980 CENSUS DATA)

' Puerto Rico 50 States & D.C,

Avg. family size 4.01 3.27

Age distribution
Persons under 16 , 34% 25%
Persons 16-64 b8% 64%
Persons 65+ 8% 11%
Median age (years) 25.5 30.0

Median annual
family income $5,923* $19,917

Median annual earnings

Males age 156+ . $5,394 $13,172
Females age 156+ $6,082 $ 6,682
Persons below poverty! 62.4% 12.4%

Persons age 65+
below poverty 63.8% 14.8%

Persons age 65+
living with families 80.8% 68.0%

* Esumated update based on  data supplwd by the Puerto cho Planmng Board:~
1989 median family income = $9,015 in Puerto Rico.’ Medmn famtly mcome in
the 50 States and D.C. in 1989 was $34,210. B ,

! The poverty threshold for a four-person household in 1980 was $8,414. In -
1989 it was $12,675.
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DISTRIBUTION OF ANNUAL
FAMILY INCOME
(1980 CENSUS DATA)

Percent of Families by Income

$5,000- $10,000 $15,000

< $5,000 9,999 14,999 24999 5000+
US. 7.3% 13.1% 14.7% 29.4% 35.4%
Puerto o . | |
Rico 43.4 28.4 133 10.3 46

DISTRIBUTION OF ANNUAL FAMILY INCOME
(1980 CENSUS DATA)

Percent of Families
50%

40%

30% -

20%

10% -

0% -
LESS THAN  $5,000 - $10,000 - $15,000 - $26,000
$5,000 $9,999 $14,999 $24,999 AND OVER

Family Income

[ §IK:}

Puerto Rico

Figure prepared by CRS.
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LABOR FORCE PARTICIPATION RATES
IN THE 50 STATES & D.C. AND PUERTO RICO

b0 States Puerto Rico

Total civilian labor force , :

participation rate (1988) 65.9% . 46.6%
Males 16+ 76.2% - 61.3%
Females 15+ 56.0% S 820%

Unemployment rate _

(October, 1990) b4% . 14.8%
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MAJOR SOCIAL WELFARE PROGRAMS
N THE 50 STATES AND D.C.

Programs providing Ibeneﬁté in cash or cash equivalent

Aid to Families with Dependent Children
Supplemental Security Income

Food Stamps

Earned Income Tax Credit
Unemployment Compensations

Social Security Retirement and stabxhty

Programs providing or paying for medical care

Medicaid
Medicare
Maternal and Child Health Block Grants

Programs providing food

School Lunch and Breakfast

Women, Infants and Children

Commodity assistance to school food programs
Summer Food Program

Nutrition education programs

Child Care Food Program

Social Services
Title IV-B Child Welfare Services

Title IV-E Foster Care and Adoption Services
Title XX Social Services Block Grants
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Treatment of Certsin Social Welfare Programs in Puerto Rico -
P treating Puerto Rico as a State:

*  Unemployment compensation

*  Social security retirement and disability

*  Several specisl food programs funded through the Department of -
Agriculture, including: WIC; commodity ‘assistance to school fooH <
programa; summer food program; various nutrition education
programs,

*  Maternal and child health block grant

*  Aid to families with dependent children (AFDC)
(A specinl, limited funding formula combining AFDC, AABD,
- emergency assistance and foster care and adaption assistance applies
to Puerto Rico)

*  Title IV-B-child welfare services
(A special funding formula applies to Puerto Rico, but statehood would
not change the amount of funding because it currently receives the
maximum Federai percentage for any Sf.ats}

. Tltle W-E foater care md adoption assistance
(Puertb Rico does not claim funds for this program)

¢ Title XX social services block grants :
(A special funding formula applies to Puerto Rico, resulting in more
limited funding than if it were a State)

*  Medicaid
(A special funding formula resulting in lower Federal matching applies
to Puerto R.ico. but special program rules expand eligibility)

*  Medicare .
(A special formula reaulting in !ower relmburuement rates for in-
panem hogp:tal care applies to Puerto Rico)

*  Sechool lunch and achool breakfast
(Special program rules resulting in expanded eligibility apply in Puerto
Rico}

K Cbil& carefood programs
{special program tules resulting in more generous funding apply to
Puérto Rico) :

~ *  Supplemental security income (SSI)
(Puerto Rico provides aid the aged, blind or disahled)

* Food stamps
(Puerto Rico receives a Federal block geant for nutrition assistance}

* _ Earned income tax credit (EITC)
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DESIGN FEATURES OF MAJOR WELFARE PROGRAMS

AABD/SSI
(one person)
max. income
and benefit levels
funding
eligibility criteria
NAP/Food stamps

(four persons)
max. income

mazx. benefit

funding

eligibility criteria

EITC
(2 or more children)
max. income for max
credit

max. annual credit
max. annual income

funding

eligibility criteria

Puerto Rico

. $32/mo.

15% Fed., capped

' set by Puerto

Rico Gov.

$667/mo.

38:004/3"" ’
$280/mo.?

83,360t

100% Fed., capped

set by Puerto
Rico Gov.
‘no program

50 States & D.C.

$407/mo.
34,884/?1'
100% Fed., open

nationally uniform

.$1,376/mo.

$16,512/yr.

.$352/mo.?
$4,224/yr.

100% Fed., open

nationally uniform

$ 7,140—
$11,250

$1,235
$21,242

100% Fed., open

nationally uniform

2This was the maximum payable to a four-person household in 1990.

This amount applies in the 48 contiguous States.

‘Annual benefits are approximate estimates for the program in Puerto Rico.
Annual benefits may not be 12 times a monthly benefit because benefit levels
may change from month-to-month.

— 298 —



Medicaid
max. income

funding

eligibility criteria

Max. income & benefit
(three persons)

funding

eligibility criteria

527.8% of

max. AFDC
payment ($90/mo.
three persons)
50% Fed., capped

special rules for P.R

$90/mo. -
$1,080/yr.

75% Fed., capped

set by Puerto
Rico Gov.
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133.3% of
State AFDC

payment

50-83% Fed., open

‘State determined,

with some limits

State determined
50-83% Fed., open

State determined
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FUNDING FOR SOCIAL WELFARE PROGRAMS IN PUERTO RICO

Program
AFDC

AABD/SSI
NAP/
Food Stamps

Medicaid

EITC

Current funding
75% Federal, 83% Federal,
capped open-ended
756% Federal, 100% Federal,
capped open-ended
100% Federal, 100% Federal
capped open-ended
50% Federal, 83% Federal,
capped open-ended
Not applicable 100% Federal,
open-ended
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UNDER THE ALTERNATIVES IN 8. 712

Statehood Commonwealth

50% Federal,
open ended

50% Fe'deral,
-open-ended

to be

determined :

56% Federﬁl;

., open-ended . .

Not hpplicébie |
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STATEHOOD:
ESTIMATED INCREASE IN FEDERAL SOCIAL WELFARE
ANDFEDEBALREVENUESUNDERS 7121N2000
(in millions of dollars)

Increase in welfare spending
over current law $3,589

Increase in revenues
from local sources

New excise taxes - 414

Customs duties il
Rum excise tax - P 268
Personal incometax =~ = -~ - 846
Puerto Rxco eerporatmns 545
Total new Federal revenue S
from local sources ‘ 2,244
Increase in welfare spendxng
over new local revenues 1,345
Revenues from repeal of
"936" possessions tax credit 3,944

Source: Congressional Budget Office and Department of Treasury
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EXECUTIVE SUMMARY

Congress is considering legislation to facilitate a political
status choice by the people of Puerto Rico. To this end, the
Senate Energy Committee reported S.712, the "Puerto Rico Status
Referendum Act,”™ which would sponsor a plebiscite for the summer of
1991. The purpose of the plebiscite is to determine whether Puerto
Rico will. become -a state of the Union, -an independent country or
enhance the existing .commonwealth relationship with the United
States. Lo - : w0 : : i

The Policy Economics Group: of "KPMG Peat Marwick was
commissioned by the Governor of Puerto Rico to analyze the effects
of the Statehood option on the Puerto Rican economy and on the
revenues and expenditures of ‘both the U.S. and the Puerto Rican
governments.. ' '

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

. Second, as companies choose to move off the
-Island, either to the mainland or elsewhere,
the Puerto Rican economy would be seriously:
affected. This would increase unemployment in
Puerto Rico and reduce wages throughout the
economy. Between 80,000 and 145,000 private

- sector jobs could be lost under statehood --
increasing the unemployment rate to nearly 30
percent.

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

i
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billion.

. The statehood option has major budgetary
implications for the U.s. government,
.affecting both revenues and expenditures. The:
.extension of Federal transfer programs would
increase Federal outlays by about $36 billion
from 1992 through 2000. This is "accompanied
by.an. increase in Federal revenues that would

.- partially offset these costs. Depending on
-.the extent of the relocation of - companies,
Puerto Rican Statehood would have a net
cumulative cost to the U.S. Government of

between $22 billion and $25 billion during the
same period. : C

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

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

The remainder of this executive summary describes the
assumptions and methodology used in the analysis.

ii
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Prese t a T Relatio ip Between Puerto Rico and
. the U.8. :

The Commonwealth of Puerto Rico was created in 1952 when its
people adopted their own constitution pursuant to Public Law 600,
passed by the U.S. Congress in 1950. <Congress approved the Puerto
Rican constitution in 1952 and since that time Puerto Rico has
elected. its own officials and exercised substantial control over
internal affairs.

‘Since 1901, Puerto Rico has benefitted from fiscal autonomy as
the tax uniformity clause of the U.S. Constitution does not apply.
Under these arrangements, Puerto Rican individuals and corporations
do not pay U.S. federal income taxes. As the study points out,
they pay very substantial Puerto Rican taxes. Indeed, on a per
capita basis, income taxes are higher than federal income taxes at
the margin and on average.

Other key parts of the present tax arrangements date back to
the Foraker Act of 1900, the first organic statute dealing with
Puerto Rico following its cession to the United States by the
Treaty of Paris after the Spanish American War. Thus Puerto Rico
is within the U.S. customs' zone and U.S. tariffs apply in Puerto
Rico, but all duties collected on imports into Puerto Rico are
returned ("covered over") to the Puerto Rican Treasury. The same
is true of U.S. excise taxes imposed upon Puerto Rican products
shipped to the U.S. mainland. Presently, this relates almost
exclusively to Puerto Rican rum shipments to the U.S.

Section 936 Benefits and Puerto Rico's Economic Development

Under Puerto Rico's unique Commonwealth status, Congress has
been free to fashion special tax treatments to foster the Island’s
economic development. The most important tax provision fueling
Puerto Rican economic growth has been Section 936 of the Internal
Revenue Code, and its predecessor Section 931. Section 936 permits
U.S. corporations doing business in Puerto Rico a tax credit equal
to the U.S. tax on their active trade or business income from the
TIsland, pius a restricted amount of income from their Puerto Rican
financial investments. To qualify for Section 936 benefits
generally, a U.S. corporation must undertake substantial
manufacturing or other similar activities in Puerto Rice that
generate at least 75 percent of the corporation's total income.

The Puerto Rican economy has undergone a dramatic

transformation over the past forty Yyears. Puerto Rico has
developed from a primarily agricultural economy in 1950 to one
driven by export-led manufacturing. The manufacturing sectors

share of total output increased from 17 percent in 1950 to 40
percent in 1988. This transformation was the combined result of

the Puerto Rico government policy of attracting and developing
iii

— 315 —



manufacturing investment through tax incentives coupled with
federal tax benefits available through Section 931, and after 197s,
Section 936. The results have been dramatic. Per capita income is
now $5,127, the highest in the Caribbean Basin, but st111 one-half
of the lowest income state in the Union. ‘

Section 936 has been crucial to attracting thousands of new
manufacturing jobs, particularly in the pharmaceutical, electronics
and other similar high technology industries, during the late
1970's and 1980's. To make certain that the tax benefits enjoyed
by these taxpayers are not excessive, Congress in 1982 and again in
1986 enacted limitations to the amount of income that Section 936
corporations can allocate to their Puerto Rico operations.
Notwithstanding these limitations, Section 936 currently provides
Puerto Rico the opportunity to compete with alternative sites for
new. investment.

Applicability of U.S. Benefit and Welfare Programs

As a Commonwealth, Puerto Rico is not automatically included
in federal spending programs addressed to the states. Certain
programs apply fully, others in a limited or modified degree, and
scme not at all. Puerto Rico partlclpates fully in Social Security
and Medicare, However, Puerto Rico is given a limited block grant
in lieu of partlclpatlon in the Food Stamps program, and its
citizens receive a lower level of benefits than other U.S. citizens
under Aid to the Aged, Blind and Disabled (AABD), Medicaid and
other programs.

The 85.712 Provisions

$.712 is designed to allow the people of Puerto Rico to have
a. meaningful opportunity to select their political status. . This
means . providing the details of transition and any permanent
understandings between the United States and an independent
republic of Puerto Rico in the case of the Independence option.
With respect to the Statehood option, Congress must deal with the
transition issues.caused by the loss of the special tax provisions
now applicable to the Commonwealth of Puerto Rico and deal with
implementation of new and expanded welfare programs. In the case
of Commonwealth, an effort is made to more clearly define the
Commonwealth relationship and provide greater autonomy with respect
to the applicability of Federal legislation and regqulations to
Puerto Rico, as well as with respect to trade, transportation and
communication.

In devising transition measures for the Statehood option,
S$.712 provides that full federal benefit payments would commence in
1992 (following the plebiscite in 1991), with the exceptlon of SSI,
which would become effective in 1994. While Puerto Ricans would

iv

— 316 —



thus begin receiving substantial federal benefits almost
immediately, the associated costs of Statehood would be postponed.
Federal income taxes would not apply until 1994, and would be
returned to Puerto Rico in 1994 and 1995. The Section 936 tax
credits would be phased out over five years beginning in 1994.
Moreover, as a Statehood "grant," all revenues from custom duties
in Puerto Rican rum, excise taxes and new excise taxes in Puerto
Rico would be returned to the Puerto Rican government.

KPMG Peat Marwick Approach and Methodology

This study computes the individual and corporate taxes that
would be paid under statehood. The report demonstrates that the
‘tax increases accompanying Statehood would 1likely have a very
significant negative effect on the Puerto Rican economy. Not
incorporating these dynamic effects would drastically understate
the Federal and Puerto Rican budgetary costs of statehood. Based
on a comprehensive data base of all actual corporate and individual
‘income tax returns, KPMG Peat Marwick is able to estimate the
effect of statehood on the after-tax returns of companies operating

in Puerto Rico. The clear effect of Statehood with its removal,
either immediately or over time, of the Section 936 tax exemptions
would be to substantially increase the tax cost of operations in
'Puerto Rico. The critical issue for determining the effect on the
Puerto Rican economy is the extent to which existing operations
relocate and future investment is curtailed. _ ’

Business Relocation

Business 1location decisions are affected by a number of
factors: land costs, labor costs, environmental and regulatory
costs, transportation costs, taxes, tariffs and other trade
barriers, costs of raw materials and finished products, and non-
economic factors such as relative political stability. The
desirability of Puerto Ricoc under statehood relative to the
mainland and alternative foreign sites is based on the net effects
of all such factors. ' -

Most Puerto Rican products are shipped to the United States
either as intermediate products or ultimate consumption and its
geographic location is a unique shipping cost disadvantage.
Shipments between Puerto Rico and the United States must be in U.S.
flag ships which generally are far more expensive than foreign flag
'ships which haul most goods to American ports from foreign
destinations. This disadvantage has tended to be offset by
exemptions from Puerto Rican and U.S. taxes. Labor costs in Puerto
Rico are lower on average than on the mainland but higher than in
most alternative foreign sites in the Caribbean and the Pacific
rim. The costs of compliance with environmental and OSHA
requlations puts Puerto Rico at a competitive disadvantage vis-a-
vis most foreign locations.
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It is not possible to replicate all of these factors which
influence decisions concerning location, to enter, stay, or leave.
It is possible, however, to analyze, in the case of Puerto Rico,
the bottom=-line effects of increased taxes resulting from a move to
Statehood and to compare the resulting bottom-=line to the avajilable
in alternative sites.

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

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

location in Puerto Rico would decide to do so.

The Puerto Rican economy is very dependent on Section 935
companies. = Presently, Section 936 companies account for 94.4
percent of the operating income and 78.6 percent of the operating
assets in the manufacturing sector in Puerto Rico. In four leading
industries--apparel and other textile products, pharmaceuticals,
machinery and instruments--Section 936 companies account for almost
the entire activity. fThe response of 936 companies to the tax
structure under statehood would clearly take several years. The
adjustment would be a combination of current 936 companies
relocating and curtailing expansion as well as the curtailment of
the formations of new 936 companies. The exact timing of this
adjustment can not be known with certainty.

The estimates below show the effect on the Puerto Rican

manufacturing sector at 1992 levels assuming the adjustment process
is complete.

vi
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Long Run Effect of Statehcod on the Puerto Rican
Manufacturing Bector: 1992 Levels
(Percent of 936 and Foreign Owned

Company Activity)

Relocation Threshold

Percent of Percent of Percent of
_Firms Operating Assets _Operating Income
5 Percentage Points -67% ~72% -105%
11 Percentage Points = =~ -=-31% -31% -72%

In the 11 percent case, firms would relocate representing 71.7
percent of operating income. And in the longer term hurdle rate
test, the 5 percent case, v1rtua11y all of Puerto Rico's operating
income represented by 936 companies would relocate or not chose
Puerto Rico a site for future investment.

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

Estimated Employment and Wage Effects of Relocation
Resulting from the Adoption of sStatehood under
Alternative Rate of Return Thresholds: 1992 Levels

Employment Wages
(thousands) (billions of
dollars)
" 5% Relocation -145 -2.6
11% Relocation , -80 -1.4

Source: KPMG Peat Marwick
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The Effect on Income Tax Levels

Under statehood, federal‘iﬁcdme tatés woﬁid be layered on an

already high level of Puerto Rican taxes.

As shown below, the

average personal tax rate would increase from 10.3 percent to 16.1
percent, and the average marginal rate will increase from 25.8
percent from 40.4 percent.

Combined Federal and Puerto Rican Tax Rate

Experienced by Residents

Before and After the Adoption of Statehocod in 1992

Federal AGI Class
Less than $5,0000
5,000 to 8,000
8,000 to 12,500
12,500 to 17,000
17,000 to 25,000
25,000 to 35,000
35,000 to 50,000
50,000 to 100,000
More than 100,000

All Taxpayers

Average Tax Rate
After

Before

Marginal

Before

-1.0

-.06

’ é‘. -0 .
6.9
1 1 L 4

15.8

'20.6

27.5
38.7

16.1°

0.0

7.0

10,8

12.9

14.2

. 20.2

26.9

31.9
30.7

25.8

Tax Rate
‘After

Statehood

4.0
9.3
12.8
28,0
31.2
34.3
39.5
48.3
53.4

40.4

Note: Under current law,

i.e. before the adoption of statehood,

Puerto Rican residents generally incur no federal income tax.

viii

— 320 -



FUlve 7 L lwsv el A

‘Effect on the Puerto.Rican Financial Sector- S

Statehoed would élso have a éignificahﬁ effect on the Puerto

‘Rican financial sector. “As a result of Section 936 and the Puerto
~Rican tax on repatriations to U.S. (tollgate tax), bank deposits
-have increased significantly; currently 40 percent of all bank
-deposits are -936 funds. Under Statehood, Section 936 and the
‘Puerto Rican tollgate tax would be repealed, the first for reasons

of the Tax Uniformity clause, and the second for -reasons of  the
Interstate Commerce clause. There would thus be no reason for 936
funds to remain in Puerto Rico; they would be repatriated to the
mainland, and the Puerto Rico financial sector, which has
experienced dramatic growth, would have to reduce services and
employment.

Federal Transfer Payments to Puerto Rico

Under statehood, Federal transfer programs would also be fully
extended to all Puerto Rican residents and would provide increased
support in the areas of health, nutrition, child care, and old-age
assistance. The three programs exhibiting the largest increases
would be Medicaid, Food Stamps and Supplemental Security Income.
The cumulative increase in Federal transfers would be about $17
billion for Medicaid, about $8 billion for Food Stamps, and about
$7 billion for Supplemental Security Income. Total Federal
spending in transfer programs for the period would be about $36
billion.

The Effect of Statehood on U.8. Government Receipts and Outlays

Under statehood, Puerto Rican residents would be subject to
the full tax system facing U.S. residents and would be eligible for
all U.S. outlay programs. Table 1 and table 2 show the effect of
statehood on federal tax revenues under the 11 percentage pocint and
5 percentage point assumptions, respectively. Under both
scenarios, revenues increase dramatically in the first few vears as
the Section 936 credit is being phase-out. Over the nine year
period, treasury revenues would increase by about $28.5 billion
before accounting for the decline in economic activity induced by
statehood. Under the 11 percentage point scenario slightly less
than 30 percent of the "static" effect is offset by the reduction
in economic activity for a net of about $20.2 billion. Under the
5 percentage point case, nearly 40 percent of the static effect is
offset for a net gain of about $17.4 billion.

Table 3 and table 4 show the effect on federal outlays. The
estimates are shown with and without the effect of the decline in
economic activity and include the cover-over of tax revenues that
would occur during the transition years. Total outlays during the

ix

— 321 —



period would be about $41.8 billion under the 11 percentage point
case and $42.6 billion under the 5 percentage point case.

Table 5 summarizes the federal budget implications under the
two scenarios. The cumulative increase in the federal deficit is
'$21,.5 billion under the 11 percentage point case and $25.2 billion
under the 5 percentage point case. Under either scenario, after
the first partial fiscal year of 1992, the deficit to the Federal
government would increase by over $2 billion each year.
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The Effect of statehood on The Puerto Rican Budget

Statehood would have a very negative effect on' Puerto Rico's
fiscal situation. Statehood would reduce tax revenues in Puerto
Rico in four ways. First, the tollgate tax that currently applies
to repatriations to the U.S. from Section 936 companies would be
repealed. Second, as corporations relocate, 1ncome, and therefore
tex revenue paid under the current Puerto Rlcan income tax, would
be reduced. Third, as corporations relocate and unemployment
increases and wages and personal incomes decline, Puerto Rico would
experlence a reduction in tax revenues from the individual income
tax. Finally, financial institutions which would be adversely
affected would be down-sized and pay much lower taxes. _

In addition to the loss in tax revenues from the loss in
economic activity, Puerto Rico would face very difficult fiscal
choices. The combined federal and Puerto Rican tax rates would be
much higher than those facing U.S. residents and there would be
considerable pressure to lower their rates to be better aligned
with other states. However, Puerto Rico would face long term
deficits under statehood that may require increasing tax rates.
Any tax rate reduction would further exacerbate the fiscal position
and would necessarily require a significant increase in other tax
revenues or massive reduction in government services and
employment. 3 ' T

Table 6 and table 7 summarizes the effect of statehood on the
Puertoc Rican budget under the 11 percent point and 5 percentage
point scenarios. '

In total, over the nine years, Puerto Rican tax revenues would
decline by about $5 billion. This would be partially offset by a
reduction in outlays of $1.5 billion. The ocutlay reduction would
result primarily in the health care area as federal programs are
.substituted. This would result in a net deficit of about $3.6
billion. However, the $5 billion cover-over of federal taxes
during the transition period would more than offset the def1c1t
leaving Puerto Rico with a net surplus of $1.4 billion over the
period. It is important to note, however that there would be a net
deficit in each of the last four years of the period as the cover-
over ends. Indeed, in less than two years after the forecast
period, the cumulative total would turn negative.

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

— 328 —



1

TTax

Svi9- I9L1- SO95T- TavI- 73°I= S L¥9 - LG9— B8e- y 3093394 39N .-
L068— SSZT- GS6LI- BJEIT- 7F80T= 3ZE0T= £86- 96~ 768~ 6L saxXe], awoour
TenNPTATPUI UT UOT3IONPAY
Z91Z TIS- OLY-  06€-  08T- 94f 0€9T 626 SEZ b0t (sexe3 jo asao-1aA0D
\ butpniour) (-) 31o138Q JO
(+) sntdang ur ssesaour. -
¥ELG TIT GGe 8¢ F&43 LTIt 9¢8T Tiorl Sog Tt .. S9XBJ JO IJA0-IDA0D
ZLSE- G88- . GZB-  8B9-  Z0S~ IPE-. 90Z- 28~  0f-  £1- (sexe3 jo 19A0-19A00
o butpnioxy) (-) 3TOTIOQ IO
(+) snydans ut ssesaouy
VOFI= 581~ 9LT= IIT= GEIi= TIT=  OIT= 95T 09T Too ske1ano
9£0S- TLOT- TOOT- G98-  LL9- ¥IS- 9LE€- 8¥Z- 06T~ ¥6- (sexe3 jo 19ao0-a92a00
butpnToxy) onusasy
18301 0002  666T 866T 1661 966T S66T V66T €66T Z66T

IP9) [P05Td

(s1eTOpP 3O SUOTTTIN)
OTIRUODS UOTIIWO0[Od Jurod obwviuesied T
:siRTIN0 DUV SONUBADY XvJ] ODTY O3I¥ONd uo pooye3v3lg jo 300JJF oyl jJo Xrvuumg

9 aTqel

— 329 —



TTTAX

Ti6i- LLvZ- 7TZtz= TZIT- OOTI- Tirm 355 o 776~ Ove-
€16L- T011- Bv0I- 866- TS6= 906= TS5 T28= TITHI= Tve=
see 9LET~- 9L2T- €2L- 6bb- LT9  06¥T 688 cee ¥OT
9595 E€Lf  SS¢ §Ec ZZE€ €80T T6LT 966 T57  IIT
TI¥S- 9LET- 9£2T- T90T- TLL-  2Lb- 10€- TIII- 06— €I~
TIZI- VvZi- ©§ZI- &fT-= ©0ET= 091 991 3J91= ©0ot= To=
2899~ 00ST- TOVI- 00ZT- TZ6- 2€9~ LOb- LLZ- 06T-  %6-
Te3el 0002 6661 8661 L66T 966T G661 ¥66T €661  Z66T

IC9} [eostd

OTIVU®Og UOT)IVOOTSH JUTOd ebwijuesaed §

(sIwITOP JO SUOTTITITINW)

309333 39N

SoXe] SWOOSUT
TenpIATPUI UT UOTIONDSY

(s9xe] JO JIDA0-IDAOD

 Burpnyour) (-) 3TOTIBQ IO

(+) snydans utr asesaadou]
 S9Xe], JO IBA0-IIA0D
(sexe] JO IBA0-IDA0D

burpntoxdy) (-) 3rorIaqg Io

(+) snidang ut sseaaour

sie13ino

(sexe3 Jo Iaao
-I9A00 burpnioxig) sanusaay

:sXe1ano pue S9NUIASY XBJL 00TY 031I9nd UO pooyajelg jo 3109339 oyl jo Axeummsg
L 9Tqed B

— 330 —



INTRODUCTION AND BACKGROUND

This report bresents results of the study of the fiscal
impacts of .statehood for Puerto Rico both on Puerto Rico and the
U.S. Government. The study was prepared for the Governor of Puerto
Rico by the Policy Economics Group of KPMG Peat Marwick.

' On September 26, 1989 the Senate Committee on Energy and
Natural Resources reported the Puerto Rice Status Referendum Act
($.712) that provides for a referendum to be held on June 4, 1991.
The purpose of the referendum will be to determine whether Puerto
Rico is to become a state of the Union, an independent country, or
to enhance the commonwealth relationship with the United States.
The issue of the appropriate political status for Puerto Rico is
extremely complex and far-reaching. It involves not only issues of
political choice, but of the broad impacts on the Puerto Rican
economy. '

Statehood would have several direct effects on the Puerto
Rican economy. -~ First, since 1901 Puerto Rico has enjoyed full
fiscal and tax autonomy - Federal individual and corporation taxes
do not apply in Puerto Rico. The loss of this tax autonomy under
Statehood, particularly the taxation of corporations now exempt
would significantly increase tax burdens for. these corporations.
In many cases, these corporations would be able to increase their
after-tax return by abandoning their existing .operations and
relocating-elsewhere-in.tax-favored-locations in the Caribbean,
Europe, or the Pacific rim. In addition, expansion by current 936
companies and the formation of new 936 companies would be sharply
¢curtailed, ‘if riot eliminated. , - -

Second, as companies choose to move off the Island, either to
the mainland or elsewhere, the Puerto Rican economy would be
seriously affected. This would increase unemployment in Puerto
Rico and reduce wages throughout the economy.

Third, the combined Federal and.Puerto-Ricb tax rates wouid,bé
out of line relative to the other states. If Puerto Rico decided
to lower its taxes to the level of the other states, it would also

have to reduce expenditures.  Lower government spending would
increase unemployment, exacerbating the reduction in econonic
activity. ~ Finally, increased: U.S. Government - outlays for

entitlement programs and transitional grants would help mitigate
the effact of the reduction in economic activity in Puerto Rico.

In order to understand the complexities of the effects of
statehood, one should be familiar with the history of the Puerto
Rican economy and the Puerto Rico Status Referendum Act. The
following sections provide a brief background. :
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The Puerto Rican Economy

The Puerto Rican economy has undergone a dramatic
transformation over the past forty years. Puerto Rico has
developed from a primarily agric¢ultural economy in 1950 to one with
a strong industrial base. The manufacturing sector's share of
total output increased from 17 percent in 1950 to 40 percent in
1988. During the same period, agriculture's share of total ocutput
decreased from 18 percent to less than 2 percent. This
transformation was the result of the Puerto Rican Government policy
of attracting and developing manufacturing investment. As a key
component of this development strategy the Government offered tax
incentives to companies establishing manufacturing operations in
Puerto Rico. Section 931 of the Internal Revenue Code (Section 936
after 1976) also provided incentives to U.S. corporations to
establish in Pueérto Rico. Real Gross National Product increased at
an average annual rate of 6.0 percent between 1950 and 1970,
compared to a 3.5 percent increase for the U.S. economy during the
period.

Since 1970, the composition of manufacturing output developed
from labor intensive to more capital intensive industries. With
the gradual extension of the Federal minimum wage to Puerto Rico
during this period, real wages increased and the economy began
losing labor intensive investment to lower wage countries. During
this period, the economy was also seriously affected by the
recession of 1982. Real GNP decreased by 3.6 percent in 1982 and
by 2.1 percent in 1983. The unemployment rate increased to its
highest level at 23.5 percent in 1983. The economy has recovered
since 1983. Real GNP and employment have increased by 5.5 and 4.3
percent annually, respectively. The unemployment rate decreased to
15.9 percent in 1988, the lowest level since 1975

Puerto Rico's current economic structure is illustrated in
Table 1. Manufacturing output in 1988 was $10.2 billion,
accounting for 40 percent of the total gross domestic product and
18 percent of employment in the economy. The trade, services, and
government sectors, contributing only 35 percent of total output,
accounted for 65 percent of total employment. The government
sector', the largest employment sector with 201,000 workers,
accounted for 23 percent cf total employment.

Puerto Rico's economic development in recent years has
produced a level of ocutput substantially higher than most other

'The government sector in Puerto Rico includes municipal
employees. Unlike state governments, the Commonwealth government
performs many functions fulfilled by local governments and public
utilities in the United States.

2
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‘ "Table 1} _ .
Puerto Rican Gross Domestic Preduct (GDP) and Employment
by Major Industrial sSector for Fiscal Year 1988

| Percent | Percent
GDP of total _Emplovment of total
(Millions (Thousands)
of dollars)
Agriculture | 405 1.6 32 3.7
Contract constfuction o _ .
and mining | 490 1.9 48 5.5
Manufacturing . 10,230 40.0 157 18.0
Transportation and :
. public utilities 2,091 _ 8.2 50 5.7
Trade , 3,743 14.6 173 19.8
Finance, insurance, _ :
and real estate 3,301 12.9 30 3.4
Services | 2,387 9.3 182 20.8
Government 2,903 11.4 201 - 23.0
TOTAL . 25,567° ©100.0 873  100.0

Source: Commonwealth of Puerto Rico, Economic Report to the
Governor, 1989, _ :

*petail does not add to total due to statistical
discrepancy.



Caribbean economies. Puerto Rico's 1985 GNP per capita of $4,519
was almost five times higher than the per capita GNP of Jamaica
($940) and almost six times higher than that of the Dominican
Republic ($790). However, while per capita income in Puerto Rico
is considerably higher than most economies in the region, it would
rank last among the United States.

Table 2 compares two measures of income in Puerto Rico to
those in selected U.S. states. Personal income and average
manufacturing wages are illustrated for several high and low income
states and for Puerto Rico. Annual per capita personal income in
Puerto Rico is considerably lower than any state. Indeed, it is 54
percent lower than the lowest incomeé state, and 69 percent lower
than the national average. Similarly, the average manufacturing
wage rate in Puerto Rico is 29 percent lower than the lowest state,
and 46 percent lower than the national average. While these
statistics demonstrate that under statehood Puerto Rico would have
the lowest income of the states, the Puerto Rican economy has in
fact improved substantially in recent years, in large part because
of the federal and Puerto Rican tax incentives offered. '

‘Table 3 compares revenues by source for Puerto Rico with U.S.
state and local governments. Puerto Rico relies heavily on income
taxes. Individual and corporate income taxes account for 62
percent of Puerto Rican tax revenues, while state and loecal
governments receive only 28 percent of their tax revenues from
income taxes. On the other hand, property taxes represent only 6
percent of total taxes in Puerto Rico, compared to 30 percent for
all other states. Perhaps more important than the distribution of
revenues is the difference in the overall level-of taxation between
Puerto Rico and the States. As a share of GDP, total state and
local tax revenues were 15 percent in Puerto Rico but only 11
percent in the states of the Union.

The Puerto Rico Status Referendum Act (8. 712)

S. 712 as reported by the Senate Committee on Energy and
Natural Resources provides for a referendum to be held on June 4,
1991. The result of the referendum will decide the political
status of Puerto Rico. Voters will choose whether Puerto Rico
should become a state, an independent country, or enhanced
Commonwealth association with the United States. Should the
majority elect statehood, Puerto Rico would become the 51st state
of the United States on January 1, 1992.

Effective the date of admission, all federal taxes and
entitlement programs would apply to the state of Puerto Rico in the
- same manner as they apply to all other states, with certain
exceptions. These special provisions outlined in the bill are
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Table 2

- Personal Income per capita
and Average Manufacturing wages
for Selected States

Personal Income

Average Manufacturing

per capita in 1988 Hourly Wage Rate in 1985
Alaska $19,079 $12.19

Delaware $17,661 $9.86

Florida $16,603 $7.86

Hawaii $16,753 $8.65
Mississippi $11,116 $7.22

New Jersey $21,994 $9.86

New York . $19,305 $9.67

Rhode Island $16,892 $7.59

North Carolina $14,304 $7.29

Puerto Rico $5,157 $5.15

United States $16,487 1 $9.83

Source: U.S. Departmenﬁ of Commerce, §u:xgx of ggz;ggt ggsiness;

August, 1989.

U.S. Bureau of Labor Statistics, Emplovment and Earnings
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Table 3

TaXx Revenue Source Comparison between Puerto Rico and
All U.8. State and Local Governments®
(in percent) . -

. o % .- .. . State & local
Revenue Source - - .. ‘Puerto Rico .. = . governments
in 1989° in_1987¢

Individual income L

tax , 29 I 22-
Corporate incone SRR

tax S 33 P 6
Sales and Excise taxes 31 L 36
Property tax 5 =  o 30
Other taxes . 2 7.: ;]. .;.6_

TOTAL | 100 o 100

Source: Commonwealth of Puerto Rico, Budget, 1989-1990.
Bureau of the Census, Gove 1Ce! _1986-87.,

®Excludes sales of goods and services.
bPAmounts for 1989 are estimated. Includes municipalities.
‘Includes local governments and the District of Columbia.
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divided into three main categories: income taxes, excise taxes,
and entitlement programs.

Income Taxes. current tax rules applicable to taxpayers in
Puerto Rico would continue until January 1, 1994. Effective that

date, all federal income tax laws would apply to Puerto Rico with
one exception. The credit allowed under Section 936 of the
Internal Revenue Code would be phased out over 5 years beginning on

~January 1, 1994. Corporations would receive 80 percent of the

credit in tax year 1994, 60 percent in tax year 1995, 40 percent in
tax year 1996, 20 percent in tax year 1997, and no credit
thereafter. As a transitional grant to assist the new state in

minimizing the impact of statehood on revenues, the  Federal

government would transfer to the Treasury of Puerto Rico all
revenues from the application of the Federal tax laws in 1994 and
1995 on the taxpayers of the state of Puerto Rico.

Excise Taxes. Effective on the date of admission, all
federal excise taxes not applicable to the Commonwealth of Puerto
Rico would apply in the same manner as they apply to the other
fifty states. As a transitional grant, the revenues derived from
the extension of federal excise taxes to Puerto Rico would be
transferred to the Treasury of Puerto Rico until at least October
1, 1998. Furthermore, the current payment to the Puerto Rican
Treasury of collections from customs duties and alcohol excise
taxes would be continued until at least October 1, 1998.

Entitlement Programs. Beginning on January 1, 1992, all

entitlement programs would apply to the state of Puerto Rico except

for the Supplemental Security Income Program. In order to enable

the Department of Health and Human Services to properly establish
the program administration, the program would not begin until
January 1, 1994.

Preliminary estimates of the effect of statehood have been
publicly released by the Congressional Budget Office (CBO) and the
U.S. Treasury Department. CBO, along with certain Executive Branch
agencies, has the responsibility of determining the impact on U.s.
government outlays of statehood while the Treasury Department is
primarily responsible for estimating the revenue impact of
statehood. As one might expect, in an issue as complicated as
this, these estimates will change as the issues become more clearly
understood and as new data become available. The methodology and
detailed estimates of revenues and outlays as prepared by CBO and
Treasury are shown in Appendix D. Through the period 1992-1998,
their estimates yield a cumulative budget cost of about $6.6
billion.

The remainder of this report is divided into three sections.
Section I provides estimates of the effect of statehood on the
Puerto Rican economy. One consequence of statehood is that Section
936 tax benefits would be repealed and would greatly increase the

7
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tax burden of these corporations. Given the availability of tax-
favored alternative locations, many ‘of these companies may
relocate. Once these companies relocate to alternative sites,
employment wages, income and tax revenue would be significantly
affected in Puerto Rico.

Section II presents our estimates of the effect of statehood
on the tax revenues and expenditures of the U.S. Government. The
revenue estimates are divided by source of tax. Separate estimates
are shown for the corporate income tax, the individual income tax
and excise taxes. Estimates of the effect on Federal expenditures
rely principally on work prepared by the Congressional Budget
Office and our consultation with economists with the Commonwealth
of Puerto Rico. :

The estimates in this section incorporate the effect of
changes in the Puerto Rican economy as a result of statehood. As
firms relocate and the Puerto Rican economy contracts, the
increased tax collection of the U.S. Treasury Department would be
. reduced. Similarly, estimates of the effect of statehood on
Federal government outlays include the effect of unemployment and
income loss from the relocation of firms out of Puerto Rico in

- Puerto Rico. As unemployment increases and incomes are reduced,

government outlays on food stamps and other income maintenance
programs would increase,

The final section of the report shows the impact of statehood
on Puerto Rican tax revenues and outlays. To the extent that
- statehood and in particular the imposition of U.S. taxes on Puerto

Rican companies and the repeal of Section 936 causes relocation of
companies outside of Puerto Rico, corporate income tax revenues and
individual income tax revenues would be reduced. This reduction in
revenues would place the Puerto Rican fiscal system in a very
tenuous position. On one hand, Puerto Rico would be faced with a
-declining economy and a significant reduction in revenues but, on
the other hand, it may need to decrease tax rates to be competltlve
with other states and countries,
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BECTION I

THE EFFECT OF STATEHOOD ON THE PUERTO RICAN ECONOMY

The Puerto Rican economy would experience widespread changes
following the adoption of statehood. The imposition of U.S. taxes
on Puerto Rican residents and the increased eligibility of Puerto
Rican residents for U.S. entitlement programs would have major
effects on the growth and distribution of Puerto Rican naticnal
income.

The imposition of U.S. taxes on Puerto Rican residents would
“have two main components. First, the special incentives granted to
U.S. companies coperating in Puerto Rico would be repealed, inducing
the relocation of many of these operatlons and reduction of new
‘investment, with the resulting loss in income and employment on the
island. Relocation would significantly reduce the economy's
manufacturing output and employment. Second, the additional
Federal Government taxes paid by Puerto Rican residents would be a
large drain on their disposable income and a deterioration aof their
standard of living.

In this section, the effect of these changes on the Puerto
Rican economy is estimated. The section is divided into six parts,
as described below. The models and data bases used in analyzing
the effects of statehood on the Puerto Rican economy are briefly
described in the first part of this section. A more extensive
discussion has been included in Appendix A. The second part
-describes current federal tax incentives. and some of the
“implications of the prospective changes in the tax system. The
reminder of this part quantifies these effects and discusses the
potent1a1 1mpact on business location decisions.

The effect of statehood on the business sector is discussed in
the third part, with particular emphasis on the effects of
repealing Section 936 of the U.S. Internal Revenue Code. Without
the tax benefits available under Section 936, many corporations
would relocate their activities in other countries offering
advantages similar to those otherwise available in Puerto Rico.
The relocation can occur in three ways: 1) existing 936 companies
‘'may abandon their existing plants; 2) existing companies may
curtail or abandon plans to expand their Puerto Rican operations
or; 3) U.S. companies may abandon plans to start new 936 companies
in Puerto Rico.

The fourth part describes the effect of statehood on
individuals. Under statehood, the combined effect of U.S.
individual income tax rates with the current Puerto Rican tax

I-1

— 339 —



system results in a tax burden that substantially exceeds that
imposed on the residents of any other state.

The fifth part analyzes the impact on the Puerto Rican
financial sector which is heavily dependent on the financial assets
of 936 companies retained in Puerto Rico. The last part discusses
the impact of statehood on the Puerto Rican economy from a
different perspective -- the effect on the aggregate demand or
disposable income of Puerto Rican residents.

Data Bases and Computer S8imulation Model

The analysis in this report 1is primarily based on a
computerized system of Puerto Rican tax returns and two highly
detailed models of the Commonwealth's and the U.S. Government's
Internal Revenue Code and regulations. Corporation and individual
income tax models are used to calculate tax payments using data
bases from actual corporation, partnership, and individual income
tax returns filed with the Commonwealth. for the 1984 tax vear.
Following is a brief description of the structure of these models
and data bases. A more detailed description is included in
Appendix A.

Data Bases

Two major data bases are used for the estimates in this
report. The first is a file of all corporation and partnership
income tax returns filed in Puerto Rico in 1984. The second data
base is a sample of all individual and partnership returns filed
with the Puerto Rican Treasury Department in 1984. These data
bases provide the best information available on the income and
expenses reported by Puerto Rican taxpayers. = The files were
prepared as part of an annual review by the Department of the
Treasury of the Commonwealth of Puerto Rico to enable them to
assess and monitor the tax collections of the Commonwealth. These
data files were used by the Commonwealth in estlmating and
analyzing the impact of their own Tax Reform Act enacted in 1987.

. Each data base has been adjusted to reflect a forecast of the
level of economic activity in Puerto Rico in 1992. The forecast
used for this purpose was provided by the Puerto Rico Planning
‘Board. Additional information was derived from the IAU-Wharton
model of the Puerto Rican economy. This forecast is provided in
Appendix A. :

Computer Models

The corporate and individual income tax models are essentially
straight-forward income tax calculators that include a decision-
making capability. They are designed to replicate the procedures
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used by each taxpayer to fill out their tax return. Unlike
estimating methods that rely on aggregate information, this
approach allows the models to choose among allowable alternative
methods of reporting income and deductions, such as itemizing or
using the standard deduction. They also force taxes to be
calculated according to certain statutory rules, such as those
required under the corporate alternative minimum tax, where each
taxpayer must pay the greater of regular tax or alternative minimum
tax liability.

current Laws: Internal Revenue Code Section 936

Understanding Section 936 is fundamental to understanding the
impact of statehood on the Puerto Rican economy. U.S. corporations
are generally subject to U.S. tax on their worldwide income. Under
gection 936 of the Internal Revenue Code, however, a U.S5.
corporation (a "936 corporation") conducting business operations in
Puerto Rico receives a credit sufficient to eliminate its U.S. tax
on the income allocable to its Puerto Rican business operations and
certain Puerto Rican financial investments. As an economic
development incentive, the Puerto Rican Government provides tax
exemption grants to most of these same corporations, thereby
substantially reducing their Puerto Rican corporate tax. A large
number of U.S. companies have established 936 companies to
manufacture products sold predominantly into the U.S. market,
although an increasing proportion of the products are manufactured
for sale to European and other export markets. A significant
number of foreign corporations also have established 936
corporations (or non-U.S. corporations that are also eligible for
Puerto Rican tax incentives) to manufacture products for sale into
the U.S. market.

The Internal Revenue Code specifies three methods for
determining the income allocable to 936 corporations for U.S.
income tax purposes. Any 936 corporation can compute its income on
a "cost plus" basis (i.e., manufacturing costs plus a reascnable
return). Alternatively, companies meeting a test of significant
business presence in Puerto Rico can elect to compute their income
under either the "cost sharing method" or the "profit split
‘method." Most of the income of 936 corporations is earned by
-corporations that elect one of these latter two methods.

Cost Sharing Methed

Prior to the 1986 Tax Reform Act income was allocated to
Puerto Rico under the cost sharing method by applying the normal
U.S. arm's length requirements (under Code Section 482) for the
pricing of products, purchased components, materials, etc. under
three specified requirements and assumptions. The 936 corporation
was required to make a cost sharing payment to its U.5. affiliates
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to pay for a share of the research and development expenses of its
affiliates. The precise share of total R&D in a particular product
area that was to be paid was determined by the proportion of total
sales revenues of the U.S. affiliated group plus the 936
corporation that were attributable to products manufactured in
whole or part in Puerto Rico. Under the cost sharing method, this
cost sharing payment by statute entitled the 936 corporation to be
treated as owner of any technology or other similar intangibles
related to the manufacture of the products ("manufacturing
intangibles"). At the same time the statute specified that the
U.S. affiliates -- and not the 936 corporation -- were generally to
be treated as owner of any marketing or other similar intangibles
("non-manufacturing intangibles") related to the product. Thus,
the price charged by a 936 corporation to any affiliate (U.S. or
foreign) for products manufactured in Puerto Rico had to be
determined under U.S. arm's length standards assuming the 936
corporation could earn all income attributable to manufacturing
intangibles (less the cost-sharing payment) but no income
attributable to non-manufacturing intangibles.

The 1986 Tax Reform Act continued but modified the cost
sharing method in two ways. First, it requires that the cost
‘sharing payment be increased in all cases to 110 percent of the
amount calculated as described above. Second, it specified that
where a larger payment would result, the amount of the payment is
to be determined as the amount of royalty payment that would be
required under 1986 Act rules applicable generally to related party
licenses of manufacturing intangibles (the "super-royalty rules").
The principles for determining the amount of royalty payment
required under these super-royalty rules are largely left to
regulations, which have not yet been issued.

Profit Split Method

Taxpayers not electing the cost sharing method generally
utilize the profit split method. As modified by the 1986 Act, that
method allocates to the 936 corporation one-~half of the combined
taxable income of the 936 corporation and all U.S. affiliates
participating in the manufacture and sales of products produced in
Puerto Rico. This combined taxable income is computed, however,
after subtracting as an expense 120 percent of the cost sharing
payment calculated under the cost sharing method as it applied
prior to the 1986 Act. Thus, 936 corporations electing profit
split are allocated one-half of the income (net of 120 percent of
the specified cost sharing payment) from the manufacturing and sale
of products, including any income attributable to the marketing
effort and intangibles of U.S. affiliates related to the product.

Taxpayers electing profit split can choose to apply that
election only to sales into the U.S. market, thus treating sales
into foreign markets under the cost sharing method. Because the
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profit split method does not permit the income of foreign
affiliates to be taken into account in determining the profit to be
split, most 936 corporations that sell exported products through
affiljated foreign marketing corporations elect to apply the profit
split method only to sales into the U.S. market.

U.S. taxpayers establishing 936 corporations and electing the
cost sharing or profit split methods receive tax benefits that are
generally comparable to those which can be earned under U.S. law by
foreign affiliates of U.S. companies conducting comparable
activities in another jurisdiction. Earnings of a foreign
affiliate manufacturing in a low or no-tax foreign jurisdiction are
directly exempt from U.S. tax.' The amount of income that a
corporation can earn is determined under U.S. (section 482) arm's
length rules, including the super-royalty rules as they apply to
manufacturing and marketing intangibles. These rules are thus the
same as are applied to 936 corporations electing the cost sharing
method after the 1986 Act with two notable exceptions. First, the
cost sharing payment determined under the cost sharing method can
exceed the super-royalty payment in some cases, resulting in a
larger cost to a 936 corporation than to a foreign affiliate.
Second, the super-royalty payment required of a foreign affiliate
is generally treated as foreign source income to the recipient U.s.
affiliate, which is thus eligible for the U.S. foreign tax credit,
while the cost sharing or super-royalty payment of a 936
corporation is by statute treated as U.S. source income, which is
not eligible for the U.S. foreign tax credit. Given these two
exceptions, 936 corporations electing cost sharing generally
receive on a current basis U.S. tax benefits that are at best equal
to but not in excess of that received by foreign incorporated
affiliates conducting comparable operations outside the U.S.

A 936 corporation electing the profit split method determines
its income on a basis entirely separate from that of comparable
foreign affiliates. Since 936 corporations can elect cost sharing
and receive benefits that are generally comparable to (or somewhat
less than) that of a foreign affiliate, .it is reasonable to assume
that most 936 corporations electing profit split expect to allocate
to Puerto Rico income that is at least comparable to that of the
foreign affiliate. However, a foreign affiliate will have a
substantial expense in determining its income =-- the super-royalty
-- that will generally generate foreign source income eligible for
U.S. foreign tax credit. Thus, it is likely on an overall basis

'?he discussion does not give weight to the fact that a
foreign affiliate cannot necessarily repatriate its low taxed
earnings to the U.S. (e.g., as a dividend) without a payment of
U.S. tax, while a 936 corporation can, because most U.S.
corporations owning foreign affiliates have discovered that the
economic cost of not repatriating their income is low.
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that the tax benefits of profit split for a 936 corporation will be
 comparable to the tax benefits available to a foreign affiliate,

Section 936 and the Puerto Rican Business Sector

On balance, Section 936 provides Puerto Rico manufacturing
operations a substantial tax advantage over operations in the
United States. Moreover, these advantages make Puerto Rico
competitive with foreign countries that provide their own tax
incentive programs for U.S. company manufacturing operations.

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

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

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

The potential for the relocation of these companies can best
be measured by determining the impact of the elimination of Section



*AI3sSnput SY3 Uy SWATF URDTY 03aINg JO dIeYys © sSe SWITI 9¢6 03 I13Jax sabejuasiag :930N

9°8L o6¥’'YT ¥°Vv6 sb6’9 G2t L6V TYIOL
A % oTt'T £°9L 88V 1°02 12T buranjoejnuey Iayl0
L*L6 068 £°66 09% 8 €L ‘66 sjuaunIjsuy
£°86 6¥8‘2 6°L6 66T°T 129 81T -drnbj oTUOID3TA |
R IROTIZOSTA

6°68 66L°C L 18 192 L 62 o¢ sTedTwayd IaYylo
- L°96 9¢€€’s ¥°86 9¥G ‘¢t 9°GL 6S TeoTINsoRWIRY]

0°LE oY 2°L6 £81 0°¥E 18 s30npoad 9TTIXIL
IaYl0 % 1oxeddy

S " 06 8€8 8°98 80L z°zt 62 s3onpoid

pPaIpuiy ¥ pood

juaniad junouy Juaonaad junouy quao1ad JI9quny - K3sntpur
§39ssy buljex=ado suiooUl butjeisdo MGOMUMHONHOU _ -

(suoTTiT®t UT SjuUNoue IJeTTOqd)
SOTISTIOIOVIVYD [VIOURUIA DUV UOTINGIIISTIA Ax3snpul butranioeinuel
:Z66T UT suoljvrodro) burinjowjnuel poumno-ubrezod puw 9¢6 UCIIOLZ JO BLIVWIISH
TI-I oTqed,



936 on the after-tax rate of return of 936 corporations.? The
after-tax rate of return for all manufacturing companies would
decline by 9.8 percentage points, or 23.2 percent, under statehood.

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

Relocation Effacts

International business lccation decisions depend upon several
factors, including political stability, wage rates, availability of
labor and raw materials, financing arrangements, anad
lnfrastructure, such as utility and transportation systems. In
addition, a major consideration is taxes. This part of the report
analyzes how statehood, including the repeal of Section %36, would
affect the level of business activity in Puerto Rico.

This analysis is necessarily limited to the companies that are
currently operating in Puerteo Rico, but implicit in the analysis is
that newly formed 936 companies and current 936 companies that are
expanding their operations in Puerto Rico would be affected in the
same way as the existing operations of current 936 companies.
Existing 936 corporations will therefore be considered as
representative of all potential 936 investment in Puerto Rico. If,
for example, two thirds of the current level of 936 act1v1ty would
relocate after statehood, then two thirds of the new investment

’The after-tax rate of return is computed using a
methodology similar to the method the Treasury Department used to
compute before-tax income in The Operation and Effect of the
Possessio tion, Sixth Report, March
1989. The rate of return equals operating income divided by
operating assets. Operating income is defined as gross sales
less cost of goods sold and all other deductions except taxes,
interest, and charitable contributions. Operating assets
includes net property, plant, and equipment, inventories, and net
accounts receivable. The after-tax rate of return computation
reduces operating income by Puerto Rican and federal income taxes
paid.
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Table I-2
vVariation in Change in After-Tax Rate of Return
for 936 and Foreign-owned Corporations if gStatehood is Adopted
(Dollar amounts in millions)

Reduction in Number Net Income

Rate of Return Firms Amount Percent
Less than 3 percentage points 108 6 .1
3.0 to 4.9 percentage points 57 412 4.6
5.0 to 7.9 percentage points 90 591 6.7
8.0 to 9.9 percentage points 47 744 8.4
10.0 to 14.9 percentage points 87 1,571 . 17.7
15.0 to 19.9 percentage points 54 1,838 20.7
20.0 to 24.9-percéntage points 34 1,522 17.1
25.0 to 29.9 percentage points 22 383 4.3
30.0 or more percentage points 65 1,820 20.5
TOTAL 564 . 8,886 100.0

SOURCE: KPMG Peat Marwick estimate
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(new 936 companies or expansion of existlng companies) would also
locate outside Puerto Rico. ,

There are two separate issues that need to be addressed. The
first issue 1s the extent to which, in the long run, economic
activity would be reduced in Puerto Rico as a result of statehood.
The second issue is the time frame over which this reduction would
occur.

On the first issue ~- the extent of the long run decline in
economic activity -- this study analyzes the impact of the change
in the tax structure accompanying statehood on the after-tax rates
of return of all existing 936 companies and compares this return to
returns available in alternative sites.

As discussed later in this section, estimates are made under
three alternative assumptions concerning the rate of return
differential required for a firm to choose the alternative site
over Puerto Rico. One assumption is that the required rate of
return would be 5 percentage points higher in the alternative site,
a second is that the required return would be 11 percentage points
higher, and the third that the required rate of return would be
higher by 15 percentage points.

The second issue 1is the timing of the relocation of these
companies and the path along which the adjustment to the new tax
structure occurs. One possibility is that the firms currently
operating in Puerto Rico immediately abanden their operations and
relocate elsewhere. The 11 and 15 percentage point relocation
scenarios are investigated as indicators of the speed of adjustment
of the relocation of these existing firms.

An alternative possibility is that current 936 companies
curtail future investment in Puerto Rico and locate this investment
elsewhere, so that the relocation of these companies would occur
over a longer period of time as their current productive capacity
depreciates and is abandoned incrementally. The adjustment process
also would include companies that are not currently operating in
Puerto Rico. These companies would have started a new 936 company
in Puerto Rico had current law been continued, but faced with
statehood may decide to continue producing in the U.S. or to locate
in some other country.

The adjustment process is clearly very complex and would be a
mixture of these three effects. For simplicity, it is assumed that
the adjustment would occur rateably over five years starting in
1994. For some operations, the adjustment would take longer and
for others the process would begin even before 1994.



The "relocation" effect thus does not refer solely to firms
currently operating in Puerto Rico that would abandon their
operations. The relocation effect also includes new investment by
existing companies and by newly formed 936 companies. The
relocation effect also includes the impact on new investment by
existing companies and by newly formed 936 companies. The
analysis, however, does not include relocation effects for Puerto
Rican owned conmpanies. With higher after-tax costs and lower
income resulting from combined federal and state taxes under
statehood, Puerto Rican companies may face competitive pressures
from U.S. and foreign firms leading them to relocate, and/or to
reduce output, income, employment and tax payments. Further
analysis would be required to. evaluate the magnitude of this
effect.

The decision to relocate existing operations or to place new
investment in an alternative site outside of Puerto Rico is driven
by the after-tax rate of return. The rate of return could be
higher outside of Puerto Rico for three reasons. First, if the
country is one of several tax havens or if it offers incentives to
relocating firms, the local tax rate would be low. Second, because
the U.S. taxes the operating income of a foreign based subsidiary
of a domestic firm only when the income is repatriated, the firm
could defer the tax on its operating income by keeping its dividend
payments at a minimum. Third many jurisdictions offer incentives,
such as tax holidays, to relocating firms.

on the other hand, not all companies with a tax advantage in
an alternative site will elect to relocate or place new investment
on that site. As mentioned above, there are numerous non-tax
factors that also affect business location decisions. Indeed,
there are clearly some major non-tax advantages and disadvantages
that Puerto Rice has in relation to foreign countries. The
desirability of Puerto Rico under Statehood relative to the
mainland and alternative foreign sites is difficult to precisely
determine. -

Most Puerto Rican products are shipped to the United States
for ultimate consumption and its geographic location is a unique
shipping cost disadavantage. Shipments between Puerto Rico and the
United States must be in U.S. flag ships which generally are far
more expensive than foreign flag ships which haul most goods to
American ports from foreign destinations. This disadvantage has
tended to be offset by exemptions from Puerto Rican and U.S. taxes.
Labor costs in Puerto Rico are lower on average than on the
mainland, but higher than most alternative foreign sites in the
caribbean and the Pacific rim. On the other hand, its proximity to
the U.S. mainland, its political stability, and the fact that it
uses the U.S. dollar as its currency are clear advantages.
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on balance, the reduced taxes and resulting higher after-tax
rate of return available in the alternative site must be enough to
offset the non-tax advantages, if any, of locating in Puerto Rico.
Determlnlng the importance of the non-tax factors is problematic,
espec1ally since the 1mportance varies con51derab1y across
companies. For some companies the required increase in the after-
tax return may be only one percent, whereas other companies may
require an increase of 15 or 20 percentage points. For purposes of
this analysls, we selected three thresholds =-- 5, 11 and 15
percentage points. If a company's return in an alternative site is
higher than in Puerto Rico by at least the threshold amount, it is
assumed that non-tax advantages, if any, are exceeded and the firm
would relocate or place any new investment outside of Puerto Rico.

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

While it is not pdssible to know for each individual firm the
rate of return differential that would be required to induce the
firm to relocate or invest elsewhere, this study analyzes three
cases: A differential in the after-tax return of 5 percentage
points, 11 percentage points and 15 percentage points. The logical
way to think about the results displayed is that those firms
incurring the higher immediate reductions in returns, particularly
where the percentage reduction exceeds their cost of capital, would
be the first to leave Puerto Rico and relocate in a more conducive
tax atmosphere. Firms suffering a return reduction approximately
equal to their costs of capital, for which the 11 percent case is
thought to be a current surrogate, would have no apparent reason to
remain in Puerto Rico and, depending on the balance of other
factors, would have motivation to leave.

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

The corporate model and data base for Puerte Rico have been
used to estimate which firms would relocate. The after-tax rate of
return has been calculated under the combined federal and Puerto
Rican tax systems as they would apply under statehood, and then
recalculated under the tax structures available in alternative
sites. The change in the after-tax rate of return is due solely



to changes in tax liability. The receipts and expenses of each
company and, therefore, the before-tax rate of return, is assumed
to be the same in Puerto Rico and in the alternative sites. This
is clearly an_ oversimplification since capital and labor costs
could vary substantlally among different sites, with some having
higher or lower costs relative to Puerto Rico.

Two tax computations are made for each firm. First, the
combined federal and Puerto Rican tax liability for firms remaining
in Puerto Rico is computed. Puerto Rican tax liability is computed
under current Puerto Rico tax law incorporating all the special
exemptions and deductions allowed to each company. Federal tax
liability is then computed under U.S. tax law which would allow a
deduction for taxes paid to the Puerto Rican government and has
very different rules for the measurement of taxable income.

The second step is to compute the tax liability at alternative
sites. Unlike the very detailed computations made of the combined
federal and Puerto Rican taxes, the alternative site calculations
are necessarily approximations since specific alternative sites
were not selected. The taxes owed to the taxing jurisdiction in
the alternative sites are assumed to be five percent of net income
which is the average tax rate currently paid by 936 companies to
Puerto Rico.3

The determination of the total tax liability of the firms at
the alternative site is further complicated by the super royalty
rules in the U.S. tax code. In effect, even if the firm operates
in the alternative site, some of its income would still be taxable
in the U.S. Under the super royalty provision of the Federal Tax
Reform Act of 1986, companies are required to pay a royalty to a
parent company for the use of intangible assets (patents, etc.)
that is commensurate with the income produced by the asset. The
exact interpretation of this provision is very controversial and
final regulations have not yet been issued by the IRS.

- Section 936 companies using the cost-sharing method are
subject to the super royalty rule. However, most 936 companies
will elect the profit-split method, under which companies are
deemed to be in compliance with the Super Royalty rules if their
total profit (after making a cost sharing payment) is split 50/50
with the parent. Thus, the issue for relocation is how much
additional income, if any, would be taxed in the U.S. above the
current 50/50 split. To be conservative, it was assumed in the tax
computations. that an additional third of the remaining intangible
income would be taxed in the U. S. even if the firm relocated to an
alternatlve site. ' ' : '

3Excluding the tollgate