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EXECUTIVE SUMMARY 

The revenue Bill Congress is presently considering 

contains a provision which is extremely damaging and 

will have far reaching effects on Puerto Rico's economy. 

The Senate Finance Committee versions of the bill 

place stringent restrictions upon "Possession System 

Corporations. " (Section 936 of the U. S. I. R. C.). 

While we recognize that there was a need to revise 

this provision, it is our collective opinion that the 

measures provided in the Senate Finance Committee report 

have gone too far and constitute an over reaction. 

We do not defend the accumulation of profits by 936 

corporations. We defend the 936 mechanism as a source 

of funds to be -~sed for the economic and social develop-

ment of our people. 

Puerto Rico almost unanimously is against the Senate 

proposals. The two leading political parties as well as 

the main business, banking and financial institutions 

oppose the amendments. 

The Senate language threatens the means by which 

Puerto Rico, and the Puerto Rican people, h ave been able 

to pull themselves out of the abject poverty that pr evail ed 

in the 1930's and 40's to a much improved standa rd of living . 

... 
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"Operation Bootstrap", a successful joint venture of 

the government and the private secto~ entailed the attrac-

tion of manufacturing enterprises to set up plants in 

Puerto Rico through the provision of Puerto Rican tax 

preference for limited periods. Section 936, and its 

inmediate predecessor, have made this program work. 

Both th~ Puerto Rican and the U. S. legislation have 

been required to work jointly to make the program operate. 

Today, at a very difficult time in Puerto Rico's 

history, we are faced with th e prospect tha t the Senate 

proposal would virtually eliminate the mechanisms on the 

federal side that mad e our economic development program 

function. 

Puerto Rico is not a rich island and we have not yet 

attained the living standard and p~r c apita income l evels 

in even the poorest state of th e Union. eur per capita 

income is only one third of the national average, and only 

one half tha t of the lowest state. 

Our economy has b een pl agued by a long term inability 

to creat~ the number of jobs that our population requires. 

Unemployment is presently 23.5 percent, but is actual ly 

30 percent when we add those who stopped looking for job. 

Our total number of employed persons has fallen by 5 per-

cent during the last twelve months versus a static level 

of employment on the nation as a whole. 
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Tourism, construction and agriculture are dwelling 

in crisis. 

Investment has declined sharply. 

Manufacturing is the only sector of our economy that 

has resi~ted relatively the recessionary forces. 

The proposed action by the Senate Finance Committee 

goes directly against our developmental stronghold~manufac

turing . . It would inhibit the continued expansion of our 

manufacturing employment, and could very possibly lead to 

an actual reduction in manufacturing employment over the 

next several years by placing into jeopardy jobs which we 

have today. 

This result is obviously unintentional . The Congress 

of the U. S. would not intentionally pass legislation that 

would destroy Puerto Rico's ability to expand and ever 

maintain its current level of manufacturing employment. 

There is a basic misconception prevalent in Washington 

that this provision simply requi~es one segment of the 

manufacturing sector to pay more taxes and h a s no other 

effect or implication for Puerto Rico. That is absolutely 

false. 

The propos e d l eg islation affe cts adversely all U. S. 

manufacturing firm s pre s en t ly in Pue r t o Rico, reduces th e 
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incentive for any further industrial expansions, and indi

rectly affects all of Puerto Rico's economy. 

The Senate has simply over reacted to a problem and 

gone too far. The cure is worse than the disease. 

Puerto Rico's economy will be pushed even further into a 

greater dep endence upon social welfare programs, and 

farther from our goal of a self sustaining full employment 

economy. 

Among the adverse effects of these proposals, we 

can mention: 

a. As local production may go down, it may provoke 

an increase in Fede r a l expenditures close to $375 million 

during 1984. · 

b. Puerto Rico may loose $18 7.9 million in tax 

collections. 

c. Local bank ing institutions may loose from $4 to 

$5 billion in deposits. 

d. Such deposit loss will result in higher .interest 

cost to the b a nking sys~em which will be pa ssed on to 

borrowers. 

e . Said deposit lo ss will reduc e the liquidity and 

profitability of our loc a l b anking system . 
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f. Said deposit loss will increase the cost of our 

public debt as it may even affect present ratings of 

government obligations. 

The Federal and our local Treasury Departments should 

be allowed the oppor~unity to complete the revision of 

present 936 regulations to assure the use of 936 funds to 

economic development purposes. 

In light of this situation, we recommend that the 

Senate's provisions on the Possessions System Corporations 

be revised: they are simply too harsh. 
I 

No action should be adopted that may affect Puerto 

Rico' .s ability to promote its economic development and 

general well~being of its people. 



The Legislative Proposal 

In a courageous effort to produce additional revenue 

that may assist in reducing the running budget deficit 

in the Federal Government, the Senate Finance Committee 

agreed on a package o f revenue-making and spending reduc-

tions. The revenue bill which implements said agreement 

contains provjsions which are extremely damaging and 

will have far reaching effects in Puerto Rico's economy . 

The Senate Finance Committee version of the bill 

places stringent restrictions upon Possessions System 

Corporations (Section 936, U. S . Internal Revenue Code). 

Specifically, the bill provides that income of s a id cor 

pora~:ions that qualifies for th e possession credit would 

not include income allocable to intangibles. Such income 

would be allocated to the U. S. affiliates of the quali -

fying corporat ion. Int angibl es incl~de patents, processes, 
• )> 

copyright s , trademarks , trade names, and brand names. 

In addition, th e current rule that p ermi ts a quali 

fying corporation to earn up to So percent passive income 

would be changed to permit only 10 percent passive income . 

Thi s means that 936 corpora tions doing business in 

Puerto Ri co would be required t o derive at least 90 per-

c ent o f thei r gross income fr om the active conduct of a 

trad e or business in Puerto Rico . Thus, p assive income 

could not exceed 10 percent of 936 co rporation ' s gross 

income . 



- 2 -

We recognize that we are living very difficult times. 

National and State budgets are being subject e d to consi

derable pressures for comprehensive revisions- on the 

revenue as well as on the expenditure side. Thu s , we 

understand the fact that Congress be natura lly c oncerned 

with the accumulation of large tax free earnings by 936 

corporations ~nder the U. S. Internal Revenu e Co de when 

there is a national need of producing additional revenue 

to the Federal Treasury . 

The purpose of this statement is not necessarily to 

defend the accumulation of profits as such by th e 936 

corporations. This statement intends to defend the 936 

mec~~nism as a source of funds to be direct ed to the 

attainment of a much needed economic and social develop

ment of our people . 

Although we are cognizant of the Se~ate purpose, yet 

we are of the opinion that the measures provided in the 

Senate Finance Committee repo r t have gone too far and 

constitute an over reaction to · ~36 corporations earnings 

tax treatment. 

Puerto Rico's Unanimous Opposition 

In this p art icul ar subject, may I emphasize, there i s 

a practically unanimous position among Pu e rto Ricans. As 

you may know, I am a member of th e Popula r Democratic Pa r ty 
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which presently controls the House and the Senate in 

Puerto Rico -vis-a-vis the New Progressive Party, which 

controls the Executive branch of government. 

In spite of this fact, in this particular issue, we 

are vigorously -and I, mean both parties- opposing the 

present Senate Finance Committee revenue measure which 

alters radically the 936 corporations tax treatment. In 

this endeavor, not only the two leading political parties 

in Puerto Rico join forces, but the leading business, 

banking, and financial institutions are defending the 

same cause. The Puerto Rico Bankers Association, the 

Savings and Loan League, the Puerto Rico Chamber of 

Commerc e , the Puerto Rico Manufacturers Association share 

our deep concern. 

We must not forget that 936 Section o f the U. S. 

Internal Revenue Code wa s legislated at the urging of 

former Gov ernor Rafael Hern~ndez Col6n and was meant to 

constitute an important development tool for Puerto Rico's 

economy. Successive administrations o f the NPP, the 

opposing political part~ have depended increasingly on 

thi s provision to foster economic development and as a 

source of funds for government loans and income. 

As a matter of fact , Puerto Rico is still at a st8gc 

o f adap ting of the kind of re gulations that will 
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allow for the most effective use of 936 funds. In due 

time, I have no doubt that 936 funds, under present legis-

lation, will prove to be the most important single tool 

for Puerto Rico's development and well-being. 

We are therefore unanimously and vigorously opposing 
• 

the proposed amendments to Section 936 because the Senate 

language threatens to destroy a means by which Puerto Rico 

and the Puerto Rican people ~ill be able to _ furth~r pulling 

themselves out of the abject poverty that prevailed in many 

decades past to a much improved standard of living. The 

amendments under congressional consideration gravely menace 

our most effective tool to attract industries to Puerto Rico 

to ai~ure a continued growth in production, employment and 

higher income in our local economy. We are badly in need 

of moving ahead; we are desperately concerned with the 

possibility of moving backwards. 

Modern Puerto Rico: a successful joint venture 

Modern Puerto Rico is the culmination of a joint and 

successful effort of Government and th e p rivate sector o f 

the l ast . three and a half decades. We call e d it ''Op erat ~on 

Bootstrap". Under it, we have been able to create a badly 

needed n ew infrastructure at a considerable expense that 

has facilitated the attraction of manufacturing enterpr is es 

to set up plant s in Puerto Rico . We pionee red in Latin 



- s -

America a tax preference tre atment to these n ew plants 

for limited periods. Section 936, and its inmediate pre

decessor,- complemented this effort and made this program 

work. As of June, 1981, there were a total 1730 manufac

turing concerns established under this program w~ich 

employed over 130,000 people and paid an annual payroll 

of close to one billion dollars. 

There has been a joint legislative backing from the 

Puerto Rican Legislature and the U. S. Congress to assure 

the success of this prog ram . 

Today, we ar~ faced with th e prospect that the 

Se_nate proposal would virtually eliminate the mechanisms 

on the federal side that made our economic development 

program function. 

The ABC of Puerto Rico's Economy 

Allow me to bring to your consideration some of the 

basic facts of today 's Puerto Rican economy . 

Puerto Rico, contrary to what its n ame implies (rich 

port) is - not a rich island. The economy of Puer to Rico is 

very weak . 

Popul at ion wise -there are 3.2 million residents in th e 

isl and. There are around t\vo million Puerto Ricans living in 

th e U. S . The Puerto Rican populations in th e mainland as 
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well as that in the Island, move back and forth to and 

from Puerto Rico. Our people move to the States to pursue 

college or graduate studies, to obtain specialized medical 

services, to enjoy recreational and cultural experiences. 

A considerable number of our people move to the Eastern sea

board , to the Middle west or as far west as Caiifornia and 

Washington se.eking better living and working conditions. 

Depending on the economic prospects in the !sland, we may 

have annual net in-or-out-migration in numbers as high as 

30 to 50,000. A migratory movement of this magnitude trans

fers population of varying educational levels, age groups, 

and economic needs. A part of these fellow cltizens be

com€'--cl ients of States' social programs. 

Our gross national product is over 11.5 billion in 

current dollars. Real GNP for fiscal year 1982 is estimated 

to decline by 5 percent; it is expected that 1983 will be 

another year of negative growth. 

Moreover, the level of real gross fixed domestic invest

ment in Puerto Rico declined throughout the 1970's, so that 

the prospects for expanding GNP in the near future are poor. 

Our per capita income is only one third of the nationa l 

average, and one h a lf that of th e lowest state. 

Our economy has been plagued by a long term inability 

to create the number of jobs that ou r population requires 
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as the agricultural sector collapses leaving unemployed 

groups of workers which may not be transferable to the 

newly created manufacturing jobs . 

Unemployment is presently 23 . 5 percent, 241,000 

unemployed but it has been =forecasted that it may go 

further down to over 25 percent. If we add those ·who 

have stopped looking for jobs, the unemployment situation 

becomes gloomier as the rate may be c~ose to 30 percent. 

Unemployment prevails among all the age groups of 

people. In Oct. 1981, 61 percent of our very young male 

workers and 51 percent of young women workers were unem

ployed . 

Unemployment is not limited to a particular sector 

or an industry. It permeates throughout the economy. 

Our total number of employed persons _has fallen by 

5 percent during the last twelve months versus a static 

level of employment on the nation as a whole. 

The employment-population · r~tio has decl ined sharply. 

Sinc e 1970, ther e has been a drop of 8 percentage point s . 

In Oct. 1981 it was 33 .8. 

Our hot el and tourism industry ha s been going th r ough 

crisis. The numb er of non-residents regis.tered in the 

hot els have gone down as we ll as their expenditures. 
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The construction industry has gone to bottom levels. 

Agriculture, in spite of the heavy subsidies from 

the government, has been unable to recuperate. The sugar 

cane industry is draining goyernment resources as its ope

rational annual deficit grows. 

Investment has declined sharply -from around 30 per

cent of GNP wnich it used to be a few years ago, it has 

come down to 13.7 percent in 1981. 

Manufacturing: the bright spot 

The manufacturing sector of the economy of Puerto Rico 

has been the most dynamic and most important sector during 

the past thirty years. This sector now contributes 46 per

cent of our net income. It continues to provide one job 

of every five jobs in Puerto Rico. These jobs pay better 

salaries and wages as compared to the rest of the economy. 

This sector is also responsible for a predominant 

part of our exports. It is the major force in our future 

economic deve lopment . This sector has been a direct bene

ticiary of 936 funds as this resource has become an ''in . 

pl ace '' s6urce of savings in our banking and othe r fin ancia l 

institutions which are channel ed to much needed investment 

activities in Puerto Rico. They are a source o f inv estment 

for housing, commercial and industrial construct i on: they 
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have helped plant expansions; they are a source of low 

cost deposits to our banks and a source of revenue to the 

Puerto Rican treasury. 

936 funds have had and have an overall impact on the 

Puerto Rican economy~ 

Senate 's Proposal Endangers prospective development 

The prop6sed action by the Senate Finance Committee 

goes directly against our development stronghold - the 

manufacturing sector. It would inhibit the continued expan-

sion of our manufacturing empl oyment, and could very 

pos sibly lead to an actual reduction in manufacturing 

employment over the next several years by placing into 

jeropardy jobs which we have today. 

This result is obviously unintentional. The Congress 

of the U. S. would not intentionally pass - legislation 

that would destroy Puerto Rico's ability to expand and 

even maintain its current level of manufacturing employment. 

There is a basic mi sconception prevalent in Washington 

that this provision simply requires one segment of the 

manufacturing sector to pay more taxes and ha s no other 

effect or implicati on for Puerto Rico. That is absolutely 

fal se . 

I 

J 
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The Senate's provisions strike a mortal blow a t 

Puerto Rico's entire economic development program and the 

aspirations and hopes of the Puerto Rican working man . 

The proposed legislation affects advers e ly all U. S. 

manufacturing firms presently in Puerto Rico, reduces the 

incentive for any further industrial expansions, and 

indirectly affects all of Puerto Rico's economy . 

The Senate has simply over reacted to a problem and 

gone too far. The cure is worse than the dis ease. 

Puerto Rico's economy will be pushed ~ven further 

into a greater depend ence upon Federal social welfare 

programs, and f a rther from ou r goal of a self sustaining 

full employment economy. And this may occur wh e n the 

President is committed to r es tore th e economic health of 

the Nation and extend the benefit s of economic development 

to th e Caribbe a n Basin. 

Eve n th e h ope for a b e tt er future, now h e ld by our 

Pue r to Rica n citi zens, will be ext ingu ished . 

Th e Adverse Imp ac t of the Senate Proposals 

Although there are c onsiderable s ho rtcomings in any 

effort to quant ify th e impact o f this legi sla tion, the 

Governor's Off ic e , our Secretary of th e Treasury and th e . 

Bankers Associati on , among others , have attempted to offer 
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such specific d a t a . I shall re1li on those pre s ent e d in 

the "Puerto Rico Treasury Department position paper on the 

effects of Legislative Amendme nts to Section 936" as well 

as in the bankers evaluation. 

1. The Senate proposals would provoke an increase 

in Federal expenditures of around $375 million during 1984 

due to legaliy mandated transfer payments to Island resi

dents (unemployment benefits and social secutiry payments) 

and increased welfare payments on th e mainland according to 

our Secretary of the Treasury. ''This latt e r category would 

be due to decreased imports of ma inland goods to Puerto Rico 

which would caus e d e creased p r oduction on th e ma inland, · 

leading in turn to mo r e unempl oyment and th e loss of 

Federa l tax revenu e s". This c a lcul a tion i s b a s e d on a hypo 

thetical 10 perc ent drop in Pu e rto Rico indus trial produc t ion 

resulting from th e propo sed ame ndments. 

2. According to our Se cre t a ry of th e Treasury 

Pue rto Rico will loo s e loca l r ev e nue amount i ng to $187.9 

million, as shown b e llow: 

a. Toll ga t e t ax 

b. Corp orate t ax 

c. Bank ing f r anch ise tax 

d. Pers onal income t a x 

$ 66.2 mi llion 

43 .7 

3 0. 0 

48.0 

Thi s los s r ep r esent s a 9 p e r c ent r e duction of th e 

Governmen t o f Pu e r t o Rico's t ot a l op e rat i n g bu dge t for 1 983 , 

a most s e r i ous b low to a n alrea dy s t ringent budge t. 
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3 . . It will cause a massive withdrawal of 936 deposits 

ranging between 4 and 5 billion dollars now in deposit with 

Puerto Rican banks or placed with Puerto Rican ~ brokers or 
~-

investment bankers , with its · attendant results in the avai-

lability of funds for continued investment. According to · 

the Bankers Association, as the total funds deposited with 

Puerto Rican banks amount ta $6.0 billion, and because a 

sighificant part of those amounts have a maturity o f over 

a year , the market for section 936 funds would disappear. 

4 . Banking institutions will have to substitute the 

present low cost service of 936 funds by regular funds 

accquired in the Eurodollar or U. S. financial markets. 

This will result in higher interest cost to the financial 

institutions which must be passed on to the local borrowe r s. 

As the new regul ations of the Puerto Rican Treasury Depart -

ment have gone into effect, section 936 zunds have reduced 

the cost of borrowing to our commercial and industrial 

borrowers , the Governmen t of Pu er to Rico, the Government 

Development Bank ind the Savingi and Lo an Associations. 

Bankers estimate combined interest savings at the tune of 

$200 to $250 million per year . Thi s is a most valuable 

cont ribution to our local economy when interest rates have 

b een s~yrocketing . 

5. Our local bank e rs claim with reasonable data that 

a loss of 4 to 5 billion dollars in bank deposits will 
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substantially reduce the liquidity and profitability o f 

the Puerto Rican banking system. I am ce r ta in that it 

will hurt deeply our already weakened Savings and Loan 

Assoc iations. 

6. The withdrawal of $4 to $5 billion from the 

banking system will have a direct negative effect on 

the cost of our public debt. 

Present local regulations ~equire that each 

eligible depository institution must own and hold not 

less than 30 percent of its total eligible deposits inves-
. -

ted in obligations of the Commonwealth of Puerto Rico. At 

t 
least one third of that investment requirement must be 

I held in obligations of the Gov~rnment Development Bank. 

Thus around $1.2 to $1.5 billion out of the $4 to $5 

billion will be reduced from such government obligations : 

government bonds and notes as well as gov~rnment and muni-

cipal financings for different projects and situations , 

with such massive withdrawal. 

Those reductions would, in turn, h ave to be 

fin a nc ed either by increased borrowing from other sources, 

or, through a reduction of liquid assets in the case o f 

the Government Development Bank . As the Government Devc-

lopmcnt Bank obtains these 936 funds at around 9 percent 

p er annum, it will have to pay higher interest rates for 
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substitute funds while loosing income. The combined effect 

could be of a magnitude estimated by the Bankers Association 

beween $70 to $90 million annually. Such loss could affect 

the present rating of the government obligations, which 

again may produce an increase in interest expense. 

Treasury Regulations should assure development 

Our DepaTtment of the Treasury has been working closely 

with the Federal Department of the Treasury _ in revising th e 

applicable regulations in order to eliminate any tax loophole 

and thus, to assure that 936 funds be aggresively and consis

tently geared to foster the desired economic and social 

development of our Commonwe a lth. Such action is of mutual 

benef1 t to us in Puerto Rico and to the Federal taxpayer. 

An effective -channeling of 936 funds may assure a local ly 

susta ined economic growth which should reduce dependency on 

the Federal resourc e s to solve our fundam ental developmenta l 

shortcomings . 

We firmly believe that the Senate proposal acts contra ry 

to the mutually agreed development a l policy which has b een 

tied to 936 ~unds. 

In light of this situation, we re commend that th e 

Senat e 's provi s ion s on th e Pos sess ion System Corpor a tions 

be revised; they are simply too h arsh. 

The p rice for error is too h igh. The pain of fru strated 

dr eams , long t erm un emp loyment and economi c deprivation c a n 
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be greatly reduced by taking time to understand the impli-

cations of the Senate's proposal and to then recognize the 

need to adopt an alternative measure. 

It is my convinced judgment that no agreement or action 

should be adopted that may affect Puerto Rico's ability to 

promote its economic development . and general well being 

of its people- through increassed working opportunit_ies and 

decreased dependence on welfare assistance programs. 
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