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January 3, 1993

Trade Pact Threatens Puerto Rico's Economic Rise

By LARRY ROHTER,

SAN JUAN, P.R.— Since becoming a self-governing commonwealth 40 years ago, Puerto Rico

has built the most prosperous economy in the Caribbean, creating thousands of manufacturing

jobs by offering companies a lower-paid work force and tax incentives not available on the

American mainland.

But with the signing in December of the North American Free Trade Agreement, that economic

strategy and the gains it has brought the island's 3.6 million people face daunting new challenges.

If approved by Congress, the trade agreement will integrate the United States, Mexico and Canada

into a single market and, officials here fear, encourage American companies here to take

advantage of even lower wages in Mexico.

"What happens with Nafta and the other treaties that will surely follow is that the advantage

Puerto Rico enjoys as a territory of the United States is no longer an exclusive advantage," said

Pedro J. Rossello, the 48-year-old doctor who is Puerto Rico's new Governor. "Some of our

advantages, such as lower wages, will simply disappear, and others will face constant threats."

Relying on Tax Benefits

As an immediate consequence of the impending trade pact, Puerto Rico will become more reliant

than ever on the benefits of Section 936 of the Internal Revenue Code, which exempts American

corporations from paying taxes on the profits they earn here. The more than 600 such companies

account for tens of thousands of jobs and generate an estimated $11 billion a year in earnings,

which are allowed to be shifted to the mainland after paying a modest "tollgate tax."

But even that tax advantage is threatened. The incoming Clinton Administration has promised to

reduce the Federal budget deficit and is also under pressure to halt the flight of jobs from the

American mainland. Both Congress and the Treasury Department have shown interest in

proposals to abolish or reduce Section 936 exemptions, a move that could raise as much as $2.6

billion a year in tax revenues.

Losing the tax benefits at the same time that the trade agreement is being carried out would be a

"double whammy" that could lead to a "total collapse" of the economy, Rafael Hernandez Colon,

Puerto Rico's previous Governor, said in an interview at the Governor's Mansion in December. "If
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there is no 936, there is nothing more to talk about," he said.

The tax benefits would also have to be eliminated, though, if Puerto Rico became a state, as

advocated by Dr. Rossello's New Progressive Party, which resoundingly won November's elections.

Dr. Rossello has promised to hold a plebiscite on Puerto Rico's political status sometime in 1993, a

pledge that has compounded the uncertainty prevailing among policy makers and business

executives here.

"What is at stake right now is the economic future of Puerto Rico," said Hector Jimenez Juarbe,

executive director of the Puerto Rico Manufacturers' Association. "This is a defining moment for

us in many respects, from the status of our relationship with the United States to what kind of

social, education and investment policies we want to promote." Worry Is Mexico

For most decision makers in government and business here, the principal concern is how to

compete with Mexico if, as expected, the trade agreement goes into effect. Not only is Mexico

closer to California, Texas and other major American markets than Puerto Rico, which is 1,000

miles from the mainland and must ship its products by sea or air, but it has a much larger labor

pool that is willing to work for considerably less than Puerto Rico's.

For a generation, Puerto Rico's relatively low wages have attracted employers. About 40 percent

of the island's economic production now comes from industries like clothing, rum, food

processing, or chemicals, and hundreds of thousands of families have been provided secure, well-

paying jobs that enable them to own homes and cars and do their shopping amid an abundance of

malls.

But "Puerto Rico can no longer compete on the basis of cheap wages," Dr. Rossello acknowledged

in an interview at party headquarters in December. "Even though salaries here are half those on

the American mainland, on average they are four times Mexican wages. In any industry that

depends on cheap labor, we are going to be at a disadvantage."

Augusto Amato, an economic consultant and former head of the economic planning department

at Banco Popular, the leading bank here, estimates that the average hourly wage in Puerto Rico is

at about $6.50, with "peaks of up to $13 an hour in some industries." By his calculations, Mexican

workers doing the same type of jobs earn an average of only $1.40 an hour. Opposition to Pact

Among the industries regarded as the most vulnerable are several that have been pillars of Puerto

Rico's economic growth for decades. Government and private analysts predict the rum industry

will continue to flourish, and may even benefit from access to the Mexican market, but worry that

some jobs will be lost in textiles and apparel, tuna, leather and agriculture.

In December, the National Puerto Rican Coalition, which represents some 100 Puerto Rican

community and advocacy groups here and on the mainland, became the first major Hispanic

organization to publicly oppose the trade agreement. The president of the coalition, Lou Nunez,

said that the agreement would "make a bad economic situation even worse, because Puerto
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Ricans rely on the very jobs that would be eliminated" both here and in urban areas in Northeast

states.

"We're going to have to take a few hits, there's no question about it," said Mr. Hernandez Colon.

Unemployment here ran well over 20 percent in the mid 1980's, but dropped to 16 percent by

December. About 17.5 percent of the work force is employed in manufacturing, as against 28

percent in government and about 25 percent in services, which includes tourism. Less Regulation

Overseas

Beyond the issue of wages, there are also concerns that some of the hundreds of companies

operating here may find the Mexico's less-regulated economic environment an irresistible lure to

relocate. "Don't forget about the F.D.A., E.P.A., OSHA and their rules," Mr. Jimenez said, referring

to several Federal regulatory agencies. "All those things are in place here, but not in Mexico."

But many political and business leaders believe that in the long run the trade agreement will prove

to be a boon to the economy of Puerto Rico, generating new jobs and raising living standards

beyond the current per capita income of $6,000 a year. Their optimism is based on faith in a well-

trained, stable and largely bilingual work force that could help Puerto Rico emerge as a regional

base for American and foreign companies, particularly those making high-tech products, that

want to export to Latin American countries.

"We have the American flag here, which is very important," said Manuel Casiano, publisher of

"Caribbean Business" magazine and a former head of the Economic Development Administration,

a Government agency. "It means we have the U.S. dollar, customs and immigration, and if you

run into a problem, there are U.S. Federal courts here. That's a lot of stability."

In the past, economic policymakers might also have been able to reduce some of the impact of the

trade agreement by emphasizing the benefits that the Section 936 tax benefits offered to potential

investors. Given the political climate in Washington and Dr. Rossello's drive for statehood,

however, "there is no way to predict what is going to happen with 936," said Arthur Mann, a

professor of economics at the University of Puerto Rico. "It's a factor of instability as far as

business is concerned, and business doesn't like instability of any sort."

Additional concerns have arisen from judicial challenges to the tax benefits, most notably a case in

which the Oil, Chemical and Atomic Workers Union sued American Home Products, makers of

Dristan, Advil, Anacin and other over-the-counter remedies, and Puerto Rican officials. The suit

asserted that to gain tax benefits, the company and the officials conspired to claim falsely that the

relocation of a factory from Indiana to Puerto Rico would not eliminate jobs on the mainland.

Two years after the Puerto Rico plant opened in Oct. 1988, the Indiana factory was closed, and

775 people, mostly union members, were laid off. This fall, the suit was settled out of court after

American Home Products agreed to pay $24 million to workers. But the union continues to

participate in A.F.L.-C.I.O. efforts to amend Section 936, arguing that tax incentives in Puerto
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Rico harm mainland jobs. Issue of Parking Profits

The case has had considerable impact here, not only on economic grounds but also as an

unpleasant reminder of the island's second-class political status. Many Puerto Ricans who

followed the case were wounded by remarks that appeared to classify the relocation not as a

transfer from one American jurisdiction to another, but as another example of a third world

country trying to steal American jobs.

"This is part of the United States, and we are American citizens too," Mr. Jimenez said. "If these

plants don't come here, they are not going to remain on the mainland. They are going to take

those jobs to other countries."

At the Federal level, in both Congress and the Treasury Department, there is also some irritation

that companies may be parking profits in Puerto Rico to avoid taxes on the mainland. Speaking on

condition he not be identified, an economist who regularly deals with government officials and

businesses, acknowledged the problem, saying that "home offices do sell goods to their subsidiaries

in Puerto Rico for low, low prices and then buy back the finished product at a high price, which

allows them to show little or no profit on the mainland, and a large, nontaxable profit here."

Dr. Rossello has promised that, though he favors statehood, he will fight to maintain the tax

benefits as long as Puerto Rico remains a commonwealth. But he made it clear that he is also

thinking of long-range alternatives that will allow the island to wean itself from its dependence on

the tax benefits.

"We have to rethink our economic model," he said. "Puerto Rico has obviously built an economy

based on tax incentives, but we have to get away from the one dimensional posture of '936 or

nothing,' because that is going to result in our getting nothing.

"You have to ask, what is the purpose of 936? Is it to create big profits, or is it to stimulate job

creation?"

Dr. Rossello's Administration is expected to press for some sort of Federal mechanism that could

substitute for the tax benefits if they are eliminated or reduced. "I don't think it is fair for Congress

to suddenly eliminate all or part of 936 and not give us anything in return," said Marcos

Rodriguez-Ema, the new head of the Government Development Bank.

Photos: A clothing factory in Puerto Rico may soon lose some of the advantages of the island's

being an American commonwealth. (Jose Rodriquez for The New York Times) (pg. 1); "What

happens with Nafta and the other treaties that will surely follow is that the advantage Puerto Rico

enjoys as a territory of the United States is no longer an exclusive advantage," said Pedro J.

Rossello. He was inaugurated yesterday as Governor of Puerto Rico. (Associated Press) (pg. 21)

Graphs: "Puerto Rico at a Crossroads" shows the gross national product and personal disposable

income in the U.S. and Puerto Rico from '81 to '91 (Sources: Datastream; Economic Analysis

Bureau; Puerto Rico Planning Board) (pg. 21)
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