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Robert L. Semmons

ECONCMIC DEVELOPMENT IN PUERTO RICO

In many respects, Puerto Rico comstitutes an excellent case study in
eoonomic development, In 19L40,1% was still, as it had been for centuries, a
typlcal tropical monoculture, heavily dependent on suger, with widespread poverty
and low levels of living, and apparently no solution to its basic economisc
problems in sight. Fifteen years later, per capita output is about double what
it was in 19&0, manufacturing is equal to agriculture in terms of its contribu~
tion to net Insular income, over Lj00 new factories have been established employ=
ing about 30,000 people, and the construction industry is boomings in short,
the economy is well along in the transition to a modern, and at least moderately,
industrialized scclety.

During the past decade Puerto Rico, like many other "underdeveloped"
areas of the world--inecluding our own South--hes been making & conscious, largely
govermmentally directed, effort to raise its production and level of living,
Mach has been accomplished. Gross product rose from $606 million in fisenl year
19&7 to $1,111 million in 19553 adjusted for a rise of 11.6 per cent in the
average price of this output, real production grew 58 per cent, or L7 per cent
per eapitaﬂﬁ/ ‘These are equivalent to amnual growth rates, compounded, of 5.9
per cent and Li.9 respectively.

This growth ocourred in spite of stagnation in what had been the
Islend's principal source of income-~agriculture. Messured in terms of pur-~
chasing power (net income originating in agriculture divided by the impliocit
deflator of the entire gross product), agricultural income finished the period
where it began, $162 million dollars of 1954 purchesing power, although it had
risen to a peek of $219 in 1952, The increases in Insular real income, therefore,
oame from other seotors of the economy, notably from manufacturing, government,
constructlion, and some of the services,

1/ In defletinggross product (expenditure), exports of goods and services were
defleted by import prices instead of by export prices, thus effecting the
"terrs of trade" adjustment populerized by the Economic Commission for latin
America, In other words the "real" velue of exports was determined by what
they could buy, not by their own value in terms of constant export prices,
The effect of this treatment adds somewhat less than 1 per cent per year to
the rate of growth as compared with what it would have been if the terms of
trade had not changed between 1947 and 1955,
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549 per cent annual growth of real output in Puerto Rioco during

7=55 wes exceeded by only one or two of the Latin American republics
ame period-~and the difference was so slight es to be within the

. error of the data. It was well above the growth rate for the continental
+1 per cent per annum, for the years 1947-1955,

. . A8 %o the absolute level of living, there cen be little doubt that
Puerto Rico 1s exceeded, again, only by ome or two of the independent countries
ﬁéﬂfkhe'araai Per capita gross product, expressed in terms of dollars of 1950

pure

hesing power, was $418 in Puerto Rico in 1954, higher than eny Latin American

country exoept Venezuela and Argentina (see table 1).

Table 1

Per Capita Gross Product in Selected Areas, 1954

Note:

(Ue S. dollars at 1950 prices)

Venszuela 678
Argentins 560
PUERTO RICO L18
Cuba 360
Chile 295
Colombie 22
Brazil 222
Mexioco 215
El Salvedor 189
Guatemala 168
Peru 11

All figures except those for Puerto Rieco
were given in a communication from ECIA,
divided by mid-195L population as given

in Statistical Yearbook of the United
NatIons, The conoept 1s gross domestic
product, and the year is calendar 195,
Puerto Rico data are on "national product"
besis, for fiscel year ended Jure 30, 195,
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In terms of energy consumption per inhabitent, Puerto Rico was sur-
passed in 1954 by Argentina, Chile, Uruguey, and Venezuela, acoording to U.N«
statistioss The ratic of passeénger oars to population is higher in Puerto
Rico then in eny Latin American republics the ratio inm Puerto Rico in 195 was
1 car for each 3l inhabitants, The nearest to this wes Venezuela, with 1 for
each Llj; the lowest, Hondures with 1 car for each BOO people (in 1952).

The Puerto Rican experience poses two mejor questions to students of
econcmic development policy. First, what are the principal factors which
&ccount for Puerto Rico's ecomomic growth? Second, to what extent are these
fectors dependent on Puerto Rico's unique political and econcmic relationships
with the United States and, therefore, not transferable to independent oountries,
specifically the Latin American republics?

The Nature of Economie Growth of Puerto Rico

Recognizing the interdependence of all economic events, it is still
convenient, for purposes of analysis, to divide an economy into "eutonomous" end
"derived" seotors. Lutoncmous sectors are those whose growth is not mainly
dependent on rising incomes and purchesing power in general, but to which one
would look as directly generating economio growth. In Puerto Rico, those branches
of the eoonomy selling mainly to the outside world or whose output is in more or
less direct oompetition with imports (chiefly agriculture and menufacturing, but
including employees and suppliers of the Federal govermment), the comstruction
industry (because so much of its activity is financed by imported capital), and,
to & certain extent, the local government may be considered the autonomous groups.
The rising incomes in other sectors--mainly trade, services, and most of the local
govermment--may, in the mein, be considered the result of rising incomes in the
"autonomous" sectors.

A detailed analysis of the growth of the autonomous sectors in Puerto
Rico will serve to bring out the major factors responsible for this growth=-to
the extent that such factors consist of observable and measurable economic
phenomena. However, it will also be necessary to mention, at least, other de-
velorments--of & more psychologioal or cultural character--whioch have undoubtedly
pleyed an importent role, even if the direct effects of such developments on the
rise in income cannot be traced.
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_ Agriculture~~Agriculture in Puerto Rico, elmost in its entirety, can be
sidered en autonomous industry-—one whose growth does not depend to any large
~extent on the oreation of edditional income-related demand in the Islandfitsgifigi/
I first place, about half of the production is for export: sugar and tobaeco
~predominantly sos coffee, pinmeapples end others to & much lesser, but in many
oases inoreasing, extent. MNoreover, with food imports running at $150 million a
~year (including freight costs), the possibilities for substituting local production
for imports are very great, Dairy and meat products, for instance, are still _
imported in large volume, although local production has been increesing rapidly in

Tooent years. On the other hand, it would require large chenges in the custemary
diet to dispense with the large imports of rice, besns end codfish=~products which
sarmot be economiocally produced in 8ignificant volume locelly-~although changes in
that direction are already occurring,

The failure of egriculture to show even an absolute--not to epeak of a
relative--inorease in the postwar period is due in the mein to Federally imposed
_production quotas on the principal crop, sugar, and on tobacco. Actually there
heve been increases in some products, notebly milk. As shown in table 2, income
generated by orops other than sugar rose by 16 per cent during the period; the
income origineting in the production of sugar oane declined from 793 million (1954
dollars) to $73 million, a drop of 21 per cent. However, this decline was due to
the failure of sugar prices to rise es much as the general price level; the tommage
.o.f ce*” produced was higher in 1955 then in 1947,

~ As evidenced by the large imports of foodstuffs, the demand for many

agricultural products exists, but in spite of the low level of wages in agriculture,
producers of foodstuffs for loeal consumption eennot compete with imported products
in meny lines. Part of this, of course, cen be attributed to the climate, which
prevents growing some temperate zone crops, such as wheat and white potatoes.
However, it is clear that the main fault lies with agriculture itself, or with the
institutional arrangements within which it has to work. With a wide-spread applica~
tion of modern methods of farming, and improvement in such ancillary activities as

distribution and tr7psport, & substantial incresse in agricultural output could no
doubt be achieved.2

if'Note thet the cleim is not made that growth in general income will not lead,
via increased demend, to an increase in agricultural output--merely that the
inoreese in output does not depend on an increase in demand.,

g/ See Koenig, Nathen, A Comprehensive Agricultural Program for Puerto Rico, U.S.
Dept. of Agriculture, 1G53, '
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Table 2

Income of Puerto Rico, by Economic Sector

Fizcal Yéa§
1947 1955  Increase Change
(Millions of 195k dollars) (Fer cent)

"Primary" industries

Agriculture 166 162 = -2
(non~sugar) (73) (89) (16) (22)
Manufacturing and Mining 108 160 52 L8
(non-sugar (69) (133) (6L) (93)
Construction 1 33 1y 13
Federal Govermment 62 113 51 82
Local government 1/ 29 36 6 21
Total "primary" industries 379 504 125 33

"Secondary" industries ‘

Transportation and public utilities L 73 28 62
Trade 110 152 L2 33
Finance, real estate, and services 82 143 61 7L
Local govermment 35 72 37 106
Total "secondary" industries 272 LL0 168 62
. Total domestic net income 651 9L 293 L5

1/ That part of total local government expenditures financed by "external"
income, iees federal excise taxes and grants in aid, received during the
current yeare This may, in a sense, understate the 1947 figure, since
part of that year's expenditures was financed from existing balances

built up out of "external" income of previous yearss Note that the full
amount of the Federal taxes and grants are included here although some
part of the funds obviously was used to purchase goods and services
from other sectors rather than to pay wages and salariess
Note: percentage changes calculated from unrounded datae

Manufacturing-—Puerto Rico's industrialization program—known familiarly,
at least outside the Island, as Operation Bootstrap~—has made the major single
contribution to the rise in income since 1947 Excluding sugar mills and refiherw
ies which declined from $39 million to $27 million (in terms of income created)
over the period, manufacturing contributed $64 million of the $125 million (195
dollars) additional income generated by the "primary" industries, rising by 93
per cente In 1956 (fiscal year), it is certain that the net income originating
in manufacturing exceeded that originating in agriculture. This rapid rate of
industrialization—which has few if any parallels elsewhere~—is of special interest
to those concerned with problems of economic development, and for that reason

. merits thorough studye.
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~ However, only some of the principal features of Puerto Rican industry as it has
developed over the postwar period are briefly mentioned below.

Lo Manufacturing has been almost completely oriented.to the Us S.

market, and not for local productions Excluding food products E fertilizers,
cement, and wood products (mostly furniture for local use), 70 per cent of all
industrial output (in 1954) was for direct export, and part of the remainder
for indirect export (partially finished products, eege shoulder straps for

brassieres)s For the tax exempt industries alone, the corresponding ratio was
85 per cent in 195k

2« By far the largest share of the increase has been in the tax—exempt

industriese In 1954, for instance, "value added" by manufacture of all firms
established from 19L9 onward amounted to $76¢k million.- The tax exempt factories,
most of which were established after 1949, produced $72.8 million. The total
growth in "value added" between 1949 and 195) was $9Le5 million, of which
probably at least 75 per cent was contributed by tax—~exempt plants.

3+ The average size of the individual plant is relatively small,

although the tax-exempt plants, which average 70 employees each, are larger
than the average for all other plants, which is only 27 per establishment.

iy For the most part, labor-intensive industries have prevailed anc

the amount of capital investment per worker has been relatively small. However,
there have been some sighificant exceptions to this——such as the cement plant,
originally constructed by the Govermment—and the recent trend, exemplified by
the oil refineries, has been toward industries involving greater capital investe
ment in relation to labor employeds

Se By far the largest proportion of the new plants has been established

by nonresidents, mostly firms which manufacture similar products elsewheree So
far, only United States capital has been involved, although attempts are currently
being made to interest Europeanse

6« The program has been devised and carried out almost entirely by the

Commonwealth Govermnments The tax exemption, the provision of buildings at low
rentals or on favorable sales contracts, and the intensive publicity and recruit—
ing program of the Economic Development Administration (EDA) have been the main
fastors as far as direct stimulation are concernede There have been no notice—
able efforts by private groups to attract new ventures from outside, as is
frequently done in the United States (esg. by chambers of commerce, utility
companies, etce).

T
2/

Although even here the chief component, sugar, ships over 9/10 of its output
to the mainland; however, it is clearly not a "new" industrye.

The 1954 census of manufactures doss not present detailed information for
tax-exempt plants by date of beginning operationss

NOT FOR PUBLICATION




_7“

L Te Moreover the action of the Govermment in more traditionally governm
- mental fields has also been of inestimable value., This aspect, of course, is felt

in all branches of the economy, not just in industry, and is discussed in detail
in a later sections

) ‘Cngstrucbianun.As indicated in table 2y by far the greatest percentage
ihcrease in lncome produced by any major sector of the econory taken as a whole
occurred in construction, which almost trebled from 1947 to 1955,

Table 3
Construction Activity in Puerto Ricql/

19L7 1955  Increase Change
(Millions of 19EL dollars) (Fer cent)

Total, puvlic and private Lo 130 90 225

Private 16 68 52 325
Residential 5 35 30 600

Other 11 33 22 200

Public 2L 62 38 158

Government enterprises 16 39 23 143

| Housing 3 11 8 266
] Othep 13 28 15 115
Commonwealth Government 6 20 1 22l

Contract L 1 10 250

Force account 2 6 3 150

Municipal govermments 2 3 1 50

1/ The principal reasons for the more rapid rise in total construction
expenditures than in income originating in the contract construction
industry were: (1) the greater relative importance of force account
(i.e-, by their own employees, and not by contract) construction
goverment and govermment enterprises in 1955 than in 1947 (wages
paid to govermment construction workers are included in "goverrmment"
rather than in the construction industry), and (2) the substantial
oll refinery construction included in the 1955 figure, which has a
much lower labor (and possibly profit) content than general cone
struction, due to the expensive character of the equipment involved.
Note: percentage changes calculated from unrounded data.

While it is impossible to measure statistically how much of this corne
struction was financed directly by external capital, there is no doubt that it
was largee All the public housing, most of the other public authority construc—
tion, and a substantial part of private construction was financed by borrowing
abroad or by the
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inflow of direct investment cepital, as, for instance, in the case of the oil
refineries, Moreover, the existence in Puerto Rico of the Federal mortgage insur-

ence system (FHA) probably served to direct mors local funds into housing mortgages
than might otherwise have cocurrsd,

The existence of external sources of sredit has permitted a substantial
expenditure on housing in Puerto Rico over this period, without absorbing a
corresponding amount of domestic savings., Moreover, by encouraging home ownership
end committing the new owners to installment payments on their housing debt, it has
probably diverted to savings (debt amortizatio ) funds which would otherwise have
besn spent, at least in part, on oonsumptionqg? The direct effect on output (other
then the rent, imputed or otherwise, of the houses themselves) of better housing
is debatable; ocapital so invested is undoubtedly less productive, at least in the
short run, than ocepital invested in industry or agriculture, But the lomg rum
effests on worker productivity, especially in succeeding generations, may be great.

At the same time, it must be recognized that these external debts will
impose & burden of repeyment on the insular economy in the future, It was estimated
that, as of Junse 30, 1955, about 8150 million was owed to outside ereditors (in-
oluding the Federal Netional Mortgege Association) on private housing mortgages,
and about $86 million by public housing authorities. However, a substantial part
of the service on the latter obligations will be met out of fuburs Federal sub~
sldies to the municipal and state housing authorities, and therefore does not
repressnt a potential claim on insuler production.

. Federal Government--Income originating in the Federal Government consists
of wages and salaries and supplements thereto paid to Federal employees in the
Islend, including all militery personnel stetioned there. From Puerto Rico's point
of view, changes in this item must be regarded as almost purely fortultous=~some=
thing to be grateful for when upward and to try to offset when downward.2/ The
sharp rise in this "industry" is due primarily to the cold war and the resultant
strengthening of military garrisons on the Island. However, there has been a
continued growth of non-defense-connected Federal activities as well.

The enlargement of the armed forces after the Korean outbreak brought
additional economic advantages to Puerto Rico not reflected in these statistics.
A large mmber of young Puerto Rican males were drafted or enlisted, mainly in the

l/LOf course, the definition of housing as investment end the purchase of other

T consumers durables as consumption may be disputed. However, the buildings,
mostly of reinforced conocrete, will be there long after the automobiles,
refrigerators, eto. purchased in the same period are gone,

2/ Particular note should be taken of the fact thet income originating in the

~ Federal Government does not include the large benefits paid to veterans, whioh
are not considered to be payments for services rendered and hence not part of
net income., Their economic effect on the Islend, however, is similar to that
of wages of Federal employees, in most respectss.
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Army, end for the most part subsequently transferred out of the Island. By defini=~
tion, the wages of Puerto Rican servicemen stationed outside the Island are not ine
cluded in Commonwsalth net income. However, the withdrewal of these men from the
oivilian labor force had an emeliorative effect on the ohronic problem of unemploy=
ment, and the remittences sent home to their relatives (included in unilateral

transfere in the Puerto Rican social accounts) added significantly to the purchasing
power of the insular economy.,

As previcusly explained, the income originating in each sector has been
deflated by the overall implicitc deflator for the whole gross product. If U.S.
government wages end salaries were deflated by import prices, as was done in arrive
ing at gross product in oonstant prices, the increass from 1947 would be about 120
per cent instead of 82 per cent. Import prices remained ralatively stable over
this whols period while the implicit gross product deflator rose from an index of
86 in 1947 to 100 in 1954 and 1955,

Local Goverrment--The classification of local govermment expenditures as
primary or secondary is difficult from a theoretical point of view; in most
esonomic enalysis govermment expenditures (or net expenditures) are regarded as an
autonomous factor--in fact, one of the principal means of exerting premeditated in-
fluences on the economy. However, in Puerto Rico no overall economic stabilization
policles control the total emount of govermment spending; this is effectively
limited by the amount of taxes that can be raised plus the emount that can be
.;prudently borrowed. Since govermment borrowing was nil in 1947, end less then
construction expenditures in 1955, the "primary" effect of expenditures from borrowed
funde hes already been taken care of by elassifying the whole comstruction industry
as primary. ~

However, as indicated by the footnote %o table 2, the Govermment has
certain current revenues which come direectly from the outside, namely, Federal ex=-
cise taxes which revert to the Imsular govermment and Federal grants in aid, The
full amount of these has, arbitrarily, been placed in the primery category, although
obviously not all of such funds go directly to create income, that is they ars not
used to pay wages to govermment employees. However, these transfers make possible
the creation of at least an equivalent amount of income over what would otherwise
have occurred, and this olassification recognizes that faot,

To summarize the preceding seotione: +the total income generated in the
primery industries, expressed in terms of the command of such income over the whole
product of the economy, rose by $125 million (1954 dollers) in the 8-year period,
én average annuel increase of about 3 3/, per cent. Half of the total inorease
ooourred in (nonesugar) menufacturing, and most of the remainder, on balance,
represented increased disbursements by the Federal government. The contract con-
struction industry, although much less importent in the overall picture, showed the
greatest rolative increase--143 per cent.
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w The remaining sectors of the economy have been considered for purposes
of‘tpzs'papar as comprising "secondary" or "derived" industries~—~those whose ex—
pansion for the most part derives from and is dependent on the advances made by
the more autonomous sectors previously considered.

JIransportation and public utilities—=The net income arising in this group
rose by 62 per cent between the years 1947 and 1955, equal to the average for the
secondary group as a whole. However, this represents a combination of a relatively
rapid rise in the public service utilities operated by the Government (electricity
and water) and trucking, combined with stability or a much slower rate of increase
in other transportation enterprises, mainly passenger transportation by bus and
publico (public car). The latter phenomenon presumably results from the spectacular
inerease in the ownership of private passenger cars coupled with the fact that
there has beeh ho increase in passenger fares——except in taxis——over this period.

Trade—The rise in net income in trade, as might have been expected, was
somewhat less than in the economy as a whole—38 per cents This would seem to in-
dicate that there has been some relativeé increase in efficiency in the distribution
industry over this period and that distribution costs——as represented by wages and
profits——still absorb almost as large: & share of the Island!s income as in the
immediate post~war periods Personal observation indicates that this situation is
changing, particularly as the result of the Government!s program for technical
assistance in the field of food distribution; however, .this program only got under
jay about two years ago and there has scarcely been time for the results to show
n the statisticse

Services—Net income in the "other services" group rose by 7L per cent
or a total of $61 million in 195 prices. About half of this increase was in the
item "net rental income of individuals" and reflects the phenomenal amount of
residential construction that has taken place in Pyerto Rico in recant yearse
Within this group larger than average percentage increases also occurred in insur—
ance, "other real estate," hotels and business services—the latter including such
things as radios, television and advertisings While the increase in income ih most
of these services reflects the rising demand of the Puerto Rican population, the
increase in income in hotels was for the most part the result of the rise in tourist
expenditures in Puerto Rico, made possible by the construction of new hotel
facilitiesel/

;/ It would have been quite proper, for this reason, to classify hotels as a
primary industry, at least with respect to the proportion of their income
arising from non-resident guestss However, it would also have been possible
likewise to subdivide many other industries; for the sake of simplicity it
seems preferable to maintain intact the broader groupings.
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Local Govermment--In terms of dollars of 195L; purchasing power total wages
8nd selaries paid by local govermment entities in Puerto Rico rose to 3108 million
in 1955 from $6L million in 1947, en increase of about 70 per cent. The amount of
this income which we heve, somewhet arbitrarily, considered as having been paid from
looal tax revenues rose from $3%5 million to $72 million, an increase of 106 per cent,
Since the Government of Puerto Rico has not in eny significant sense engaged in
compensatory financing, since it must rely on the U.S. capital market to finance any
budgetary deficit that it might incur, and since total debt is limited by law to &
fixed per cent of totel assessed value of property, the capacity to borrow is
effectively limited and government expenditures cannot be substantially higher
than total tax collections.l/ Moreover, the latter tend to respond to changes in
the level of Insular net income. For this reeson the local government has been
olagsified a&s a "secondary" industry.

In o sense, however, the percentage rise in these expenditures, more than
twice the average in Insular net income as a whole, is purely statisticals The
ratio of the Insular Govermment's income from external sources to its total income
was much higher in 1947 then in 1955. If the external income had been applied
proportionately to weges end other purcheses in both years, the smount of income
considered to have been "primary" in 1947 would heve been smaller and the amount of
incoms considered to have been "secondary" would have been larger, thus resulting
in a smaller percentage increase in "secondary" income and a larger percentage in-
orsese in "primary" income than those shown in table 2,

. However, it is clear that the relative role of the Govermment in the
Puerto Rican economy has been rising, mainly as a result of a rise in the ratio of
govermment receipts to totel income. This rise has provided inecreased funds for,
emong others, expenditures on public education and public health and perhaps &
relative increase in govermment salary rates as compared to the general price rise
over the periods Evidence of the former can be found, for instance, in the fact
that the number of pupils emrolled in the public elementary and secondary schools
rose from 336,000 in 1947 to 585,000 in 1955.

Underlying Causes of Eoonomie Growth in Puerto Rico

In the preceding pages, the principal avenues of expansion in the esconomy
of Puerto Rico in the eight years ending June 30, 1955, have been described. An ate
tempt will now ©be made to analyze this growth in terms of the conditions to which
the expension can be most fairly attributed. As usual, it is impossible to measure
quentitatively the effects of any particuler factor since there is no way of know-
ing what would have happened under different oircumstances. However, the general
pattern is clear and in many cases it may be confidently stated thet, in the

1/ It 1s true that there has been & smell increase in public debt over this nine
yeer period, and there could have been more. Moreover, the very large oapital ex-
. penditures for public utilities and public housing construction have been financed
almost in their entirety by outslde borrowing. As already noted, however, the
income from this construction (except for force account comstruction, mainly by the

eleotricity authority) has been included in the primary group.
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=ahsegbe of this or that condition, the results would have been gquite different,
end the nature of the difference would be quite apparent.

v Since the purpose of this paper is to draw special attention to those
factors in the Puerto Rican situation which may be of value in determining economio
development polioy in other underdeveloped aress of the world, most which are
netional states, the causel factors will be divided into two groups. First, there
are those which result directly from the special political relations with the U.S.

The second group of conditions will be those which can primarily be
ettributed to the actions of the people of Puerto Rico and their government. Of
oourse, these actions in themselves are influenced by the United Stetes relation;
however, for the most part similar policies could be adopted in independent nations
without significent changes in present overall intermational political relation-
Shipg .

External factors

Free trade with the Mainlend--The development of Puerto Rican industry
in the last ten years has been greatly facilitated because Puerto Rico is within
the ocustoms aree of the U.S. and, subject to quotas on sugar and tobacco, its
graducts have completely free access to the Americen market without the payment of

uty.

. It has already been indioated thaet a substential part of the total menu-
facturing output of Puerto Ricen industry in 195l was for shipment to the U,S.
Looked at another way, exports of the new menufecturing industries rose from a
negligible per cent of total exports in 1947 to over 30 per cent in 1955,

This access to the U.,S. market has not only made possible the establishe
ment of over LOO new manufacturing plants but has undoubtedly done much to ensure
that these plants are economically viables Since they are not producing solely
for a loocal market behind a protective tariff but in open competition with all
similar plants in the U.S. mainland, it is obvious that their economic foundation
is more seoure than many of the highly protected industries now being established
around the world.

Federal expenditures--It has already been noted that 12 per cent of
Commonwealth net income in 1955 represented wages and salaries of Federal Govern-
ment employees, including military personnel. The Federal Govermment in Puerto
Rlco is en export industry; the wages which it pays oreate external purchasing
power which cen be used to import goods end services, at prices much lower then they
oould be produced in Pusrto Rico. Moreover, these expenditures have a favorable
terms~of-trade effect stemming from the fact that almost without exception persons
working for the Federal Goverrmment--sither in the military or civilian service=-
receive higher wages than those grented for corresponding work by the local govern-
nent or private industry in Puerto Rico.

Another economic advantage of this system is that meny of Puerto Rico's
.esaentia}. govermment services--defense, weather forecasting, eto.--are paid for by
the outside world, thus freesing local resocurces for other productive uses.
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B ~ Lapital markets~-A very important aspect of the politieal relationship
between Puerto Rico and the U.S. is the fact thet Puerto Rico comes into the main-
land capital merkets as & demestic rather than & foreign borrower and thet it re-
ceives the benefits of certain Federal lending programs, notably for agricultural
and housing purposes. Private capital lenders in the U.S. know that their loans
to Puerto Ricen entitiss, public and private, are protected by the guarantees of
the U.8. constitution and courts.

More important than direct Government losns has been the inflow of mein-
lend ocapital for publie and private housing construction in Puerto Rico under the
8usplces end effective guarentee of the Federal Govermment. The quantitative
importance of this borrowing hes already been indicated. This is & field in which
independent countries can soarcely hope to turn to outside capital for assistance.
Puerto Rico has thus been sble to take csre of one of its outstending necessities--
housing--without having to ocall on relatively scarce local savings.

The importance of external capital in financing investment in Puerto Rico

is illustrated in table L. As will be seen, L7 per cent of gross investment and
67 per cent of net investment was financed by external capital in 1955,

Table L

Sources and Uses of Capital Funds in Puerto Rico, 1955
(Thousands of dollars)

Sources of funds

Undistributed ocorporate profits 26,05
Personal saving «28,790
Government saving 38,068
Depreciation 6Ly, 067
Subtotal, domestic savings 99,399
Net inflow of external capital 103,575
Statisticael disorepancy 15,877
Total funds 218,851
Uses of funds
Domestic investment, private 123,019
Domestic investment, public 72,547
Change in inventories L,892
Puertec Rican investment abroad 18,393
Total uses of funds 218,851
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Federal taxes--The special financial errangements between Puerto Rico and
the U.S. also contribute to the real ineccme of the Island compared to what it
would be if Puerto Rico were either a state or an independent country. The Federal
exclse tax on Puerto Rican rum shipped to the meinland reverts to the Insular
Iressury; that paid by rum produced either in Jamaice or Louisiena goes to the
Federal Treasury. In recent years, this tax has added about $15 million a year to
local govermment revenues, ebout 10 per cent of the total budget, and presumably
en equivalent emount to the real net income of the economy.

As compared with federated states of the Union, though not with inde-
pendent countries, the faot that Puerto Rico does not have to pay Federal exoise
taxes on goods imported or produced looally mekes it possible to conserve within
the economy a great deal of the final velue of such products. This is especially
true of tobascco and liquor. Local excise taxes on these two products amounted to
§36 million in 195L. Obviously, if Federal excise taxes hed been applied to these
products, the amount drained out of the economy would have been substantial end the
Insular Govermment would have been deprived of most, if not all, of these revenues,
The same thing is true, although to e lesser extent, of other products such eas
Jewelry, automobiles, and electrical applicances, which would be subject to Federal
excise texes if Puerto Rico were a state.

However, the most important single example in this category is the income
tax, which provided #36 million of revenue to the Commonwealth Government in 1955, :
If Federal income taxes were imposed in Puerto Rico the amount of resources thus
drained from the Islend would be somewhat greater than the figure just cited, since
Puerto Rican income tax rates ere lower than those of the Federal system. Moreover,
1t would probably have been impossible to levy eny local income tex if the Island
had been subject to Federal taxes.

Federal grants--The Puerto Rican Govermment also receives in the neighbor=
hood of $20 million & yeer of outright grants from the Federal Government, for '
road building, school lunches, education and welfare programs, and the like,

These are the same grants as those available to all the states but are paid to
Puerto Rico in spite of the fact thet Federal taxes do not gemerally apply in the
Islends Similerly, suger producers get an outright subsidy emounting to about

$18 million & year; this of course is in addition to the benefits of duty-free
entry of Puerto Rican sugar to meinland markets. However, this subsidy, under
treditional definitions, is counted as part of the "net income" of the economy.
Another significant Federal disbursement not counted as part of the Island's
income consists of benefits paid to veterans residing in Puerto Rico. These
reached & peak of $52 million in 1945, and again in 1948, and averaged 439 million
over the period as a whole. :

In concluding this section it mey be emphasized that, except with respect
to Federal excise taxes on Puerto Rican products shipped to the meinland, the tex
position of Puerto Rico vis-a-vis the U.S. is essentially similer to that of an
independent country., ™hat is different of course is that in spite of its freedom

NOT FOR PUBLICATION




- 15 -

from Federel taxation Puerto Rico receives almost all types of Federal disburse=-
ments ordinarily made in the federated states of the American Union, Moreover, to
8 significant extent these disbursements consist of unilateral transfers, that is,
peyments for which Puerto Rico does not have to give up any resources as a quid pro
Quoe Even in the case of services purchased by the Federal Govermment--mainly
services of Federal employees--the emount received by Puerto Rico for such services
(wages) is undoubtedly much higher, as already indiceted, than could be obtained by
using the equivalent resources for any other purpose.

Indigenous factors

The external factors which have been discussed included both those which
have direct effects on the Puerto Rican economy by providing markets for Puerto
Rlcan output or capital to finance Puerto Ricen investment, and those which have
indirect effects, such as the taxation system and the presence of American consti-
tutionel guarentees in Puerto Rico. The indigenous, or local, factors which are
now to be discussed are for the most part of the second type, i.e., they represent
institutional situations which are believed to have e favorable effect on economio
development but whose effsct camnot for the most part be statistically measured.
For this reason the order in which the items are discussed should not be ocon=-
sldered as indiocative of their relative importance as stimulative factors in the
Puerto Rican economy.

Public Administration--The existence of a stable, efficient, and honest
public administration must be placed at or near the top of the list. The mordide
("bite", i.e. petty graft) is almost oompletely unknown in Puerto Rico. THS Tax
laws ere based on their American counterpart; they are reasonably uncomplicated
and are administered with a satisfactory degree of efficiency, although it is be-
lieved thet evasion of the income tax is more widespread than on the U,S. mainland,
The present high edministrative officers of the Goverrment are unusually sble.
Meny of them were former college professors or civil servents. Since the beginning
of the present administration, there has been brought to light no outstanding case
of dishonesty in the public service and to the best of the knowledge of this writer
there is widespread confidence in the integrity of public servents,

This is not to deny, of course, that public policy may be directed,
consciously or unconsciously, toward the meintenance in power of the present
mejority party. However, this effort tekes the form of measures which have as their
immediate objective the benefit of the large mass of common people in Puerto Rico
without at the same time doing anything thet would substentially impede economic
development. An outstanding example is minimum wage policy were the announced
intention of the Government is to raise wages as fast as possible consistent with
the growth of industry and employment in the Island.

Public utilities~~The Goverrment has devoted its primary attention to
the development of those besic resources, humen and other, upon which economic ex=
pension must rely. Before the second world war the ownership of sewer and water
facilities was scattered among the 76 municipalities of the Islend, some of which
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were without such facilities. These are now all operated by the Sewer and Aqueduct
Authority, a Commonweslth Govermment agency, es a result of which a plentiful
supply of potable water exists in almost every town in the Island. Similarly, not
only hes the supply of electricity kept pace with consumer and industrial demend
but, partly with the aid of Federal loans, a substantial degree of progress in
rural electrification has been achieved. While it may have been argued that this
result has been achieved primarily because it has been relatively easy to raise
capital for expansion in the meinland market, this ability is due at least in

part to the efficient menegement of the enterprises conoerned and the fact that
Puerto Rico hes never defaulted on eny of its public obligetions. It should be
noted that the obligations of the electric and water authorities are payable only
out of their own revenues end are not guaranteed by the Goverrment of Puerto Rico,
The success of these enterprises therefore owes much to the zeal and ability of the
people who have been in charge of thom,

Human resources--Recognizing that the operation of a modern sconomy re-
quires a well educated snd healthy population, as well as for obvious social and
humenitarien reasons, the Govermment of Puerto Rico has devoted an unusually large
part of its resources to public educetion and public health, In 1956, 18 per cent
nf the total ourrent budget was for these two purposes. The growth in school
population has already been mentioned. While the ratio of doctors to population
is still relatively low, public health and hospitel facilities are available for
practically all of the population that cannot afford privete services, as well eas,

.of course, those who can. In addition the Govermment provides scholarships for
higher education both in and outside of the Island, and its technical and vocational
sohools are so adequate that they attrect students from all over the Caribbean areea .

There is no class or race discriminetion in the operation of these publie
facilitles; as a matter of fact, they are utilized relatively more by the so=ocalled
lower classes thean the others. This is obviously the case with public health
faolllities, which are not designed for persons who can afford private services,
However, the democratization of the public educationel system seems to have re-
sulted in some deterioration of the level of instruction offered. Although this
may be more imagined than reel, it has hed the effect of driving e large mumber of
people of the middle and upper classes into private schools, thus increasing the
public facilities available to working class people,

Private enterprise--After relatively umsuccessful attempts at govermment
operation of industrial plants, the whole attitude has turned towsrd one of frank
receptivity toward and dependence upon private enterprise, with no diserimination
against external capitel. On the contrary the complaint is frequently heard that
the Government tends to Pavor externel over local cepitael., This is not the cases
it is simply thet mainland entrepreneurs have shown more initiative in teking ad-
vantage of the incentives being offered. This will undoubtedly continue until a
tradition of locel industrial entrepreneurship has been esteblished. The begine
nings of this are already evident, notably in the enterprises of the Ferre family,
whioh inolude an iron works, two cement plents, a clay tile factory, a bottle
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faotory and others.

, ’ This does not mean, of course, that the Govermment welcomes any and all
industry under any and all circumstances, To secure s tax exemption certificate
frequently takes many months; in eddition one has to run the gauntlet of loecal
zoning and building regulations, to comply with reasonably liberal (from the
employees! point of view) labor laws, end to be subjeoted to investigation to see
that the terms of the tax exemption are rigorously complied with. However, compared
to the overt or hidden hostility toward foreign capital that exists in many parts

of the world, Puerto Rico is a paredise as far as outside private enterprise is
concerned,

Tax exemptione-The most important menifestetion of this desire to let
private capital, local or external, do the job is the industriel tex exemption pro~
gram. In lts present form this law provides ten years of complete exemption from
Insular income and property taxes on qualifying enterprises, which consist essen-
tielly of menufacturing firms producing items vhich were not in commercial produc=-
tion in Puerto Rico on Jenuary 1, 1947. Under this program by the end of 1954
- there were 382 factories in operation employing 27,000 people (average for the year)
end with a value added by menufacture in that yeer of $72,6 million. The progrem
hags been gathering momentum, and within the last two or three years has begun to
attract lerger and more nationally known enterprises. The establishment of two
oil refineries promises to induce investments in petro-chemical industries; two
important plants have elready been started or committed,

Industrial romotion--However, reliance is not placed solely on the
passive incentive of %ax exemption--the Government conducts e very active promotion
program, seeking out firms to interest them in establishing factcories in Puerto
Ricos This work, which is carried on by the Economic Development Administration,
is accompanied by tengible incentives in the fom of government-constructed factory
buildings for lease or purchase en favorable terms, technical assistance, and
treining of prospective employees at govermment expenses The EDA has established
brench offices on the mainlend and recently entered into arrangements with a firm
in Germeny to represent it in Furope. An extensive advertising progrem emphasiz-
ing the edventages of Puerto Riso in general and of the tax exemption program in
particular is oarried out in netional periodicals and local newspapers throughout
the U,.S.

Coneclusions

It will be apparent from the foregoing that Puerto Rico's economie
development in recent years owes much to the peculiar economic and political re=-
lationship of the Island to the United States. However, especially in its economic
aspects, this status is not basioally different from the one that has existed from
the beginning of the American occupation, whereas rapid economic growth is a
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phenomenon of only the last few years. Thus while basic institutional factors
existed which made the present progrem possible, it was due to the initiative of
the present leadership that the opportunities were seized and a program actually
inaugurated. Many of the factors involved in the success of this progrem can be
employed, although perheps in lesser degree, by independent countries. In conclud~
ing this paper, therefore, I should like to point out which, emong the elements
desoribed above, are the most important and which at the same time are capable of

being adopted by other underdeveloped areas=-~in some case with appropriate modifica-
tions,

1, Perheps the most important, and at the same time the most elusive,
influence is the "climate"--that conglomeration of factors which mekes the Islend
attractive to private investment both domestic end foreign. Private oapital is
not only eligible but welcoms to engage in any legitimate business activity. No
special spheres are reserved for local capital and the only field in which the
Government has taken a monopoly is that of electric power. There is no significant
govermment competition in any sector of the private economy, with the possible
exception of the growing and canning of pineepple, This firm belief in the ability
of private enterprise to do the Job, without any direct government intervention be-
yond the usuel types of controls related to minimum wages, labor conditions, build-
ing and goning regulations, otcs, is one that might well bs emulated abroad,

£+ The tax exemption program is extremely important. It should be
noted that in the mein it is limited to manufacturing enterprise, and to those
producing items which were not in commercial production in Puerto Rico prior to
the beginning of the progrem. Beyond this there is no attempt to soreen the in-
dustries except to weed out those that appear to be financiaelly weak or which are
not bona fide menufacturing enterprises (e.ge packing, sorting, etc.). There is
no attempt to favor industries producing products "essential" for the Fuerto Rican
market; as already indioated most of the plants are producing for export. No
strings are attached to the exemption once given excopt the obligation to begin
production within & certain length of time and to produce the items for which the
exemption was granted. The judicious use of tax exemption for & limited period of
time may well be effective in underdeveloped countries whers the other conditions
are also favorable. It should be noted that with respect to the U.S. income tax
laws Puerto Rico is in essentially the seme position as a foreign country.,

3. Puerto Rico has not, as have many other ocountries, just sat bask and
waited for foreign capitel to oome in and then complained bitterly when it did not.
On the contrary the Govermment has actively promoted the establishment of mainland-
owned plents in the Island through a costly publicity campaign. As slready indi-
cated, it also offers a large variety of ssrvices to prospective investors. As
far as I know there is no comparable effort by any foreign country in the United
States, although it is & common practice of various state governments, publioc
utilities serving particular areas, chembers of commerce, and the like,
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I L By virtue of its being part of the United States, Puerto Rico ‘enjoys
finenciel and monetary stability. . Exchange controls are impossible. While ad-
mittedly this situation is more difficult of echievement im an independent country,
it is not impossible, Other things being equal there is every evidence to believe
that investors prefer e country where there are no exchange restrictions and where
the external value of the ocurrendy vis-a=-vis the dollar remains constant.

5+ The attempt of the Puerto Ricoan Govermment to bring education to the
masses is another phase of the program that deserves serious consideration, ,
especially in those countries where class or racial differences have resulted in
leaving large masses of the population virtually without access to public educa=
tional facilities. Sooial divisions in Puerto Rico are at least as fluid as in
the United Stetes; in one respect they are even more so in that racisl origin has
little effect on economic status. This undoubtedly has the effect of making
relatively more humen talent availeble for use in industry and govermment then
would be the case in some of the underdeveloped areas of the world.,

6. Finally one should point out the extreme importance of political
stability and the protection given to personal end property rights. These are
protected not only by the Puerto Rican but by the United States Constitution.
There need be no fear of unjust seizure of person or property as a result of polit-
fcal or other extraneous motives. There can be no expropriation of private prop-
erty without effeotive, just, end immediate compensation. This egain is a situa-
tion which, if emuleted elsewhere, would undoubtedly prove to be one of the most
significent factors attracting foreign capital. Unfortunately, it is not only the
present existence of these rights which counts, but confidence in their continued
existence for their future. In view of past history in many countries, it may
take time to engender this confidence.
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