
 

ISSUE BRIEF
Congress Should Not Give Puerto Rico Federal Tax Subsidies
Rachel Greszler

No. 4523 | March 22, 2016

Policymakers are considering extending federal 
tax credits such as the Earned Income Tax cred-

it (EITc) and child Tax credit (cTc)—but not the 
rest of the federal tax code—to Puerto rico as a way 
to help the island emerge from its economic and fis-
cal crisis. This would amount to an expensive cash 
bailout and would not address the core problems 
that caused Puerto rico’s crisis.

The EITc would primarily boost the incomes of 
Puerto rico’s middle class without helping those 
who are unemployed, working in the underground 
economy, or living on welfare benefits. The cTc 
would shift income toward families without spur-
ring economic growth. Given the highly problem-
atic and costly improper payment rates of the EITc 
and cTc among federal taxpayers, extending them 
to non-federal taxpayers would likely result in even 
higher rates of fraudulent payments.

Federal Tax Credits for Residents Not 
Subject to Federal Income Taxes

Because they live in a U.S. territory, Puerto rican 
residents are not subject to U.S. federal income taxes. 
While they and their employers pay Social Security 
and Medicare payroll taxes, those are filed by employ-
ers. Most Puerto ricans have no interaction with the 

Internal revenue Service (IrS). a 2014 study by the 
Government accountability Office (GaO) estimated 
that if Puerto rico were a state and subject to the fed-
eral income tax, its residents would have paid an esti-
mated $2.2 billion to $2.3 billion in federal individual 
income taxes in 2010 (after netting out refundable 
tax credits such as the EITc and cTc) and as much as 
$3.4 billion more in federal corporate income taxes.1

as refundable tax credits, the EITc and cTc func-
tion as tax credits and welfare benefits. The EITc 
provided roughly $73 billion in payments to working 
americans in 2015.2 about $10 billion was a refund for 
federal income taxes paid, while the overwhelming 
majority—$63 billion—was “refundable” and equiva-
lent to welfare benefits. The cTc provided about $57 
billion in payments to families with children in 2015, 
including about $23 billion in credits against taxes 
paid and $34 billion in effective welfare benefits.

While some individuals who receive the EITc 
and cTc do not pay any federal income taxes, they 
are still subject to federal income taxes, meaning 
they will pay federal income taxes if their earnings 
rise. absent a change in Puerto rico’s status as a 
U.S. territory, Puerto ricans will never pay feder-
al income taxes. Moreover, because it is difficult to 
enact legislation that targets a select group, policy-
makers would extend the EITc and cTc to all fed-
eral territories, increasing the cost and providing 
windfall benefits.

Federal tax benefits should be reserved for those 
who are subject to the federal income tax. Tempo-
rary access to the EITc and cTc for Puerto rico and 
other territories would quickly transform into per-
manent access to those benefits and a whole host of 
other federal tax credits.
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Puerto rico has the authority to implement its 
own wage subsidy, which it did, temporarily, from 
2007–2013 through a “work credit.” Puerto rico’s 
version of the EITc was smaller, with a maximum 
work credit of $450. The credit was initially avail-
able to families making up to $20,000 per year, and 
that limit increased over time to $27,500 in 2013. 
about 45 percent of Puerto rico’s tax filers claimed 
the credit, costing the Puerto rican government 
about $124 million per year.3 The Puerto rican 

government eliminated its work credit as a cost-sav-
ings measure in 2014.

Puerto Rico Needs More Jobs,  
Not Higher Wages

Only about 38 percent of Puerto rico’s working-
age population (ages 15–64) has a job in the formal 
economy,4 and just over 12 percent of Puerto ricans 
are unemployed. That leaves half of Puerto rico’s 
working-age population not looking for jobs. Some of 

1. Stanley J. Czerwinski, “Puerto Rico: Information on How Statehood Would Potentially Affect Selected Federal Programs and Revenue Sources,” 
U.S. Government Accountability Office, GAO–14–31, 2014, http://www.gao.gov/assets/670/661334.pdf (accessed March 16, 2016).

2. Joint Committee on Taxation, “Estimates of Federal Tax Expenditures for Fiscal Years 2015–2019,” JCX-141R-15, U.S. Congress, 114th Cong.,  
1st Sess., December 7, 2015, https://www.jct.gov/publications.html?func=startdown&id=4857 (accessed March 16, 2016).

3. María E. Enchautegui, “A Work Tax Credit that Supports Puerto Rico’s Working Families,” Urban Institute Research Report, December 2014, 
http://www.urban.org/sites/default/files/alfresco/publication-pdfs/2000043-A-Work-Tax-Credit-That-Supports-Puerto-Ricos-Working-
Families.pdf (accessed March 14, 2016).

4. According to the World Bank, Puerto Rico’s labor force participation rate among its working-age population (15–64) was 50.2 percent in 
2013. Assuming Puerto Rico’s working age population has the same unemployment rate as the island average of 12.2 percent, only 38 percent 
(50.2–12.2 = 38) of its working-age population has a job in the formal economy. The World Bank, Labor Force Participation Rate (percent of 
total population ages 15–64), http://data.worldbank.org/indicator/SL.TLF.ACTI.ZS?page=1 (accessed March 17, 2016).

FAMILY OF FOUR
One Person Earning

Median Wage 

FAMILY OF FOUR
One Person Working 

for Sub-Minimum Wage 
Earnings O�  the Books

FAMILY OF FOUR
Both Parents
Unemployed

Earnings $19,594 $10,000 $0

Additional Child Tax Credit* $2,000 $0 $0

Earned Income Tax Credit $5,572 $0 $0

Total Earnings with Subsidies $27,166 $10,000 $0

TABLE 1

Tax Credits in Puerto Rico Would Fail to Help Unemployed 
and Those Working O�  the Books
In Puerto Rico, the federal minimum wage is so high relative to the median wage that many 
people work o�  the books. They, along with more than 12 percent of Puerto Ricans who are 
unemployed, would not be eligible to receive the Earned Income Tax Credit and Child Tax Credit, 
which would instead bene� t many middle class households.

* Additional Child Tax Credit is the refundable portion of the Child Tax Credit.
SOURCES: Author’s calculations based on data from U.S. Bureau of Labor Statistics, “May 2014 State Occupational Employment and Wage 
Estimates, Puerto Rico,” http://www.bls.gov/oes/current/oes_pr.htm (accessed March 15, 2016), and Kyle Pomerlau, “2016 Tax Brackets,” 
October 14, 2015, http://taxfoundation.org/article/2016-tax-brackets (accessed March 15, 2016).
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these individuals are students and homemakers, but 
most are either on the sidelines collecting federal 
welfare benefits, or working for lower wages without 
paying taxes, or both. Since workers do not report 
underground earnings, they can double up on both 
wages and welfare benefits.

a 1996 GaO report estimated that about 59 per-
cent of Puerto rican workers would qualify for the 
EITc.5 however, with only about 38 percent of its 
working-age population employed in jobs in the 
formal economy, access to the EITc would be sig-
nificantly limited and the benefits misappropri-
ated. The 38 percent of Puerto ricans who have 
jobs in the formal economy are not the ones most in  
need of help. The 62 percent of Puerto rico’s work-
ing-age population who are unemployed, working 
in the underground economy, or living on welfare 
benefits are the ones who need greater opportuni-
ties for work. anyone with a formal job in Puerto 
rico makes at least $7.25 per hour (the federal min-
imum wage), which is equal to 77 percent of the 
island’s median wage.6

a Puerto rican couple with two children and one 
earner making the median wage of $9.42 per hour7 
(just under $20,000 per year) would qualify for 
$5,5728 in EITc payments and $2,000 in cTc pay-
ments, effectively increasing their income by $7,572 
or nearly 40 percent.9 These tax subsidies are cali-
brated to mainland wages and price levels. at the 
island’s wage levels, the subsidy would miss those 
it was intended to help—those at the margins of the 
workforce—and heavily subsidize those who are 
already in the middle of the distribution.

a similar family with $10,000 in off-the-books 
earnings or one in which both parents are unem-
ployed would not receive anything from the cTc or 
EITc. Moreover, as long as their jobs remain barred 
from benefit by the minimum wage, they cannot 
choose to move into the formal sector. The EITc sub-
sidizes earnings for families with incomes as high as 
$53,495, which is more than the income of approxi-
mately 85 percent of Puerto rican households.10

rather than higher paying jobs for a select few 
who are already better off than most Puerto ricans, 
the federal government should exempt Puerto rico 
from the federal minimum wage. The Puerto rican 
government should do its part as well by eliminating 
costly and onerous labor-market regulations such as 
mandatory christmas bonuses, excessive paid leave, 
and the inability to fire workers without significant 
costs. These regulations make it difficult for Puerto 
rico to attract businesses that will employ workers 
and contribute to their economic output and tax rev-
enues. Without new businesses and jobs, Puerto rico 
cannot emerge from its economic and financial crisis.

Federal Minimum Wage Would Thwart 
Purpose of EITC

The purpose of the EITc is to encourage unem-
ployed individuals, those working less than full-
time, and those receiving welfare benefits to work or 
work more. The wage subsidy that the EITc provides 
raises the effective wages individuals can earn by as 
much as 45 percent. as a result, the EITc can boost 
the incomes of workers with three or more children 
by as much as  $6,269.11 as individuals earn more, 

5. James Wozny, “Tax Policy: Analysis of Certain Potential Effects of Extending Federal Income Taxation to Puerto Rico,” U.S. Government 
Accountability Office, GAO/GGD–96–127, August 15, 1996, http://www.gao.gov/products/GGD-96-127 (accessed March 11, 2016).

6. Rachel Greszler and Salim Furth, “An Economic Crisis Is the Heart of Puerto Rico’s Financial Crisis,” Heritage Foundation Issue Brief No. 4442, 
July 27, 2015, http://www.heritage.org/research/reports/2015/07/an-economic-crisis-is-the-heart-of-puerto-ricos-financial-crisis  
(accessed March 15, 2016).

7. U.S. Department of Labor, Bureau of Labor Statistics, “May 2014 State Occupational Employment and Wage Estimates: Puerto Rico,”  
http://www.bls.gov/oes/current/oes_pr.htm (accessed March 14, 2016).

8. Kyle Pomerleau, “2016 Tax Brackets,” Tax Foundation, 2015, http://taxfoundation.org/article/2016-tax-brackets (accessed March 15, 2016).

9. The Additional Child Tax Credit (ACTC) is available to families who earn $3,000 or more but who do not pay enough in taxes to receive the 
full regular Child Tax Credit (CTC). The ACTC equals the minimum of the unclaimed portion of the CTC and 15 percent of the taxpayer’s 
income above $3,000. In this example, the family would receive no regular CTC, but would be eligible to receive up to $2,489 in ACTC 
[($19,594–$3,000) x 15%].

10. According to a presentation based on U.S. Census Bureau data for Puerto Rico, 83.9 percent of all Puerto Rican households had incomes 
of $50,000 or less in 2012. Given the island’s low wage growth and population exodus since then, it is likely that at least 85 percent of all 
households have less than the maximum EITC-allowable income of $53,495. Enrique Lamas, “U.S. Census Bureau Population Data for Puerto 
Rico,” Population Studies of Puerto Rico Conference, November 15, 2013,  
http://www.estadisticas.gobierno.pr/iepr/LinkClick.aspx?fileticket=DhUavOY-CBE%3D&tabid=104 (accessed March 15, 2016).

http://www.gao.gov/products/GGD-96-127
http://www.heritage.org/research/reports/2015/07/an-economic-crisis-is-the-heart-of-puerto-ricos-financial-crisis
http://www.bls.gov/oes/current/oes_pr.htm
http://taxfoundation.org/article/2016-tax-brackets
http://www.estadisticas.gobierno.pr/iepr/LinkClick.aspx?fileticket=DhUavOY-CBE%3D&tabid=104


4

ISSUE BRIEF | NO. 4523
March 22, 2016  

however, and the EITc is phased out, it acts as an 
additional marginal tax of up to 21 percent.

higher wages through the EITc can increase 
work effort and make individuals less dependent on 
other welfare benefits. In Puerto rico, however, the 
excessively high federal minimum wage would pro-
hibit those most in need from receiving the EITc. 
Some have argued that, in Puerto rico, the EITc 
could help bring workers out from the underground 
economy and into formal jobs where they both pay 
Puerto rican taxes and receive worker protections. 
While it is hard to measure the underground econo-
my, estimates suggest Puerto rico’s informal econo-
my accounts for 23 percent to 28 percent of its gross 
national product (GNP).12

however, because the minimum wage is such an 

impediment to formal employment in Puerto rico, 
the EITc would have limited impact. Even if infor-
mal workers want to transition to the formal econ-
omy and earn higher wages from the EITc, most 
employers in the underground economy cannot 
afford to bring their workers’ wages up to the federal 
minimum necessary to be on the books.

High Rates of Fraudulent Tax Credits 
Likely

The EITc and cTc are among the most widely 
abused federal tax provisions. Two 2014 studies from 
the Treasury Inspector General concluded that the 
U.S. spent between $13.3 billion and $15.6 billion13 in 
improper EITc payments and between $5.9 billion 
and $7.1 billion14 in improper additional child Tax 

11. Internal Revenue Service, “2016 EITC Income Limits, Maximum Credit Amounts and Tax Law Updates,” November 24, 2015,  
https://www.irs.gov/Credits-&-Deductions/Individuals/Earned-Income-Tax-Credit/EITC-Income-Limits-Maximum-Credit-Amounts-Next-
Year (accessed March 11, 2016).

12. Inés Bustillo, and Helvia Velloso, “Puerto Rico: Fiscal and Economic Growth Challenges,” U.N. Economic Commission for Latin America  
and the Caribbean, Studies and Perspectives, October 2015,  
http://repositorio.cepal.org/bitstream/handle/11362/39166/S1500987_en.pdf?sequence=1 (accessed March 16, 2016), and Luciana Lopez, 

“Desperate for Taxes, Puerto Rico Tries to Get Grip on Underground Economy,” Reuters,  
April 9, 2014, http://www.reuters.com/article/us-usa-puertorico-economy-insight-idUSBREA380BS20140409 (accessed March 16, 2016).

13. Over the past 10 years, the U.S. spent between $115 billion and $137 billion in improper EITC payments. Treasury Inspector General for 
Tax Administration, “Internal Revenue Service Fiscal Year 2013 Improper Payment Reporting Continues to Not Comply With the Improper 
Payments Elimination and Recovery Act,” March 31, 2014, https://www.treasury.gov/tigta/auditreports/2014reports/201440027fr.pdf 
(accessed March 15, 2016).

Additional Child Tax Credit
(CTC)

Earned Income Tax Credit
(EITC)

Improper Payment Rate Range 25.2%–30.5% 22%–26%

Improper Payment Amount Range $5.9 billion–$7.1 billion $13.3 billion–$15.6 billion

TABLE 2

Tax Credits Plagued by Excessive Improper Payments
If the CTC and EITC were extended to Puerto Rico, where residents do not pay or � le federal 
income taxes and where the government only collects half of its own revenues, fraudulent 
payments would abound. Shown below are the improper payments made in the U.S. in 2013.

SOURCES: Treasury Inspector General for Tax Administration, “The Internal Revenue Service Fiscal Year 2013 Improper Payment Reporting 
Continues to Not Comply With the Improper Payments Elimination and Recovery Act,” March 31, 2014, https://www.treasury.gov/tigta/auditr
eports/2014reports/201440027fr.pdf (accessed March 15, 2016), and Treasury Inspector General for Tax Administration, “Existing Compliance 
Processes Will Not Reduce the Billions of Dollars in Improper Earned Income Tax Credit and Additional Child Tax Credit Payments,” September 
29, 2014, https://www.treasury.gov/tigta/auditreports/2014reports/201440093fr.pdf (accessed March 15, 2016).
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credit (acTc) payments in 2013, with many tax fil-
ers falsely claiming additional children and report-
ing more income than they actually earned.15 More-
over, the report concluded that the IrS continues 
not to comply with the Improper Payments Elimi-
nation and recovery act (IPEra) of 2010, which 
defines “significant” improper payment as 2.5 per-
cent or more of total program outlays.16 With a 25 
percent to 30 percent improper payment rate for the 
acTc and a 22 percent to 26 percent improper pay-
ment rate for the EITc, these credits are inefficiently 
enforced and widely abused.17

If these credits have 25 percent or greater improp-
er payment rates when the IrS has access to federal 
taxpayers’ tax data and can audit them, just imag-
ine how high the improper payment rate would be 
in Puerto rico where residents neither pay nor file 
federal tax returns and the U.S. government has no 
ability to audit them.

Presumably, the IrS would have to rely on Puer-
to rico’s Treasury Department, or “hacienda,” to 
implement and enforce the EITc. however, Puerto 
rico’s tax administration is abysmal as the island 
collects only a little over half of its applicable taxes.18 
If the government enforces little more than half the 
taxes that go into its own coffers, it is even less likely 
to properly administer and enforce tax credits that 
cost the Puerto rican government nothing and that 
could even boost the island’s tax revenues.

Conclusion
Puerto rico is facing a serious economic and fis-

cal crisis. allowing non-taxpayers access to federal 
tax credits, such as the EITc and cTc, would be a 
misguided cash bailout. The EITc would flow pri-
marily to relatively privileged Puerto ricans with 

jobs in the formal economy, while at the same time 
failing to increase incomes or opportunity for the 
island’s many unemployed and underemployed; the 
cTc would do little more than provide windfall ben-
efits to families with children. Furthermore, extend-
ing tax credits that already have excessively high 
improper payment rates to territories that do not 
pay or file federal income taxes—to be administered 
by a tax administration that only collects about half 
its own taxes—will lead to high rates of fraudulent 
payments and excessive costs for federal taxpayers.

Eliminating the federal minimum wage, which 
restricts potential businesses from locating on the 
island and pushes others into underground opera-
tions, would do far more to boost Puerto rico’s 
economy and growth potential than the federal 
EITc. With a minimum-wage exemption, Puerto 
rico could implement its own wage subsidy target-
ed to very low earners. This would help bring more 
workers into the formal economy where they will 
pay taxes and help boost Puerto rico’s revenues. 
congress can also help Puerto rico grow by provid-
ing it with an exemption from the maritime Jones 
act, which drives up shipping and production costs, 
and by granting the island more flexibility in how 
it administers some federal welfare benefits so that 
they do not discourage work.
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Niraula, a member of The Heritage Foundation’s 
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this report.
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