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Economic Effects of Repealing the US Possessions Corporation Tax Credit

Juan Carlos Sudrez Serrato

Tax havens are a matter of increasing
concern for voters and policymakers across
the world. The Organisation for Economic
Co-operation and Development, which
reports that $250 billion in public revenues
disappears annually due to tax avoidance,
in 2013 launched the Inclusive Framework
on Base Erosion and Profit Shifting (BEPS),
now in its implementation phase with the
collaboration of 135 countries and jurisdic-
tions.! Debates about corporate and individ-
ual tax avoidance now occupy a prominent
position in the political discourse of rich
countries. In developing countries, which
rely more heavily on corporate income taxes
for revenues, policymakers are keen to find
ways to curtail the effects of BEPS on their
public finances. 2

Much of the public discussion and
research on profit-shifting focuses on
whether attempts to curb it can be effective
or will simply result in firms and individuals
diverting their avoidance efforts toward new
tax havens. Less work has been done to clar-
ify what happens to the real economy when

such efforts do indeed “bite;” that is, when
they manage to rein in profit-shifting. This is
the question I tackle in a recent set of papers
on section 936 of the US tax code, a pro-
vision that credited US multinationals for
taxes on income originating in Puerto Rico
and other US possessions. This provision,
known as the US Possessions Corporation
Tax Credit, was used by US corporations
to shift profits to affiliates in US possessions
until the measure was repealed in the Small
Business Job Protection Act of 1996.

In a first paper, Daniel Garrett and I
examine which corporations were exposed
to section 936 and whether they reacted to
its repeal by finding new tax havens to which
to shift profits.? In a second paper, I exam-
ine the real economic effects linked to the
repeal.* 1 develop my predictions of firm
responses to the elimination of this potential
mechanism for profit-shifting based on Joel
Slemrod’s hierarchy of behavioral responses
to tax policy.’ In this hierarchy, once firms
have exhausted their financial or account-
ing options to respond to tax changes — in

this case by moving “paper profits” across
tax havens in response to the implementa-
tion of profit-shifting provisions — such
changes can spark adjustments to firms’ mar-
gins of production and real economic per-
formance. In other words, the standard trad-
coffs between tax revenue and real economic
activity will apply. A full accounting of the
costs and benefits of limiting firms’ access to
tax havens therefore includes both correc-
tions to fiscal distortions from profit-shifting
as well as real economic effects on domestic
investment and employment.

Section 936 provided unique tax plan-
ning benefits to US multinationals with
operations in US possessions. First, US firms
were able to immediately repatriate income
without paying corporate income taxes. In
contrast, firms with operations in other low-
tax jurisdictions were only able to delay pay-
ing US corporate taxes on the income earned
in these locations.® Second, historical rules
had allowed US firms to transfer intellectual
property to affiliates in Puerto Rico with-
out paying taxes. By paying royalties on pat-
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ents and other intangible property to pos-
sessions’ affiliates, US firms could shift the
location of their profits and reduce their tax
payments. A year before their repeal, sec-
tion 936 tax credits totaled $5 billion in
2017 dollars— more than the total annual
local wages paid by section 936 affiliates in
Puerto Rico. Concerned about its potential
for abuse as an avenue for profit-shifting, US
lawmakers decided in 1996 to phase out this
tax credit over the next 10 years.

Garrett and I study the firms that made
use of this tax credit. Consistent with earlier
findings from Harry Grubert and Slemrod,”
we find that large, profitable, R&D-intensive
firms, particularly pharmaceutical firms,
were more likely to have an establishment in
Puerto Rico. Many US pharmaceutical com-
panies had Puerto Rican subsidiaries. These
characteristics are consistent with other stud-
ies® that find that larger, more profitable
firms with high levels of intangible assets are
more likely to have links to tax havens.

Following on studies finding that news
related to firms access to tax havens influ-
ences investor valuations,” we use an event

in the number of mentions of new tax
havens in their filings, but this increase is
neither statistically nor economically sig-
nificant. In other words, tax havens seem
not to be easily substitutable, and firms’
demand for tax havens appears to be quite
inelastic.

Having established that the sec-
tion 936 repeal effectively shut down
this important avenue for profit-shifting
by exposed firms, in my second paper I
explore the question of whether there
were economic effects for those firms and
the regions in which they are located.
Considering that the repeal effectively
functioned as a tax increase on affected
firms and raised their cost of capital, I
present analytical results suggesting that
firms will react with adjustments to their
inputs to production — capital and labor.
I establish that section 936-exposed firms
were not on a differential trend from
comparable firms prior to the repeal,
but by 2006, the last year of the phase-
out period, they had reduced their total
investment by about 10 percent relative to

led to an overall reduction in the domes-
tic investment of firms exposed to section
936 relative to other similar firms. The
findings on firm-level employment are
similar: relative to the employment levels
of comparable firms in the same indus-
tries and regions, exposed firms saw their
domestic employment levels reduced by
about 6.7 percent over the Possession Tax
Credit phase-out period.!?

These findings on the firm-level
effects of the section 936 repeal raise
the question of whether the loss of this
implicit tax subsidy among exposed firms
may have had either compensatory pro-
competitive or depressive spillover effects
in the regional markets in which the firms
are located. I therefore study the associ-
ated real economic outcomes at the indus-
try-county level. I use a geographic mea-
sure of the level of exposure to section 936
to compare places that were less exposed
to those with greater exposure to the tax
reform. I find that, starting with the sec-
tion 936 repeal in 1996, more-exposed
counties experienced slower employment

study to examine the
reaction of stock prices
of exposed firms to the
announcement of the
section 936 repeal and
find that these muld-
nationals experienced
an average 1.4 percent

1%

Repeal of the US Possessions Tax Credit and the Value of Exposed Firms

Cumulative average return for exposed firms following
dates when [i] President Clinton proposed to eliminate
the tax credit and [ii] legislative drafting began

«—— ‘Date’ of each policy announcement

growth through the
duration of the 10-year
phase-out.  Moving
from the Sth percen-
tile of counties — those
with almost no expo-
sure —to the mean
level of exposure

reduction in their cumu- ‘
lative average returns, ;
with more R&D- 1 :
intensive firms being w
more affected. :

Next, we assess :
whether exposed firms |
reacted to this shut- 3 |
down of one avenue 0
for profit-shifting by
looking for substitutes,
that is, by expanding

to new tax havens. We
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Light-blue shading represents 90% confidence interval
Source: D. G. Garrett, J. C. Sudrez Serrato, NBER Working Paper 25516

implies a 7 percent-
age point decrease in
industry-county-level
employment growth
by 2006, from 23 per-
cent to 16 percent [See
Figure 2, next page].

I find evidence of a
15 range of other spillovers
whereby the effects of
the section 936 repeal on

real economic activity

look for mentions of

tax haven countries in firms’ SEC financial
filings and find that prior to the repeal,
exposed firms had tax planning strategies
similar to those of non-exposed firms. We
find that after the repeal, exposed firms

showed a small increase (2.8 percent)

Figure 1

other firms. The firms also diverted invest-
ments to their foreign affiliates, with the
foreign investment share increasing by
12.3 percent on average. Both the reduced
overall investment and the diversion of
investment to other foreign subsidiaries

propagated at the local
level. For example, for
each person laid off from a firm affected by
the tax credit repeal in a county with an aver-
age level of section 936 exposure, the county
lost an additional 3.6 jobs, roughly consis-
tent with the local employment multipliers
calculated by Enrico Moretti.!! I also exam-
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ine wage rates, rental costs, and home values
and find contemporaneous declines on all
of these indicators. For instance, there is a 1
percent reduction in wage growth for places
at the 75th percentile of section 936 expo-
sure relative to wage growth levels at the 25th
percentile, with low-skilled workers, who are
concentrated in the most-affected nontrad-
able sectors, seeing greater decreases in their

1 “What is BEPS?” Organisation

for Economic Co-operation and
Development (OECD), https://www.
oecd.org/tax/beps/about/
Return to Text

2 “International Collaboration to End
Tax Avoidance,” OECD, https://www.
oecd.org/tax/beps/

Return to Text

7 “The Effect of Taxes on Investment
and Income Shifting to Puerto Rico,
Grubert H, Slemrod J. NBER Working
Paper 4869, September 1994, and
Review of Economics and Statistics
80(3), August 1998, pp. 365-373.
Return to Text

8 “Expectations and Expatriations:
Tracing the Causes and Consequences

wages. Rental costs
and home values show
declines of similar
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NBER Working Paper
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National Tax Journal
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sidering the findings
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Bureau of Economic
Analysis data on per
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2002, pp. 409-440.
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Deductions:
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2010 Multinational Tax
Avoidance?” Bradley
S. Working Paper,
LeBow College of

Business, Drexel

capita  government
transfers at the county
level, I find that moving from the 25th to
75th percentile of repeal exposure implies
an increase of 25.7 percent in government
unemployment transfers and of 10.2 per-
cent in income replacement transfers for
2004-08.

Altogether, these findings paint a pic-
ture of the repeal of section 936 as a mea-
sure that delivered a substantive shock to
real economic activity across the coun-
try in the communities where section
936-reliant firms were based. Thus, while
efforts to curb profit-shifting through
accounting and financial maneuvers may
increase US tax revenue, the very success
of such measures may trigger sharp adjust-
ments to firms’ real margins of production
and have long-lasting spillovers onto the
local economies in which they operate.

The author thanks Samantha Eyler-
Driscoll, who helped develop a preliminary

version of this report.

16 NBER Reporter o No. 2, June 2020

Figure 2

3 “How Elastic Is the Demand for Tax
Havens? Evidence from the US Possessions
Corporation Tax Credit, Garrett DG,
Suérez Serrato JC. NBER Working Paper
25516, January 2019.

Return to Text

4 “Unintended Consequences of
Eliminating Tax Havens,” Sudrez Serrato
JC. NBER Working Paper 24850, revised
December 2019.

Return to Text

5 “Do Taxes Matter? Lessons from the
1980s;” Slemrod J. NBER Working Paper
4008, March 1992, and American Economic
Review 82(2), April 1992, pp. 250-256.
Return to Text

¢ While Puerto Rico is a US possession,
affiliates in Puerto Rico are treated as for-
eign entities for international tax purposes.
Prior to the Tax Cuts and Jobs Act of 2017,
US multinationals could defer the repatria-
tion of foreign income.

Return to Text

University, August
2012; “What Does
Tax Aggressiveness Signal? Evidence
from Stock Price Reactions to News
about Tax Shelter Involvement,”
Hanlon M, Slemrod J. Journal of Public
Economics 93(1-2), February 2009, pp.
126-141; and “The Deterrence Effect
of Whistleblowing— An Event Study
of Leaked Customer Information from
Banks in Tax Havens,” Johannesen N,
Stolper T. Working Paper, Max Planck
Institute for Tax Law and Public
Finance, revised November 2017.
Return to Text

10 \While much of the literature exam-
ines the investment effects of corporate
tax changes, a novel contribution of my
paper is that it directly examines the
effects on firm-level labor demand.
Return to Text

1 “Local Multipliers,” Moretti E.
American Economic Review 100(2),
May 2010, pp. 373-377.
Return to Text

Medical Spending and Savings of Aging Households

Mariacristina De Nardi

Members of older households face the
prospect of living longer than expected
and incurring large medical expenses. My
research on old age aims at better quanti-
tying these risks, studying their implica-
tions for savings, consumption, and wel-
fare, and evaluating the extent to which
current government programs insure
older people.

The first part of my research on

spend it more slowly. Figure 2 displays
the median assets of surviving individu-
als, conditional on birth cohort and per-
manent-income quintile. It shows that
singles with high permanent income (set
of top lines) hold significant amounts of
wealth well into their 90, that those with
the lowest permanent income never save
much (bottom lines, often flush against
the horizontal axis), and that those in

six more years, a 70-year-old woman in
good health and in the top income quin-
tile can be expected to live 17 more years.?

These differences in mortality are
important not only to understand older
individuals” saving behavior, but to prop-
erly measure savings themselves. Because
male, unhealthy, low-income people
die younger, at older ages our sample is
increasingly composed of women, peo-

these topics focuses
on elderly singles, who
comprise about 50 per-
cent of people aged 70
or older. The second
part extends the anal-
ysis to include elderly
couples. The third 01000
focuses on the effect 25,000
of health risk on older
houscholds’ resources
and the utility that
they derive from con-
sumption in various 5,000
states of health, con- 0
sidering both couples
and singles.

40,000
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10,000

Risk, Savings,
and Insurance

Out-of-Pocket Medical Expenses by Income, Age 75 and Older

Average annual medical expenses (000s of 1998 dollars)

ple with high lifetime
carnings, and those
who had good health
at younger ages. Failing
to account for this mor-
tality bias would lead
us to understate asset

Permanent

s draw-down by over 50
vo° Top percent. To account
2 second for this, we explic-

itly model mortality
. bias in our structural
o fourd model, where people
& Bottom

who are rich, healthy,
and female have higher

Source: M. De Nardi, E. French, J. B. Jones, NBER Working Paper 12554 and published as “Why
Do the Elderly Save? The Role of Medical Expenses”, Journal of Political Economy, 2010

rates of survival.
Fourth, we use
an estimated struc-
tural model to evaluate
how medical expen-
ditures affect the sav-

among Singles

Eric French, John Bailey Jones, and
I study the population of retired single
people.! We use high-quality data from
the Health and Retirement Study (HRS)
to construct a rich model of out-of-pocket
medical spending and use an estimated
structural model to assess its importance
for retirement savings. We uncover several
novel findings.

First, average out-of-pocket medical
expenses rise rapidly with age and per-
manent income, especially after age 90
[Figure 1].

Second, older people with high per-

manent income hold more wealth and

Figure 1

the middle draw down their assets at a
moderate rate (intermediate set of lines).
Thus, even at older ages, richer people
save more, a finding first documented
by Karen Dynan, Jonathan Skinner, and
Stephen Zeldes for the whole life cycle.
Third, longevity increases with
income and varies greatly across observ-
able characteristics. At age 70, people
in the top permanent-income quintile
typically live three and a half years lon-
ger than those in the bottom quintile. In
addition, we find that while a 70-year-
old man in poor health in the bottom
income quintile is estimated to live only

ing of elderly singles.
Our model predicts that, absent all out-
of-pocket medical expenses, the median
assets of those in the highest permanent-
income quintile would fall by 64 percent
between the ages of 74 and 84, instead
of the 23 percent that we observe. Thus,
out-of-pocket medical expenses are an
important reason why high-permanent-
income people hold large savings later in
life. Out-of-pocket medical expenses that
rise very rapidly with age and income pro-
vide the elderly with a strong incentive to
save, and medical expenses that rise with
permanent income encourage the rich to
be more frugal.
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