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Espacios Abiertos es una iniciativa que busca fortalecer la capacidad de 
los individuos y las organizaciones para que puedan actuar 
eficazmente en los procesos gubernamentales e institucionales, 
logrando una mayor apertura en nuestra sociedad. Sus principales 
áreas de interés son la transparencia, el acceso a la justicia y la 
seguridad económica.

Una de nuestras metas es lograr que más personas participen 
activamente en el mercado laboral formal, aumentando la seguridad 
económica de los hogares con bajos ingresos y generando mayor 
acceso a oportunidades de movilidad económica y social. Adjunto 
encontrarán dos importantes trabajos que comisionamos al Urban 
Institute y al Centro para una Nueva Economía que proponen opciones 
de política pública para aumentar la auto-suficiencia y la estabilidad 
económica de los hogares con menos ingresos que trabajan en la 
economía formal.

Ambos documentos pretenden abonar sustantivamente a la discusión 
sobre seguridad económica que necesita Puerto Rico en estos 
momentos. Esperamos que más organizaciones, comunidades e 
individuos conozcan esta herramienta y aboguen por ella, para así 
comenzar a abrir un nuevo espacio de oportunidades y desarrollo en 
Puerto Rico.

Nuria Y. Ortiz Vargas
Directora ejecutiva 
Espacios Abiertos

Espacios Abiertos fue establecido en febrero de 2014 y está compuesto por 
un grupo de organizaciones que se han unido en un esfuerzo colaborativo 
para fortalecer la capacidad de la ciudadanía para incidir en los procesos 
sociales, políticos y económicos del País. El equipo directivo de Espacios 
Abiertos incluye al Centro para una Nueva Economía, la Clínica de Asistencia 
Legal de la Universidad de Puerto Rico, la American Civil Liberties Union de 
Puerto Rico y el Centro de Periodismo Investigativo. Si quieres unirte a este 
esfuerzo escríbenos a: info@espaciosabiertos.org

Introducción









CNE Policy Primer 
The Federal Earned Income Tax Credit: 

What it Is, How it Works and  
Its Effects on Working Families 

Sergio M. Marxuach 
Deepak Lamba-Nieves, Ph.D. 

Center for a New Economy 
November 2014 



2 

Introduction 

The Earned Income Tax Credit (“EITC”), enacted by Congress in 1975, is a tax credit available 
to working families in the United States whose incomes range from well below the federal 
poverty threshold to roughly double the poverty line.  The federal EITC helps low-income 
working families in two ways. First, since it is a credit, it reduces the federal tax liability of the 
taxpayer on a dollar for dollar basis.  That is, each dollar of EITC reduces the taxpayer’s tax 
burden by a dollar. 

Second, unlike most federal tax credits, the taxpayer can claim as a refund any amount left 
over once its tax liability has been reduced to zero, this feature is known as the “refundable” 
portion of the credit.  This refundable portion of the EITC effectively works as a wage subsidy 
or supplement for low-income working families, which encourages formal participation in 
the workforce. 

In this policy primer we will present a brief history of the federal EITC, explain how it works, 
and briefly review a portion of the extensive literature about its effects on workforce 
participation, poverty alleviation, and other positive effects associated with the EITC.   

The objective of this paper is to complement a study recently commissioned by the Center 
for a New Economy to the Urban Institute to design an optimal EITC for Puerto Rico—given 
that most taxpayers in the island do not qualify for the federal EITC—and should be read as a 
stand-alone introduction to the companion Urban Institute study. 

History of the Federal EITC 

Scholars do not quite agree as to the legislative intent of the federal EITC.  According to 
Hilary Hoynes the “original intent was to offset payroll taxes for low-income families.”1 
However, Sara Sternberg Greene argues that it was originally proposed as the Democratic 
Party’s alternative to President Nixon’s proposal for a “Family Assistance Plan” (“FAP”) in 
1969, which was, in turn, based on Milton Friedman’s idea for implementing a “negative 
income tax” in the United States.2 

According to Greene: 

Under Nixon’s FAP proposal, families with children were eligible for a 
maximum benefit payment of $500 each for the first two family members 
and $300 for each additional member. Families had to show that they were 
attempting to find work, but they did not have to actually be working to 
receive the money. FAP also allowed families to keep the first $720 of any 
earnings, in addition to half of any further income up to $4000, and still be 

1 Hilary Hoynes, Building on the Success of the Earned Income Tax Credit, The Hamilton Project, (Brookings 
Institution: Washington, DC, 2014), p. 2. 
2 Sara Sternberg Greene, The Broken Safety Net: A Study of Earned Income Tax Credit Recipients and a Proposal 
for Repair, New York University Law Review, Vol. 88, No. 2, May 2013, p. 531-532. 
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eligible for FAP. FAP was a political failure, garnering strong criticisms that it 
created a work disincentive; it was ultimately defeated in the Senate. 

Senator Russell Long (D-LA)—chair of the Senate Finance Committee at the 
time FAP was being debated and who advocated against it—proposed an 
alternative to FAP in 1972 that required recipients to earn income in order to 
receive the credit. Ultimately, due in large part to Long’s efforts, the EITC was 
enacted as part of the Tax Reduction Act of 1975.3 

According to Hotz and Scholz, “over the years the EITC has played different tax policy, labor 
market, and antipoverty roles.”4  The Congressional failure to state a clear legislative intent, 
thus, can be interpreted as a mixed blessing for the EITC.  On the one hand, Congressional 
ambiguity has allowed the EITC to be extended or expanded several times since its creation 
with broad bi-partisan support: in 1986 with the Reagan tax reform; in 1990 under 
President Bush Sr.; in 1993 with President Clinton’s tax reform; in 2001 with the enactment 
of the Economic Growth and Tax Relief Reconciliation Act (“EGTRRA”) under President Bush 
Jr.; and in 2009 as part of the American Recovery and Reinvestment Act (“ARRA”) signed 
into law by President Obama.  More recently, the Tax Relief Unemployment Insurance 
Reauthorization and Job Creation Act of 2010 extended the ARRA provisions of the EITC 
(increasing the phase-out threshold for married couples, among other things) until 2012. 
Finally, in 2012 the American Taxpayer Relief Act temporarily extended the ARRA 
provisions of the EITC until 2017 and permanently extended other provisions.5   

It is indeed difficult to find any other federal program—aside perhaps from appropriations 
for defense and national security—that has engendered such broad support from both sides 
of the aisle.  In general, the Democrats appear to like the credit because of its poverty 
alleviation effects, while the Republicans support it because the credit encourages workforce 
participation.  

On the other hand, the lack of a clear Congressional statement of intent has hindered 
scholarly analysis of the effectiveness of the program.  As Lawrence Zelenak has stated, 
“Despite the political success of the EITC, the credit remains severely undertheorized.  
Although Congress has revised the credit a number of times, it has never accompanied those 
revisions with legislative history except in the vaguest and most general terms.”6  It is 
difficult to measure the success of a policy if it is not quite clear what it was intended to 
accomplish in the first place.  Notwithstanding this Congressional omission, the EITC has 
generated a significant body of scholarly literature, mostly focusing on its design features, 
incentive structure, and effects on poverty alleviation and workforce participation. 

3 Id. 
4 V. Joseph Hotz and John Karl Scholz, “The Earned Income Tax Credit” in Means-Tested Transfer Programs in 
the United States, Robert A. Moffitt, ed., (University of Chicago Press: Chicago, 2003), p. 142-145. 
5 Elaine Maag and Adam Carasso, Taxation and the Family, What is the Earned Income Tax Credit?, The Tax 
Policy Briefing Book, (Urban Institute and Brookings Institution Tax Policy Center: Washington, DC, 2014). 
6 Lawrence Zelenak, Redesigning the Earned Income Tax Credit as a Family-Size Adjustment to the Minimum 
Wage, 57 Tax Law Review 301, 301 (2004), quoted in Greene, supra, n. 2, at p. 536. 
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Mechanisms Influencing the Design of an EITC 

The EITC is tied to income earned from work, therefore, if it is properly designed, it should 
encourage people to increase the amount of hours worked and reduce the amount of hours 
dedicated to leisure.  Intuitively, this outcome makes sense, the higher the effective wage, 
the more hours we expect an individual to work.  However, economists have determined 
that this intuitive theoretical outcome is not always realized in practice because an increase 
in the effective wage rate can operate through two different, contradictory mechanisms, 
known to economists as the income effect and the substitution effect. 

On one hand, the higher effective wage means that an individual can work fewer hours than 
he did before receiving the credit and still retain the same income level.  This “income effect” 
induces the individual to work less and dedicate more hours to leisure.  On the other hand, 
the higher effective wage causes the relative price of leisure to increase, as the amount of 
forgone revenue associated with an extra hour of leisure increases.  This “substitution effect” 
induces the individual to work more and dedicate fewer hours to leisure. 

Therefore, the effect on work effort of policies that increase the effective wage rate, such as 
the EITC, could be ambiguous, depending on whether the income effect or the substitution 
effect dominates individuals’ reactions to the higher effective wage rate.  Studies on the 
overall effects of the EITC have shown that the credit induces large increases in the labor 
force participation rates of single women with children, but can also have the opposite effect 
for married women7. The effect on married families is based on the logic that increases in 
family income can lead to a reduction in working hours of another earner in the family or 
even their exit from the labor force. Furthermore, the effects for persons already in the labor 
force are more ambiguous, and depend on which region of the EITC design—the phase in, 
plateau or phase out range—their incomes place them8.   

Parameters of the Federal EITC 

The problem from a tax policy perspective is to design a program that will strengthen the 
substitution effect and weaken or overcome the income effect.9  The federal EITC has been 
designed with precisely these objectives in mind.  As earned income increases, taxpayers 
qualify for an increasing EITC (known as the credit’s “phase-in” range) up to a maximum 
dollar amount.  The maximum credit amount is available over a range of income (known as 
the “plateau” or “flat” range), after which the credit gradually phases down to zero (known as 
the credit’s “phase-out” range). 

7 Donald S. Kenkel, Maximilian D. Schmeiser and Carly J. Urban, Is Smoking Inferior? Evidence from Variation in 
the Earned Income Tax Credit, NBER Working Paper Series, Working Paper 20097, (National Bureau of 
Economic Research: Cambridge, MA, 2014). 
8 Maximilian D. Schmeiser, “Expanding New York’s State Earned Income Tax Credit Programme: the effect on 
work, income and poverty,” Applied Economics, 44 (2012), p. 2035-2050.  
9 See Jeffrey Liebman, “The Optimal Design of the Earned Income Tax Credit”, in Making Work Pay: The Earned 
Income Tax Credit and Its Impact on America’s Families, Bruce D. Meyer and Douglas Holtz-Eakin eds., (Russell 
Sage Foundation: New York, 2001), p. 196-233, for a discussion of policy design issues in connection with the 
EITC program. 
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Figure 1 presents the schedule for the EITC for tax year 2014.  In the phase-in region, the 
credit is phased in at a constant rate, which is 7.65 percent for taxpayers without children, 
34 percent for those with one child, 40 percent for those with two children, and 45 percent 
for those with three or more children. In the flat region, taxpayers receive the maximum 
amount of the EITC benefit. In the phase-out region, the credit is phased out at a constant 
rate: one-child families lose 15.98 percent of each dollar earned due to the lost credit, 
families with two or more children experience a 21.06 percent phase-out, and childless filers 
a 7.65 percent phase-out.  

The dotted lines in figure 1 indicate the somewhat more-generous schedule for married 
taxpayers—the Economic Growth and Tax Relief Reconciliation Act of 2001 and later 
legislation expanded the flat and phase-out regions for married couples; in 2014, the phase-
out threshold for married couples is $5,430 larger than for single filers. This expansion of the 
schedule for married couples was introduced to reduce the marriage penalties that the EITC 
creates for lower-income taxpayers. 

Figure 1 

The Hamilton Project  •  Brookings  3

Hilary Hoynes

FIGURE 11-2.

Earned Income Tax Credit Maximum Credit by Number of Children, 1985–2014

Source: Urban-Brookings Tax Policy Center 2014.
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FIGURE 11-1.

Earned Income Tax Credit Amount by Earnings Level and Number of Children, 2014

Source: Urban-Brookings Tax Policy Center 2014.
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To illustrate the mechanics of the credit, consider 

a single mother with one child earning $15,000 per year. Her earnings would 
place her in the flat region of the credit—that is, in the range of income in 
which a tax unit receives the maximum credit and in which benefits are 
neither phased in nor phased out; she would receive an EITC of $3,305. If her 
earnings were instead $20,000, she would be in the phase-out region and 
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her credit would fall by $347 to $2,958. In other words, her credit would 
equal the maximum credit minus 15.98 percent of all earnings that lie in the 
phase-out region.10 

Several things stand out when we analyze the structure of the federal EITC.  First, the value 
of the credit increases at a relatively fast rate as earnings rise, especially in the case of 
families with very low earnings. This rapid rate of increase in the amount of the credit as the 
amount of earned income rises is a strong inducement to increase work and reduce leisure. 

Second, the credit amount reaches a plateau at a certain income level and stays constant 
until the taxpayer reaches an income level that falls within the phase-out range.  This 
plateau range is an important design feature that further strengthens the substitution effect 
because, while the credit is no longer increasing, the taxpayer continues to be eligible for the 
maximum credit amount until her income reaches the statutory amount for the phase-out to 
begin.  In other words, the taxpayer is not penalized, in the form of a reduction in the credit, 
for earning an additional dollar of income.  Everything else being equal, this should be a 
strong incentive to increase the number of hours worked, at least until the taxpayer’s income 
reaches the threshold of the phase-out range. 

Third, the credit is structured to phase-out at a rate either equal to the phase-in rate, in the 
case of families with no children, or at rate equal to approximately half the phase-in rate, in 
the case of families with one or more children.  This phase-out structure weakens the 
negative income effect because the penalty, in the form of a reduction in the credit, 
associated with increasing the amount of hours worked is less than the benefits derived 
from work.  

Fourth, the total amount of the credit is a key variable in the design.  In the United States the 
EITC is designed to be a substantial wage supplement to low-income wage families.  For 
example, a family with three or more children with an annual income of $16,000 would 
qualify for an EITC of $6,143, which is equal to 4.6 times its average monthly income. 
Needless to say, this is a significant wage supplement and a strong inducement to increasing 
the amount of hours dedicated to work.  In addition, a relatively large credit amount in many 
cases helps low-income families start saving and accumulating assets for the future. 

Finally, it is worth noting that all income parameters in the phase-in, plateau and phase-out 
range are indexed for inflation, so as to avoid the effects of “bracket creep” or movement into 
a higher tax bracket as a result of an earnings increase.  The following table from the Tax 
Policy Briefing Book published by the Tax Policy Center of the Urban Institute and the 
Brookings Institution summarizes the current parameters of the federal EITC. 

10 Hoynes, supra, n. 1, at p. 2. 



7 

Figure 2 

Source: The Tax Policy Handbook, Urban Institute-Brookings Institution Tax Policy Center, 2014 

According to data from the IRS, in tax year 2011, the most recent year for which complete 
data are available, the EITC was claimed by 27.9 million low and moderate-income working 
families, which claimed total credits in the amount of $62.9 billion.  This means that almost 
20% of all tax filers received the EITC, with an average credit per claimant of $2,254.11  
Furthermore, according to the Center on Budget and Policy Priorities the EITC lifted 6.5 
million people out of poverty, including 3.3 million children during tax year 2011.12  

It is important to note, however, that there is significant variation in the amount of EITC 
claimed by recipients.  The reason for this variation is that the credit amount depends on the 
interaction among and between three different variables: the recipient’s income, marital 
status, and number of children.  Thus, during tax year 2011, recipients with no children 
received an average credit of $264; recipients with 1 child received an average credit of 
$2,199; recipients with 2 children received an average credit of $3,469; and recipients with 

11 Internal Revenue Service, Statistics of Income Tax Year 2011, Individual Tax Returns Publication 1304, Table 
2.5. 
12 Center on Budget and Policy Priorities, Policy Basics: The Earned Income Tax Credit, (Center on Budget and 
Policy Priorities: Washington, DC, 2014).  http://www.cbpp.org/cms/?fa=view&id=2506 



 8 

3 or more children received an average credit of $3,750.13  It must also be noted that twenty-
six states, New York City and Montgomery County in Maryland, have created EITCs, which 
build on the federal credit—usually calculated as a percentage of the federal credit 
awarded—and in most cases are also refundable14. 
 
Notwithstanding its complexity, the effectiveness of the federal EITC in promoting work, 
reducing participation in welfare programs, and alleviating poverty has been confirmed by 
numerous studies. 
 
Encouraging Work 
 
The empirical research over the last decade and a half provides robust evidence that the 
EITC increases the work effort of its recipients, especially among single mothers.   
 
For example, in 2001, Meyer and Rosenbaum found that a 10 percent increase in the EITC 
leads to a 6.9 percent increase in employment rates.  They also concluded that the EITC 
explained more than half of the increase in the weekly and annual employment of single 
mothers relative to single women without children.15 
 
These findings were confirmed by Jeffrey Grogger, economist at the University of Chicago, 
who found that “the EITC expansions [during the 1990s] had substantial effects on the 
welfare participation rate. They reduced welfare participation by 6.5 percent relative to its 
1993 peak. Thus, they accounted for over 10 percent of the 1993-1999 decline.”16 
Furthermore, in a separate paper he concluded “The EITC may be the most important policy 
measure for explaining the rise in work and earnings among female-headed families in 
recent years.”17 
 
Using a different methodology, Hotz, Mullin, and Scholz found that an EITC increase of 
$400, increased rates of employment by 3.4 percentage points for families with two children 
relative to families with one child.  They also concluded that “the differential EITC expansion 
[between 1991 and 2000] accounted for 11.8 percent of the average increase in 

                                                
13 Hoynes, supra, n. 1, at p. 4. 
14 See Center on Budget and Policy Priorities, Policy Basics: The Earned Income Tax Credit, supra, n. 12.  
15 See Bruce D. Meyer and Dan T. Rosenbaum, “Making Single Mothers Work: Recent Tax and Welfare Policy and 
its Effects,” in Bruce D. Meyer and Douglas Holtz-Eakin, eds., Making Work Pay: The Earned Income Tax Credit 
and Its Impact on America’s Families (Russell Sage Foundation: New York, 2001), p. 69-115 and Bruce D. Meyer 
and Dan T. Rosenbaum, “Welfare, The Earned Income Tax Credit, and the Labor Supply of Single Mothers,” 
Quarterly Journal of Economics, Vol. 116, No. 3, August 2001, p. 1063- 2014. 
16 Jeffrey Grogger, Welfare Transitions in the 1990s: The Economy, Welfare Policy, and the EITC, NBER Working 
Paper 9472, (National Bureau of Economic Research: Cambridge, MA, 2003), p. 22.  
17 Jeffrey Grogger, The Effects of Time Limits and Other Policy Changes on Welfare Use, Work, and Income 
Among Female-Headed Families, NBER Working Paper 8153, (National Bureau of Economic Research: 
Cambridge, MA, 2001), p. 37. 
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employment” among families with two or more children.  In their opinion, “for those out of 
the labor market, the EITC provides an unambiguous, positive incentive to work.” 18 
 
Perhaps more important, and contrary to popular belief, Dahl, DeLeire, and Schwabish, 
found “no evidence that the single mothers who were induced to take jobs as a result of the 
EITC expansions that occurred between 1994 and 1996 took ‘dead-end’ jobs.  If anything, 
these women exhibit larger increases in earnings growth than other similar women.”19 
 
Finally, while there is some evidence that workers may reduce their work effort when the 
EITC’s benefits phase down as a family’s income rises above certain levels, “much of the 
research shows the EITC has a powerful effect in inducing many more workers to enter the 
labor force and go to work.”20This is an indication that the credit, in general terms, provides 
the right incentive structure not only to enter into the workforce but also to increase work 
hours.  
 
Poverty Reduction  
 
The EITC reduces poverty in two ways: (1) by encouraging work and (2) by supplementing 
the wages of low-paid poor or near-poor workers with a refundable credit.  
 
By most measures, the EITC has become the core of the American social safety net.  As of 
2011 it reached 28 million tax filers at a cost in excess of $62 billion.  To put this figure in 
perspective, we note that from 1995 to 2009, the EITC distributed more funds to recipients 
than the Supplemental Nutrition Assistance Program (“SNAP”, formerly known as “Food 
Stamps”), and by 2001, the EITC distributed more funds than the Temporary Assistance to 
Needy Families (“TANF”), which substituted the Aid to Families with Dependent Children 
(“AFDC”) entitlement program in 1996 when the Clinton administration “ended welfare as 
we know it”.21 
 
The impact of the EITC on the income distribution is one of the most important effects of the 
tax credit.  In 2007, Bruce Meyer calculated that the EITC helped raise over the poverty 
threshold 14% of poor families, 10% of all poor people, and 16% of all poor children under 
18.22 More recently, Chetty, Friedman, and Saez found that during the 1996-2009 period 

                                                
18 V. Joseph Hotz, Charles H. Mullin, and John Karl Scholz, Examining the Effect of the Earned Income Tax Credit 
on the Labor Market Participation of Families on Welfare, NBER Working Paper 11968, (National Bureau of 
Economic Research: Cambridge, MA, 2006), p. 42. 
19 Molly Dahl, Thomas DeLeire, and Jonathan Schwabish, Stepping Stone or Dead End? The Effect of the EITC on 
Earnings Growth, Institute for the Study of Labor, Discussion Paper No. 4146, (Bonn, Germany, 2009), p. 19. 
20 Chuck Marr, Chye-Ching Huang, and Arloc Sherman, Earned Income Tax Credit Promotes Work, Encourages 
Children at School, Research Finds, (Center on Budget and Policy Priorities: Washington, DC, 2014), p. 4. 
21 Greene, supra, n. 2, at p. 520 
22 Bruce D. Meyer, “The Effects of the Earned Income Tax Credit and Recent Reforms” in Tax Policy and the 
Economy, Volume 24, Jeffrey R. Brown, ed., (University of Chicago Press, 2010), p. 160. 
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the “fraction of EITC-eligible wage earners below the poverty line falls from 31.3% to 21.4%” 
when taking into account the effects of the EITC.23 
 
There is also some evidence that the EITC has positive effects on social mobility.  According 
to a study by Dowd and Horowitz, only 11% of those claiming the EITC in 1990 and in the 
third decile of income were in the same decile in 2003.24  
 
Finally, the Center on Budget and Policy Priorities estimates that the EITC lifted about 6.5 
million out of poverty in 2012, including about 3.3 million children.  Furthermore, the CBPP 
estimates that “the number of poor children would have been one-quarter higher without 
the EITC.”25 
 
Therefore, and notwithstanding the lack of clear Congressional intent at the time of its 
enactment, we can confidently and wholeheartedly agree with Raj Chetty, economist at 
Harvard University, when he states that “we find clear evidence that the EITC has 
significantly reduced poverty rates and income inequality…the program is pulling up the 
lower end of the income distribution.”26 
 
Other Effects of the EITC 
 
In addition to its effects on labor force participation and poverty reduction, recently some 
scholars have undertaken the task of identifying or isolating other potential positive effects 
of the EITC.   
 
Some of the most intriguing, although somewhat tentative due to methodological 
constraints, are the findings of a study by Chetty, Friedman, and Rockoff, who found a 
significant relationship between the EITC and student test scores.  According to Chetty et. al., 
“each $1,000 in tax credit increases student test scores by 6–9% of a standard deviation 
(SD). These effects are larger in math (9.3%) than in reading (6.2%) and are larger for 
students in middle school (8.5%) than in elementary school (7.3%). The size of these data 
results in standard errors on the order of 0.5% of a standard deviation, and so all of these 
differences are highly statistically significant.”27  
 
Second, they find “that scores have substantial impacts on a broad range of outcomes. A 1 
SD improvement in scores in a single grade raises the probability of college attendance at 
age 20 by about 5 percentage points, relative to a sample mean of 37%. Improvements in 

                                                
23 Raj Chetty, John N. Friedman, and Emmanuel Saez, Using Differences in Knowledge Across Neighborhoods to 
Uncover the Impact of the EITC on Earnings, NBER Working Paper 18232, (National Bureau of Economic 
Research: Cambridge, MA, 2012), p. 4. 
24 Tim Dowd and John B. Horowitz, “Income Mobility and the Earned Income Tax Credit: Short-Term Safety Net 
or Long-Term Support” in Public Finance Review, Vol. 39, No. 5, September 2011, p. 619-652. 
25 Center on Budget and Policy Priorities, supra, n. 12, at p. 3. 
26 Sabrina Tavernise, “Antipoverty Program Offers Relief, Though Often Temporary” in The New York Times, 
April 17, 2012. 
27 Raj Chetty, John N. Friedman, and Jonah Rockoff, “New Evidence on the Long-Term Impacts of Tax Credits,” 
Statistics of Income Paper Series, November 2011. 
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scores also raise the quality of the colleges that students attend, as measured by the average 
earnings of previous graduates of that college.”28    
 
Finally, when they combine the estimates of the impacts of tax credits on test scores and of 
test scores on earnings, they “find that each dollar of income through tax credits increases 
net present value (NPV) earnings by more than $1. These results suggest that a substantial 
fraction of the cost of tax credits may be offset by earnings gains in the long run. Hence, 
when analyzing the costs and benefits of policies such as the Earned Income or Child Tax 
Credit, policy makers should carefully consider the potential impacts of these programs on 
future generations.”29 The authors, however, are not quite sure as to the mechanism through 
which an increase in tax credits improves student performance.  Yet, they do stress that “tax 
policy could have substantial long-term impacts and that future research should focus on 
analyzing these issues further.”30   
 
Other research, based mostly on interviews with EITC recipients, shows that many recipients 
use their EITC refunds to make the kinds of investments—paying off debt, open a savings 
account, purchase a car, increasing education, and securing decent housing—that enhance 
economic security and promote economic opportunity.  Although these studies are based on 
fairly small samples of recipients, and thus cannot be used to draw broad-based conclusions, 
they do provide a useful perspective from the point of view of EITC recipients about their 
assessment of the program and their behavioral responses to the incentive structure 
anchored in the EITC.  
 
For example, a study conducted in 2007 by the National Poverty Center (“NPC”) based on 
in-depth interviews with 194 African-American, Latino and White parents who received 
EITC refunds of at least $1,000, found that 39.2% saved at least a portion of their refund; 
29.9% used the EITC to pay old debts; 27.3% dedicated at least a portion of the credit to 
purchase or repair a car; and perhaps most surprisingly, 22% said they would buy 
“groceries” with the refund, a clear “indication that many of our families were living on the 
economic edge and having trouble covering basic necessities month to month.”31  Therefore, 
at least for these families, the EITC is clearly an integral part of the social safety net. 
 
These findings are largely corroborated by Greene’s study of 115 EITC recipients in Boston 
and 79 in the Champaign-Urbana area in Illinois.  According to Greene, many of the families 
participating in her study used the EITC refund as a cushion against “unexpected shock 
events” such as “changes in medical or disability status (relating to both physical and mental 
health issues), complications from pregnancy or birth of a child, changes in employment 
status, relationship issues (including domestic violence, divorce, and separation), death of a 
family member, incarceration of a partner, family network breakdown or burden, being the 

                                                
28 Id. 
29 Id. 
30 Id. at p. 31. 
31 Ruby Mendenhall, Kathryn Edin, Susan Crowley, Jennifer Sykes, Laura Tach, Katrin Kriz, and Jeffrey R. Kling, 
The Role of Earned Income Tax Credit in the Budgets of Low-Income Families, National Poverty Center Working 
Papers #10-05, June 2010.  
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victim of a crime, car repairs, home repairs, loss of housing, public assistance issues, loss of 
child support, and banking issues.”32 
 
Finally, the psychological effects of the EITC should not be underestimated, especially in 
light of recent findings in the field of behavioral economics.  Both the NPC and Greene’s 
studies found significant positive effects on the self-esteem of EITC recipients.  Participants 
in both studies indicated that they preferred the EITC to “being on welfare” and words such 
as “feeling like a real American, taxpayer, earner, and hard-worker” were common in the 
“narratives that respondents invoked when describing themselves as wage-earning EITC 
recipients.”33   
 
Both studies also report that EITC recipients felt no social stigma associated with receiving 
the EITC as they felt they had rightly earned it through their own work.  In addition, some 
recipients reported a greater sense of “social inclusion” due to the fact that the EITC is 
administered by the IRS and “therefore, families do not have to endure the long wait in often 
run-down welfare offices to receive the EITC.”34  Nor do they, may we add, have to face the 
continuous scrutiny of government oversight over personal and financial decisions. 
 
Finally, Mendenhall et. al., conclude that “In-depth qualitative analysis of respondent 
narratives also suggests that even among those who do not report devoting much of their 
refund to savings and asset building in a given year, anticipation of the refund over multiple 
years often builds a strong sense of future orientation. By recipients’ accounts, this 
anticipation forms the basis of asset accumulation goals, i.e., aspirations that might be the 
first step toward future mobility.”35 
 
Caveats 
 
Despite its obvious benefits, the EITC, just like any other social policy program, is not perfect 
and has been subject to criticism.  In the case of the EITC this criticism is based, principally, 
on three grounds.   
 
First, some critics, and even some supporters, claim the structure of the program is unduly 
complicated.  This criticism is largely true.  The EITC is complex and difficult to administer 
and enforce.  Furthermore, several studies have concluded that “the marginal incentive 
structure of the EITC is not well understood by eligible tax filers…very few recipients know 
whether working more would increase or reduce their EITC amount.”36 There is no obvious 
solution to the complexity issue because the complexity of the EITC program arises precisely 
because of the incentive structure it is designed to create.  Perhaps better outreach efforts by 
the IRS, non-profit tax preparers, and advocacy groups could ameliorate this issue. 

                                                
32 Greene, supra, n. 2, at p. 544-545. 
33 Id. at p. 539-540. 
34 Mendenhall, et. al., supra, n. 31, at p. 36. 
35 Id.  
36 Raj Chetty and Emmanuel Saez, “Teaching the Tax Code: Earnings Responses to an Experiment with EITC 
Recipients” in American Economic Journal: Applied Economics 2013, Vol. 5, No. 1, January 2013, p. 1-31. 
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Second, “in 2011, the GAO reported that about $17 billion EITC claims were paid in error in 
tax year 2010.  The reasons for the high level of improper payment included high turnover 
of eligibility, confusion among eligible claimants, and the complexity of the law.”37 Some 
conservative critics of the EITC have latched on to the relatively high rate of improper 
payments to claim that the program is being “gamed” by some recipients.  However, most of 
the evidence points to plain old lack of understanding about how the program works.  Again, 
this problem could be addressed by simplifying the tax schedule to claim the credit, better 
outreach efforts by the IRS and the training of more non-profit tax preparers. 
 
Finally, some critics have suggested that payment of the credit in the form of a once a year 
lump sum means that many poor and low-income families have to live under chronic 
financial stress during most of the year until they get their refund, especially when they 
suffer one of those “unexpected shock events” chronicled by Greene.  Some scholars have 
suggested amending the EITC so it is disbursed monthly over the year or to require 
recipients to deposit a portion of their refund to a low-cost savings account so as to allow 
recipients to have some resources to tide over these unexpected shocks. 
 
However, many recipients, or least those who participated in the Mendenhall study, 
 

voiced a strong preference for the lump payment over a monthly 
disbursement (though this does not tell us what they would do if that option 
were actually the default, and they had to initiate a process to claim the EITC 
as a lump sum). Many emphatically stated that they preferred to have the 
government hold the money until tax time because it allowed them to 
accumulate a significant amount of money that could be used for large 
purchases like appliances or cars. Some gave credence to this claim by 
purposely adding to their refund by claiming no exemptions. The sense of 
futility families may have felt when looking at their paychecks seems to have 
been relieved by the thought that some of the money was going toward a 
nest egg, a pot of money they can actually make decisions about and not 
merely pay bills with.38   

 
Thus, this appears to be yet another one of those instances in which the behavior of actual 
living human beings contradicts the prescriptions of neoclassical economics.  In this case, we 
suggest listening to the recipients, to what they say works for them, and leaving good 
enough alone.  
 
Brief History of the EITC in Puerto Rico  
 
The federal EITC is generally not applicable to residents of Puerto Rico, depriving 
policymakers in Puerto Rico of an important social policy tool in the fight against poverty 
and unemployment.  To remedy this situation, the Center for the New Economy (“CNE”) 
                                                
37 Maag and Carasso, supra, n. 5. 
38 Mendenhall, et. al., supra, n. 31, at p. 34. 
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commissioned a study in 2003 that recommended the creation of a local EITC applicable to 
Puerto Rico residents who are otherwise precluded from claiming the federal EITC.39   
The Center’s advocacy paid off with the enactment of the 2006 Puerto Rico tax reform law, 
which created a Puerto Rico EITC, among other things.  In our view, this was a significant 
step in the process of renewing and updating social welfare policy in Puerto Rico.  However, 
the Puerto Rico EITC, as originally enacted, had several design defects that limited its 
effectiveness as a social welfare policy tool. Specifically, the phase-out rate was higher than 
the phase-in rate—when it should be the opposite—and the amount of the maximum credit 
was too low. 
 
Some of these concerns were addressed when the Puerto Rico EITC was expanded as part of 
another tax reform bill enacted in 2011.  Interestingly, and much like in the United States, 
politicians from all political persuasions supported Puerto Rico’s EITC.  Even though the 
maximum credit was still relatively low at $450, data from the Puerto Rico Treasury 
Department shows that during tax year 2012 some 469,258 Puerto Rican tax filers claimed 
Earned Income Tax Credits in an aggregate amount of $124,304,299.40  Unfortunately, the 
Puerto Rico EITC was eliminated to generate savings for the fiscal year 2015 budget. 
 
Conclusion 
 
The federal EITC is the most effective anti-poverty program in the United States.  Recent 
research also shows that it encourages work, promotes savings, helps poor families smooth 
out the effect of unexpected financial shocks, and builds a strong sense of future orientation 
among recipients.   
 
The elimination of the Puerto Rico EITC was ill advised and a serious policy mistake.  
Although the program’s effects were never carefully analyzed, policymakers took a rash 
decision based solely on the program’s price tag. This action generated a significant policy 
setback and dismissed the potential that an improved version of the credit could have had 
on the socioeconomic prospects of families and individuals aiming to make inroads into the 
formal economy. 
 
We at the Center for a New Economy will continue to advocate for the reinstatement of the 
Puerto Rico EITC.  That is, just like Ulysses in Alfred, Lord Tennyson’s poem, we will continue 
“to strive, to seek, to find, and not to yield” on this issue. 

                                                
39 Maria Enchautegui, Reaping the Benefits of Work: A Tax Credit for Low-Income Working Families in Puerto 
Rico, (Center for the New Economy: San Juan, PR), October 2003. 
40 It must be noted that interactions among and between the Puerto Rico EITC and other provisions of the Puerto 
Rico Tax Code were not carefully considered throughout the legislative process.  Therefore, these unexamined 
interactions allowed certain taxpayers to accidentally qualify for and claim the Puerto Rico EITC. 
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Executive Summary 
Puerto Rico’s lawmakers enacted a work tax credit (WC) in 2006 to offset the regressive nature of the 

commonwealth’s sales and use taxes that were established in that same year. In addition to helping 

offset sales tax regressivity, refundable tax credits tied to work such as the WC have been found to 

reduce hardship and stimulate employment among low wage workers. In 2013, the WC delivered 

benefits to 45 percent of all tax filers at a cost of $124 million. In 2014, as Puerto Rico slid into its 

deepest fiscal crisis in recent history, lawmakers eliminated the credit. Cost-saving measures to solve 

the fiscal crisis trumped thoughtful analysis of how the WC program worked, how it could be improved, 

and how it relates to other to broader economic goals.  

This study assesses the experience with the WC that was in effect from 2007 to 2013 and suggests 

elements for a possible redesign that are consistent with the goals of rewarding and stimulating work, 

reducing hardship, strengthening the tax base and offsetting regressivity. Recommendations for a 

redesigned WC tax program included in this report are the first step in crafting a tax credit that 

supports Puerto Rico’s working families. The main findings and recommendations of this report are the 

following:  

 The employment level of Puerto Rican households is low; only 54 percent of Puerto Rican 

households had workers with wages between 2010 and 2012. 

 Among households with dependent children and working-age heads, 30 percent had incomes 

between $10,000 and $25,000; and among those with wages, 29 percent received benefits 

from the Nutritional Assistance Program.  

 The share of income taxes paid by families with incomes under $30,000 dropped from 23 

percent in 2000 to 3 percent in 2012. The average income tax bill for these units was $81 in 

2012.  

 The WC brought families into the tax system. In the year it was introduced, the number of tax 

units within the income limits of the WC grew by 6 percent—more than the growth in tax filing 

units with higher income.  

 Because of its small amount—$450 at its maximum—the WC made only a small dent in raising 

the earnings of families, but because of its broad coverage, many people received the credit. In 

2012, 469,258 tax returns, or 45 percent of all tax returns, claimed the WC.  
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 As stated in the law that created the WC, the credit was “similar to the earned income tax credit 

[EITC] in the United States.” However, on closer inspection, the credits were quite different. 

One notable difference between Puerto Rico’s WC and the federal EITC is that Puerto Rico’s 

income eligibility limits were based on individual earnings whereas the federal credit was based 

on tax-unit earnings. In addition, contrary to the federal EITC, the WC did not differentiate 

among claimants by filing status, presence of dependents, or age of the tax filers.  

 Although two minimum wage increases and various changes in the credit amount occurred 

after the introduction of the WC, the income level at which the credit reached its maximum 

remained at $10,000 for the seven years the program was in existence. 

 A family-centered work tax credit program that targets families with children, headed by 

working-age persons, with income eligibility limits between $7,500 and $25,000 could benefit 

working families. This design is consistent with the goals of rewarding and encouraging work 

and offsetting sales tax regressivity. Although tax units identical to those that will claim the 

credit cannot be re-created with the available data, it is estimated that this redesigned credit 

could benefit from 119,000 to 128,000 families. 

 If such a credit reaches it maximum at incomes between $15,000 and $16,000, simulations with 

phase-in rates of 4 to 12 percent of income show that the cost of the program would be 

between $60 million and $278 million, depending on the rate at which the credit reaches it 

maximum and the rate at which it declines after reaching the maximum. 

 Any WC program enacted should incorporate flexibility in its design and application to 

accommodate changing fiscal circumstances, expansion to additional population groups, or 

expansion of benefits. 

 Tax reform discussions in Puerto Rico point toward adoption of a value-added tax, elimination 

of income taxes for the vast majority of Puerto Ricans, and refunding at least part of the value-

added tax to certain families. Enactment of a tax reform with these features does not render 

mute the WC because this credit does more than offsetting consumption tax regressivity. It 

reduces hardship, promotes employment and lightens the tax burden of payroll taxes on low 

and middle income working families. 

 In a value-added tax system with refunds and limited income taxes, policy makers would have 

to design mechanisms to deliver the WC to qualifying families. Possible mechanisms are: (1) 

payroll checks; (2) simplified income tax returns; (3) the system Puerto Rico’s government 

 V I  E X E C U T I V E  S U M M A R Y  
 



utilized to implement in the Making Work Pay program in 2009 and 2010; and (4) a new refund 

mechanism that might be developed under a value-added tax system.
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A Work Tax Credit That Supports 
Puerto Rico’s Working Families 

Introduction 

Through the decades, Puerto Rican families have struggled to make ends meet. In 2000, half of all 

Puerto Rican households lived in poverty. Since 2005, poverty rates have fluctuated between 45 and 46 

percent.1 Consistently, over the past three decades, about a third of Puerto Rico’s population has 

received benefits from the Nutritional Assistance Program (NAP).  

The economic difficulties of Puerto Rican families have intensified during the past decade, 

particularly after 2007, as payroll employment declined and the fiscal situation of the government 

deteriorated. Currently, Puerto Rico is confronting its deepest and longest economic downturn since 

World War II. Thousands have left the island in search of economic opportunity elsewhere.  

The government of Puerto Rico has made efforts to lighten the load of working families through tax 

credits and deductions. Between 2002 and 2010, the credit for salaried taxpayers (crédito para 

contribuyentes asalariados) eliminated the income tax liability of tax units whose only income were 

wages and salaries and with adjusted gross income up to $10,000. This credit was eliminated in 2011 

and replaced by the special deduction for certain individuals (deducción especial para ciertos 

individuos), which effectively eliminated the tax liability of tax units with adjusted gross income (AGI) of 

up to $20,000.2 Another example is the Work Credit (WC) which was in place from 2007 to 2013. 

The WC is a version of the federal earned income tax credit (EITC) designed by Puerto Rico’s 

legislature. In 2013, the WC provided a refundable credit to workers with wages of up to $27,500. 

Workers with wages of $10,000 could claim the maximum amount of $450. In 2012, $124 million in 

credits was awarded, the overwhelming majority as refunds. The WC was eliminated in 2014 as Puerto 

Rico’s government looked to generate more tax revenue to confront the fiscal crisis. 

At the federal level, the EITC has been effective in reducing hardship and stimulating work among 

lower-income people (Eissa and Hoynes 2006; Greenstein 2005; Marxuach and Lamba-Nieves 2014; 

Meyer 2002).3 As an example of the benefits of this credit, in 2013 a family with two qualifying children 

could receive a tax credit of up to $5,372 if it met the income eligibility limits. The credit is fully 

refundable: any excess beyond a family’s income tax liability is paid as a tax refund. At its inception as a 
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temporary credit through the Tax Reduction Act of 1975, the EITC was seen as a way to offset the 

burden of payroll taxes on low-income families (Holt 2006). Residents of Puerto Rico pay Social Security 

and Medicare payroll taxes but do not pay federal income taxes on Puerto Rico source income and 

therefore cannot claim the federal EITC.  

Although in the short run the WC may have appeared to exacerbate the fiscal crisis, it is consistent 

with long-standing government economic goals, such as strengthening the tax base, promoting 

employment, and reducing informal labor-market activity. The WC has been a salve to lower- and 

middle-income families when employment conditions deteriorate and become more unstable. It helps 

reduce the regressivity of sales taxes and the burden of payroll taxes on low- and middle-income 

families. In addition, the WC puts money in the pockets of these families, where it will generate 

spending and stimulate economic activity.  

Besides the benefits the WC can bring to families and its short-run spending effect, it can advance 

other policy objectives of the government of Puerto Rico. The WC encourages people to file income 

taxes, thereby bringing more people into the pool of filers in a fiscal system noted for tax evasion 

(Toledo and Camacho 2001). It may also be a useful strategy to reduce the informal economy (CB 

Online Staff 2014; Enchautegui 2007). The WC can stimulate formal employment because to claim the 

credit, workers must show evidence of income. Finally, in an economy with low employment and high 

dependence on government assistance, the WC can stimulate work and reduce dependence on 

government aid. A 2003 study concluded that a WC that would increase the effective wage rate by 15 

percent could increase the labor force participation rate by 1 percentage point, not a small effect given 

that Puerto Rico’s labor force participation rate has been declining for more than three decades 

(Enchautegui 2004). Even in an economy with a labor surplus, like that of Puerto Rico, the WC can act 

on the margin to make employment more attractive. In short, the WC sends the message that Puerto 

Rico values work, and the value of work is compensated through a refundable tax credit.  

This document analyzes the experience with the WC in the context of the economic and 

demographic characteristics of Puerto Rican households and the tax burden of low- and middle-income 

tax units. It discusses the main elements of a possible WC redesign that gives a respite to working 

families and is consistent with long-term economic goals, while at the same time being responsive to the 

critical fiscal situation confronting Puerto Rico. It also inserts the WC within the tax reform currently 

being discussed in Puerto Rico.  

The analysis demonstrates that the WC program implemented in Puerto Rico between 2007 and 

2013 provided a small benefit to families but reached a broad swath of the population. At its maximum 
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amount, the WC represented only 5 percent of a family’s income. However, its broad coverage resulted 

in 45 percent of all tax-filing units claiming the credit, including claims by high-income families.  

After analyzing the 2007–13 experience with the WC, the income of Puerto Rican households, and 

the tax burden of low- and middle-income families, this report suggests a redesign of the WC that is 

centered on providing relief to families with children and with a demonstrated work commitment. Such 

a redesign could be seen as a first step toward a new WC program that could be expanded in later years 

to include other working groups. 

Data and Approach 

The data used in this analysis come from the Puerto Rico Community Survey (PRCS) three-year 

estimates for 2010–12. The three-year PRCS provides large sample sizes, thus allowing for a more 

precise focus on segments of the population and those within certain income groups. These data are 

weighted to represent the average economic and demographic characteristics during the effective 

years. This analysis also uses published data from the Puerto Rico Department of the Treasury 

(Departamento de Hacienda). The department publishes tables with yearly data on the tax liability,4 

number of tax filers, and net income subject to taxes by AGI. It also publishes data on WC claims and 

dollar amount of the claims. The most recent data available as of the writing of this paper were for the 

2012 tax year.  

Given the possibility that some wage income is underreported in the PRCS, this analysis also 

presents wage data from the Occupational Employment Survey (OES), a survey of employers about 

wages and workers by occupation. This survey is conducted under a cooperative agreement of states 

and territories with the US Bureau of Labor Statistics.  

The PRCS and published Department of the Treasury data have limitations. For instance, household 

and tax units are not the same, and the tax data cannot be cross-tabulated to obtain more information 

about taxpayers. Despite these limitations, the data can inform the analysis of Puerto Rico’s experience 

with the WC and aid in suggesting a possible redesign.  

Economic and demographic characteristics of households are examined in this paper, as are data 

about the number of WC tax filers, the amount claimed, and the taxes paid by low- and middle-income 

families. The approach followed is to identify patterns on the basis of tax filers’ household income and 

demographic characteristics that highlight the weaknesses and strengths of the WC between 2007 and 

2012 and inform a possible redesign of the program to better achieve its goals.  
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The paper describes the main elements that a WC should include and gives examples of possible 

designs with their estimated effects on government revenues.  

Economic and Demographic Characteristics of  
Puerto Rican Households 

To provide context to the WC program, I begin by examining the income levels and demographic 

characteristics of Puerto Rican households (see table 1).  

The average number of households between 2010 and 2012 was 1.2 million, with an average of 2.6 

persons per household. A person under the age of 65 headed almost three-quarters (72 percent) of all 

households. Married couples and female-headed families accounted for 65 percent of all households.  

The income of Puerto Rican households is low, especially wage income, and the poverty rate is high. 

The household poverty rate using the federal guidelines was 45 percent in the period under study. The 

median income was $19,000, and the median wage income was $2,373. The reason the income of 

Puerto Rican families is so low—wage income, in particular—is that 46 percent of households do not 

have wage and salary workers, reflecting the employment problem in Puerto Rico and highlighting the 

potential that policies such as the WC could have to stimulate employment.  

Puerto Rican households are concentrated at very low levels of income. Three-quarters of 

households have incomes below $38,000. This fact provides a glimpse of possible income bands for a 

work credit. Even a relatively low income limit of $30,000 would cover a significant share of households 

and tax-filing units. The balance between the income limits for a work credit and its fiscal impact is 

delicate and one that affects the work credit’s feasibility. 

An important factor in determining tax owed is the number of dependents or qualifying children. 

The Puerto Rican tax code is quite liberal in its definition of dependents. A person can be claimed as a 

dependent child if the tax filer provides half or more of that person’s support and the dependent is 

under age 21. A person can be claimed as a dependent up to age 25 if he or she is attending school and 

the tax filer provides at least half that person’s support. A qualifying child need not be the biological or 

adopted child of the tax filer nor must he or she reside with the taxpayer. A dependent’s income 

normally must be below $2,500, but it can be up to $7,500 if the dependent is a college student and the 

child of the head of the household. Parents of the tax filer, elderly persons, and adults with disabilities 

can also be claimed as dependents if the 50 percent support condition is met. 
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I approximated the definition of dependents as it concerned children under 21 or students up to age 

25 at the household level, finding that 36 percent of all households are headed by a working-age person 

and have resident dependents.5 By further limiting the definition to those with wage and salary income, 

I found that only 26 percent fall into this category. 

TABLE 1 

Economic and Demographic Characteristics of Households 

Puerto Rico, 2010–12 

 
Number of 
households 

Percent of all 
households 

Number of households 1,239,115  

Demographic characteristics   

Average number of persons per household 2.6   
Number of households headed by person age 64 or younger  891,107 72 
Number of married couple households  513,493 41 
Number of female householders, family, not living alone 302,137 24 
Number of households with dependent children (ages 0–21 or age 26 if in 
school), household head under age 65 

445,668 36 

Economic characteristics   

25th percentile household income ($) 8,400  
Median household income ($) 19,000  
75th percentile household income ($) 37,755  
Median household wage income, all households ($) 2,373  
Percent under the federal poverty level   45 
Number of households with no wage workers  564,822 46 
Number of households with dependent children and with wage and salary 
income, household head under age 65 

325,980 26 

Median income ($) 31,153  

Sources: Tabulations by the author based on PRCS three-year data 2010–12. PRCS downloaded from IPUMS database (Ruggles 

et al. 2010). 

Only households with wage income may benefit from the WC, therefore, figure 1 shows the 

distribution of households with dependents that are headed by a working-age individual, according to 

total annual income. Among these households, 48 percent have incomes at or below $30,000. The bulk 

(30 percent) have annual wages between $10,000 and $25,000, suggesting this income range as 

important in the WC design.  
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FIGURE 1 

Distribution of Households with Dependent Children by Annual Income  
Head of household under age 65, Puerto Rico, 2010–12  

 

Sources: Tabulations by the author based on PRCS three-year data 2010–12. PRCS downloaded from IPUMS database (Ruggles 

et al. 2010). 

Note: Only wages and salaries greater than $100 are shown.  

Not all the income shown in figure 1 comes from wages. Figure 2 shows income sources for 

households with dependents, a working-age head, and a wage income. The data points correspond to 

the percentage of households with the specified type of income. Figure 2 also lists the mean income for 

each source for all households, not only those that receive the income source.  

Because this analysis is restricted to households with workers, 100 percent of these households 

receive wages, and the figure shows only the other sources of income. The average household in this 

group earned $36,422 in annual wages.  

The high percentage with Social Security income (12 percent) stands out, given that these figures 

exclude households headed by elderly persons. The average household, including those with and 

without Social Security, received an annual amount of $1,119 in Social Security payments. This Social 

Security income is likely from Social Security Disability Insurance, which is quite widespread in Puerto 

Rico (Burtless and Sotomayor 2006). Also notable is the high share of families reporting “other” 

income—24 percent—with an average of $1,320. No further information is available on what these 
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other sources of income are, but they could include child support payments, unemployment insurance, 

transfers from family members, and emergency assistance from the government. 

FIGURE 2 

Share with Income Source and Mean Income by Source  

Households with dependent children, head of household under 65, with wage income, Puerto Rico, 2010–12 

 

Sources: Tabulations by the author based on PRCS three-year data 2010–12. PRCS downloaded from IPUMS database (Ruggles 

et al. 2010). 

Note: Mean income by source is calculated on all households—with and without the specified income source. NAP refers to 

Nutritional Assistance Program. NAP has no income amount.  

As shown in figure 2, 29 percent of households headed by a nonelderly worker, with dependent 

children, and some wage income receive NAP assistance, showing the high reliance on such assistance 

even by households with workers. NAP is the largest government assistance program in Puerto Rico. It 

is implemented under the block grant for Nutrition Assistance for Puerto Rico from the US Department 

of Agriculture and is similar, although not identical, to the Supplemental Nutritional Assistance Program 

in the United States. In 2013, the block grant amount was $2 billion. The amount received by 

households is not available in the PRCS and is not part of the household income reported in figure 2.  

To provide an idea of the benefits families could receive from NAP, table 2 shows the benefits for 

different family sizes and income limits. The monthly income amounts were multiplied by 12 to show 

annual income, but program eligibility is determined on a monthly income basis. A family of four could 

29% 

24%, $1,320 

12%, $1,119 

8%, $1,679 

3%, $81 

4%, $523 

2%, $506 

NAP

Other

Social Security

Bussiness

Public Assistance

Retirement

Investment/Rental

A  W O R K  T A X  C R E D I T  T H A T  S U P P O R T S  P U E R T O  R I C O ’ S  W O R K I N G  F A M I L I E S  7   
 



receive NAP as long as its annual income remained no higher than $8,556. The maximum benefit 

amount for such a family is $4,920, and if the family’s income was $8,556, the benefits would be $2,364.  

The extent to which NAP may be producing disincentives to work has not been rigorously 

examined. No appropriate data to answer this question are available. But the high reliance on NAP 

benefits makes evident the need for programs such as the WC, which increase the relative value of 

work.  

TABLE 2 

Income Eligibility and Benefits under the Nutritional Assistance Program 

Puerto Rico, 2013  

Household size 
Maximum income 
level ($ per year) 

Maximum 
benefits ($ per 

year) 

Benefits at 
maximum income 

($ per year) 

1 2,796  1,344 516 

2 5,592 2,592 924 

3 7,188 3,780 1,632 

4 8,556 4,920 2,364 

5 9,912 5,988 3,024 

6 11,316 7,188 3,804 

7 12,708 8,148 4,344 
 

Sources: Benefits.gov, Nutrition Assistance for Puerto Rico, http://www.benefits.gov/benefits/benefit-details/363, and benefit 

tables provided by Puerto Rico’s Department of the Family to the Center for a New Economy. 

Incomes in the PRCS are self-reported, raising the possibility that some income, especially from 

informal work, may be underreported. The informal economy has preoccupied Puerto Rican 

policymakers for a long time and was part of the motivation for establishing a sales tax in 2006.6 Table 3 

shows mean hourly wages and annual wages reported by employers in the OES, a mailed employer 

survey conducted twice a year (in May and November) to collect information on number of workers by 

occupation and pay. These data are collected for wage and salaried workers in nonfarm occupations. 

The self-employed are excluded from the survey. The sample frame is the Quarterly Census of 

Employment and Wages, where employers report quarterly employment and unemployment insurance 

payments. In 2011, the sample size was 2,857 (Departamento del Trabajo y Recursos Humanos 2011). 

Table 3 shows data for May 2010 through 2013.  
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The mean hourly wage for all occupations was between $12.93 and $13.13, and mean annual wages 

were approximately $27,000. For comparison purposes, table 3 also shows mean annual wages of 

salaried workers, excluding agricultural workers, in the PRCS. Wages from the PRCS are $4,000 lower 

than those reported in the OES. Possibly the OES captures mostly formal workers whereas many 

informal workers with low wages are captured by the PRCS.  

This finding suggests another rationale for WC tax policies in Puerto Rico: stimulating work in the 

formal sector, because such activity could lead to better wages. 

TABLE 3  

Mean Wages from OES and PRCS 

Data and year Mean hourly wage ($) Mean annual wages ($) 

From OES 

 May 2010 12.93 26,870 

 May 2011 13.07 27,190 

 May 2012 13.12 27,280 

 May 2013 13.13 27,310 

From PRCS 2010–12 
 

23,269 
 

Source: US Department of Labor, Bureau of Labor Statistics, Occupational Employment Statistics. 

http://www.bls.gov/oes/home.htm. 

Note: PRCS tabulations exclude workers in agricultural occupations. 

The Tax Burden of Puerto Rico’s Low- and Middle-
Income Families 

Table 4 shows the tax rates in 2013 by net taxable income (NTI). NTI refers to income after deductions 

and exemptions have been subtracted from AGI. Tax units with NTI of less than $9,000 owed no 

personal income taxes. Units with NTI from $9,000 to $25,000 owed 7 percent of taxable income in 

excess of $9,000. As NTI increases, the tax rate goes up from 7 percent to 33 percent. A tax unit with 

NTI of $30,000 in 2013 owed $1,820 in taxes ($1,120 + 0.14 × $5,000). 
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TABLE 4 

Tax Rates by Net Taxable Income 

Puerto Rico, 2013 

Net income subject to taxes Taxes to be paid 

Under $9,000 0 

$9,000 to $24,999 7% of the excess over $9,000 

$25,000 to $41,499 
$1,120 + 14% of the excess over 
$25,000 

$41,500 to $61,499 
$3,430 + 25% of the excess over 
$41,500 

$61,500 or more 
$8,430 + 33% of the excess over 
$61,500 

 

Source: Folleto de Instrucciones, Planilla de Contribuciones sobre Ingresos de Individuos 2013, Departamento de Hacienda, 

Estado Libre Asociado de Puerto Rico. 

In addition to the personal and dependent exemptions and an assorted array of deductions 

(mortgage payment, retirement and educational accounts, and interest on student loans, among others), 

workers with wages of up to $27,500 could get a work credit of up to $450 in 2013. The WC reached its 

maximum at $10,000 of income.  

Those with AGI at or below $38,772 could also get the special deduction for certain individuals. In 

2013 the top amount of $5,350 was given to tax units with AGI of up to $20,000. This deduction 

reduced NTI and effectively eliminated the tax liability of tax units with AGI of up to $20,000. The 

special deduction was introduced in tax year 2011 and replaced the credit for salaried workers, which 

had been in place since 2002. The credit for salaried workers eliminated the tax liability for tax units 

with AGI of up to $10,000 whose only source of income was wages. The special deduction was $9,350 in 

2011 and $7,850 in 2012. In tax year 2012, NTI was reduced by more than $5 billion because of claims 

under this deduction by 754,000 tax units.7 

The special deduction affects families with income levels similar to those eligible for the WC. 

Because the deduction reduces NTI and hence taxes owed, more WC claimants end up getting a refund. 

Yet, unlike the WC, the deduction is not tied to any behavioral goal. In addition, because the special 

deduction is flat for income at or below $20,000, it benefits more families with higher tax bills.  

To gauge the tax burden of low- and middle-income families, I analyze published data from the 

Puerto Rico Department of the Treasury. Figure 3 shows the average tax liability (taxes assessed after 

deductions have been applied but before credits) for families with AGI of up to $30,000. The tax liability 
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of tax filers with AGI of up to $30,000 has declined substantially since 2000. In 2012, these households 

had on average a tax liability of $81 in income taxes. The share of the aggregate tax liability attributed 

to these tax filers has declined from 23 percent in 2000 to 3 percent in 2012 (figure 4). The sharp 

decline after 2010 may be related to the special deduction. In addition, the income eligibility limit and 

the WC increased after 2010.  

FIGURE 3 

Average Tax Liability for Tax Units with Adjusted Gross Income of up to $30,000 

Puerto Rico, 2000-12  

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas. Número de Planillas por Ingreso Bruto 

Ajustado y Contribución Determinada.  

Notes: The average is the tax liability of all tax units combined, tax divided by the total number of tax filers. Tax liability is 

calculated before credits. 
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FIGURE 4 

Share of the Aggregate Tax Liability Accounted for by Tax Units with Adjusted Gross Income of up to 

$30,000 

Puerto Rico, 2012 

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, Número de Planillas por Ingreso Bruto 

Contribución Determinada. 

Note: Tax liability is calculated before credits. 

To add context to these figures, table 5 shows the tax liability before and after the Work Credit for 

12 prototypical families in 2013. A negative tax liability after the credit means that a refund was issued. 

All these families had two children and only one worker. For simplicity, I assume that all the income of 

these families was from work and that the only deductions these families claimed are the personal and 

dependent deductions.  

In 2013, a married couple tax unit with AGI of $15,000 that included one worker and two children 

received $5,000 in dependent exemptions ($2,500 for each child), $7,000 in personal exemptions, and 

the special deduction of $5,350. The tax liability before the credit was zero, and on applying the WC, the 

family received a tax refund of $450. A similar family—but with AGI of $20,000—owed no income taxes 

and received a refund of $250. For both families, the refund was issued because of the WC. A single 

parent with income up to $20,000 would have also received a refund of $250. As shown in table 5, the 

prototypical families started paying taxes after reaching an income level of $25,000. A married couple 

with income of $30,000 paid $431 in taxes, and a single parent at the same level of income paid $676. 
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This exercise also shows the difference between a policy that eliminates the taxes of lower- and 

middle-income families and a policy that provides a refundable credit such as the WC. The refundable 

credit, even if small, helps reduce hardship and the refund is an extra boost to work. 

This exercise also shows how the special deduction and the WC worked together. The special 

deduction reduced the tax obligation of thousands of families—mainly those in the income range of the 

WC—and resulted in more refunds through the WC program.  

TABLE 5 

Tax Scenarios for Prototypical Families 

In dollars, 2013  

AGI 
Special 

deduction 
Dependent 
exemption 

Personal 
exemption 

Total 
deductions 

Net 
income 

subject to 
tax  

Tax 
liability 
before 

the 
work 
credit 

Work 
credit 

Taxes 
liability 

after the 
work credit 

Married, 1 worker, 2 children, not elderly 

10,000 5,350 5,000 7,000 17,350 −7,350 0 450 −450 

15,000 5,350 5,000 7,000 17,350 −2,350 0 350 −350 

20,000 5,350 5,000 7,000 17,350 2,650 0 250 −250 

25,000 1,425 5,000 7,000 13,425 11,575 180 150 30 

30,000 2,850 5,000 7,000 14,850 15,150 431 0 431 

35,000 4,275 5,000 7,000 16,275 18,725 681 0 681 

Single, 1 worker, 2 children, not elderly 

10,000 5,350  5,000  3,500  13,850  −3,850 0 450 −450 

15,000 5,350  5,000  3,500  13,850  1,150 0 350 −350 

20,000 5,350  5,000  3,500  13,850  6,150 0 250 −250 

25,000 1,425  5,000  3,500  9,925  15,075 425 150 275 

30,000 2,850  5,000  3,500  11,350  18,650 676 0 676 

35,000 4,275  5,000  3,500  12,775  22,225 926 0 926 

Note: The figures were calculated by using the 2013 income tax instructions for Puerto Rico, assuming the family type in the 

table. 

Table 5 shows only income taxes. Like all Puerto Rican working families, these families would also 

pay 7 percent in sales and use taxes over a large range of products and services, 6.2 percent in Social 

Security taxes on wages under $113,700, and 1.45 percent in Medicare taxes. Employers are 

responsible for withholding 0.9% additional Medicare tax on an individual’s wages in excess of 

$200,000.8 Some of these taxes may be seen as regressive, placing a higher burden on lower-income 
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people. Excluding food and medical expenses from the sales and use taxes reduces some but not all of 

the regressivity of those taxes. The regressivity of Social Security taxes is more debatable because 

lower-income people get a higher share of their earnings replaced on retirement. However, the 

elimination of the tax for incomes at and above $113,700 introduces regressivity because higher-

income people end up paying a lower percentage of their income in Social Security taxes. The 

regressivity of payroll taxes was the rationale put forward in the creation of the federal EITC in 1975 

(Holt 2006).  

Table 6 shows an estimate of the average Social Security, Medicare, and sales and use taxes paid by 

households with dependent children, headed by a working-age adult, and with wage income between 

$7,500 and $30,000. The lower income limit of $7,500 represents a half-year full-time work 

commitment paid at the minimum wage. According to the income eligibility limits in table 2, most of 

these workers and their families do not qualify for NAP assistance. In my calculations, I assume that the 

sales and use tax is paid on 71 percent of income (no savings assumed) because according to the 

National Accounts, 29 percent of all consumption expenditures in Puerto Rico are for food (13 percent) 

and medical services (16 percent), which are not subject to sales and use taxes.9 These taxes are applied 

over the sample of workers with wages in the PRCS. 

The focal households paid an average $2,267 in sales and use, Social Security, and Medicare taxes. 

Social Security and Medicare taxes are levied by the federal government. The local government could 

reduce sales tax regressivity through local fiscal policies. With the fiscal crisis confronting Puerto Rico, 

an eventual increase in the sales and use taxes or an expansion of the products and services to which 

those taxes apply cannot be disregarded. If such an increase were to become necessary, policymakers 

should consider how tax policies such as the WC could offset the regressive effect of these taxes on 

low- and middle-income families. 
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TABLE 6 

Estimated Annual Sales and Payroll Taxes Paid  

By households with dependents, working-age head, and wage income between $7,500 and $30,000, 

Puerto Rico, 2010–12 

Type of tax 
Average annual amount  

paid  Minimum Maximum 

Social Security  $1,114 $465 $1,860 

Medicare  $260 $109 $435 

Sales and use $893 $373 $1,491 

Total $2,267 $946 $3786 
 

Note: The tax rates discussed in the text were applied to the sample of the PRCS 2010–12. 

How the Work Credit Worked from 2007 to 2013  

The WC (crédito por trabajo) was established in Public Law 177 of July 4, 2006, or in Spanish, the Ley de 

la Justicia Contributiva de 2006.10 This public law also approved the sales and use taxes. The law’s 

justification for the WC is the regressivity of the sales tax on “certain economic sectors of our society” 

and hence “the Legislature incorporates a credit similar to the Earned Income Tax Credit that exists at 

the federal level in the United States.”11  

Although the sales tax has remained stable at 7 percent, the WC has gone through four changes 

since 2007, not counting its elimination in 2014. Table 7 shows the rules applying to the calculation of 

the WC from 2007 to 2013.  

At its inception, the WC peaked when earned income consisting of wage, salaries, and commissions 

was $10,000, offering a credit of $150 and phasing completely out when income reached $20,000. The 

parameters changed various times. Figure 5 shows the 2013 design. In 2013, the credit peaked at $450 

on earned income of $10,000, phasing out when earned income reached $27,500.  
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FIGURE 5 

Design of the Work Credit in 2013 

Amount of credit by earned income  

 

Note: Based on information provided in “Folleto de Instrucciones Planilla de Contribuciones sobre Ingresos de Individuos 2013,” 

Departamento de Hacienda, Estado Libre Asociado de Puerto Rico. 

After introduction of the WC in 2007, the minimum wage increased twice: from $5.85 to $6.35 in 

July 2008 and then to $7.25 in July 2009. Although the maximum income level to be eligible for the WC 

has increased three times, the income at which the WC is at its maximum has remained at $10,000 since 

2007, not reflecting changes in minimum wages nor increases in the income eligibility range. 
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TABLE 7 

Structure of Puerto Rico’s Work Credit, 2007–13 

Year Earned Income levels Rate and maximum Above $10,000 

2007 

$1 to $20,000 

Persons with pension income 
greater than $2,200 are not 
eligible. 

1.5% of earned income up to a 
maximum of $150. Maximum WC 
at $10,000 earned income.  

$150 − 0.05 × (earned income 
− $10,000)  

2008 

$1 to $20,000 

Persons with other income 
greater than $2,200 are not 
eligible. 

3% up to a maximum of $300. 
Maximum WC at $10,000 earned 
income. 

$300 − 0.02 × (earned income 
− $10,000) 

2009–
10 Same as 2008 

2011 

$1 to $22,500 

Persons with other income 
greater than $2,200 are not 
eligible. 

3.5% of income up to a maximum 
of $350. Maximum WC at 
$10,000 earned income.  

$350 − 0.02 × (earned income 
− $10,000)  

2012 

$1 to $25,000 

Persons with other income 
greater than $2,200 are not 
eligible. 

4% of income up to a maximum of 
$400. Maximum WC at $10,000 
earned income. 

$400 − 0.02 × (earned income 
− $10,000) 

2013 

$1 to $27,500 

Persons with other income 
greater than $2,200 are not 
eligible. 

4.5% of income up to a maximum 
of $450. Maximum WC at 
$10,000 earned income. 

$450 − 0.02 × ( earned income 
− $10,000) 

2014 Eliminated 

Source: “Folleto de Instrucciones Planilla de Contribuciones sobre Ingresos de Individuos” (various years), Departamento de 

Hacienda, Estado Libre Asociado de Puerto Rico. 

The WC provided only a small bump in the income of eligible workers. As table 8 shows, when 

wages are $10,000 the WC represents a 4.5 percent increase in wages. Its contribution to wages was 

much smaller after $10,000.  

Although the WC amount was modest, many people benefitted from the credit. To explain the 

extensiveness of WC, table 9 compares the WC with the EITC. The law that created the WC cites the 

federal EITC, describing a WC “similar to the EITC that exists at the federal level”; however, comparison 

of the WC and the EITC shows that these credits are structured very differently.  
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TABLE 8 

Work Credit and Percentage Change in Earnings by Wage Income  

2013 

Wages ($) Work credit ($) Change in wages (%) 

10,000  450 4.5 

15,000 350 2.3 

20,000 250 1.3 

25,000 100 0.04 

Source: “Folleto de Instrucciones Planilla de Contribuciones sobre Ingresos de Individuos 2013,” Departamento de Hacienda, 

Estado Libre Asociado de Puerto Rico. 

The highest income to be eligible for the EITC in the United States is $51,567, very close to the 

country’s 2013 median household income, which was $52,250 (Noss 2014). Puerto Rico’s top income 

for WC eligibility in 2013 was $27,500, well above the median household income in Puerto Rico of 

$19,000.  

Another way in which the small WC becomes expansive is by using an individual’s income instead of 

a tax-filing unit’s income as the base for eligibility calculation, as is done for the federal EITC. For 

instance, for the Puerto Rican WC, a couple filing jointly with total AGI of $70,000 could get $450 in 

work credits if one of the partners makes $10,000 and the other $60,000. A couple making $20,000 

where both spouses work and each spouse makes $10,000 would have zero tax assessed after 

deductions and will get a WC refund of $900.  

  

 1 8  A  W O R K  T A X  C R E D I T  T H A T  S U P P O R T S  P U E R T O  R I C O ’ S  W O R K I N G  F A M I L I E S  
 



TABLE 9 

Comparison of Main Features of Puerto Rico’s Tax Credit and the Federal EITC 

2013 

Feature Puerto Rico WC Federal EITC 

Age range No age limitations 
16 to 64 (with children) 
25 to 64 (no children) 

Filing status Any 
Any except married filing 
separately 

Income eligibility range 
limit in 2013 $1 to $27,500 

$1 to $51,567, depending on 
filing status and number of 
children 

Calculation of income  
Individual worker’s wages, salaries, 
and commissions 

Taxpayer and (if married) 
spouse’s adjusted gross income 

Number of qualifying 
children 

No restrictions; persons with and 
without children can be eligible 

No restrictions; persons with and 
without children can be eligible 

 
Credit increases with the 
number of children  No Yes, up to three children 

Variation by filing status No 

Yes; credit phases out at higher 
income for married couples than 
for singles 

Self-employed 

Excluded unless employed by self-
incorporated business presenting 
a W2 Eligible 

Refundable Yes Yes 

Sources: Internal Revenue Service, “EITC Income Limits, Maximum Credit Amounts, and Tax Law Updates,” 

http://www.irs.gov/Individuals/EITC-Income-Limits,-Maximum-Credit--Amounts-and-Tax-Law-Updates; Departamento de 

Hacienda, Estado Libre Asociado de Puerto Rico, “Planillas, Formularios y Anejos,” Folleto de Instrucciones de “2013 Planilla de 

Contribución sobre Ingresos de Individuos.” http://www.hacienda.gobierno.pr/planillas-formularios-y-anejos.  

Although households are not exact equivalents to tax-filing units, according to the PRCS more than 

800,000 workers had annual wages below $25,000, the top income limit of the WC in 2012, but only 

about 343,000 households have total household wages in that range. The fact that all workers within 

the income limits, without regard for age, presence of children, and filing status can get the WC further 

underscores the extensiveness of Puerto Rico’s WC and indicates how a redesign, instead of its 

elimination, could better reconcile these fiscal needs with the intended goals of the program. 

The number of tax-filing units claiming the WC is shown in figure 6. In 2012, a total of 469,258 tax 

units claimed the WC. The number of workers getting the WC is larger because within a tax unit more 

than one worker can meet the WC income requirements. More than twice as many people claimed the 
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WC in 2012 than in 2007, when the credit was first introduced. Tax units claiming the WC accounted 

for 45 percent of all tax returns in 2012 (figure 7). 

The WC may have brought tax filers into the income tax system. Figure 8 shows the percentage 

change in all returns and the change in returns with incomes up to $20,000, which was the top income 

limit for the WC until 2010. Returns spike in 2007, with larger growth for tax returns within the WC 

income range. The number of tax returns with incomes up to $20,000 grew by nearly 6.0 percent 

between 2006 and 2007, while the general growth was 4.4 percent.  

The total dollar amount claimed by tax filers is shown in figure 9, and the average claim per year is in 

figure 10. In 2012 the government of Puerto Rico awarded more than $124 million in WC claims. The 

average WC claimed by tax filing units more than doubled from $91 in 2007 to $265 in 2012.  

FIGURE 6 

Number of Income Tax Returns Claiming the Work Credit 

Puerto Rico, 2007–12  

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Crédito por Trabajo.” 
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FIGURE 7  

Percentage of All Tax Returns Claiming the Work Credit 

Puerto Rico, 2007–12 

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Crédito por Trabajo” and “Número de 

Planillas.” 

FIGURE 8 

Percentage Change in Number of Tax Returns  

All tax filers and those with AGI of up to $20,000, Puerto Rico, 2001–12 

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Número de Planillas.”  
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FIGURE 9 

Aggregate Amount Claimed in Work Credits 

Puerto Rico, 2007–12 

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Crédito por Trabajo.” 

No information is readily available about how much of the claims went toward covering the tax 

liability of the filer and how much was refunded. Likely most went to refunds because 77 percent of all 

the credit money claimed went to tax units with AGI up to $20,000, and most of those tax units would 

not have had taxable income. The aggregate credit amount by AGI in 2012 is in figure 11. About $5 

million in credits went to tax units with AGI of $5,000 or less and $35 million to units with AGIs 

between $16,000 and $20,000. About $6 million went to families with AGIs above the earned income 

eligibility limits of the WC. 
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FIGURE 10 

Average Work Credit Amount Claimed by Tax Filers  

Puerto Rico, 2007–12  

Note: Calculations by the author based on figures on number of tax returns claiming the WC and amount claimed from 

Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Crédito por Trabajo.” 

FIGURE 11 

Aggregate Work Credit Amount (in thousands) by Adjusted Gross Income  

Puerto Rico, 2012 

 

Source: Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Número de Planillas and Crédito por 
Trabajo.” 
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The average WC per tax unit by AGI is shown in figure 12. Notably, the WC pattern does not 

increase with income up to the maximum of $10,000 and then decline. Rather the credit peaks at $372 

for households with AGIs under $25,000. There is a second peak of $448 for households with incomes 

between $30,000 and $33,333. Taxpayers with AGIs over $50,000 received as much on average as 

taxpayers with AGI under $8,000. At AGIs between $8,001 and $10,000, the average credit was $356, 

well below the maximum of $450.  

The anomalies shown in the figure reflect one of the weaknesses of the original WC design: it was 

not based on a tax unit’s income but on personal earned income, thereby allowing high-income families 

to benefit from the credit. Of the $124 million in WC in 2012, almost $14 million went to tax units with 

AGI over $25,000, the maximum individual income limits for the credit.  

A final point to highlight is that the WC did not have a minimum income limit. Although workers 

with very low income would get a very low credit, the lack of a lower income limit allows a worker with 

only sporadic and weak work attachment to get the credit with not much of a work stimulus. Almost 

74,000 tax units in 2012 with AGI below $8,000 claimed the WC and received $15 million in credits.  

FIGURE 12 

Average Work Credit Amount per Tax Filing Unit by Adjusted Gross Income  

Puerto Rico, 2012  

 

Note: Calculations by the author based on amount of WC dollars claimed by AGI and number of tax returns claiming the credit by 

AGI from Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Crédito por Trabajo.” 
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Main Elements in a Work Credit Redesign 

The previous sections examined the income profile of Puerto Rican households, tax burdens, and the 

experience with the 2007–13 work credit. Information on household income and characteristics 

suggests the following: 

 Almost half of all Puerto Rican households (46 percent) have no wage earners, thus highlighting 

the need for policies to stimulate employment. 

 Of households with dependent children, wage income and a working-age adult, 30 percent have 

incomes between $10,000 and $25,000, suggesting the need for polices to reduce hardship 

among working families.  

 Households, even those that contain workers, combine income from different sources to make 

ends meet. Most common is the use of the NAP, which 29 percent of all households with wage 

income receive.  

 A family of three will need an income of over $7,100 to be off the NAP. This suggests that the 

NAP’s income limits should be considered when designing a WC tax program as a way to 

encourage work.  

Data on taxes by income levels reveal the following: 

 The tax burden of families with income up to $30,000, who constitute 80 percent of all tax 

filers, has declined substantially since 2003. In 2012, these families paid on average of $81 in 

income taxes and accounted for 3 percent of all income taxes. 

 The special deduction worked in combination with the WC by reducing the tax liability before 

the credit resulting in more WC dollars refunded.  

 Although paying little or no income taxes, families with wages between $7,500 and $30,000 

paid on average more than $2,000 in sales and use taxes and payroll taxes (Social Security and 

Medicare) combined.  

From the analysis of the WC data, the following can be gathered:  

 Over $124 million was claimed in WC in 2012, and 45 percent of all tax units claimed the credit. 
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 Because the WC was based on an individual’s wages, not the wages of the tax unit, high-income 

families could claim the credit as long as one of the family’s workers had the qualifying income 

level.  

 Because the WC did not require a minimum income to qualify, tax units with very low income—

and very little demonstrated work commitment—received the credit.  

 The WC in place between 2007 and 2013 did not target working families. It did not have any 

age limitation and was not adjusted by number of children or filing status.  

 The maximum amount of WC changed, but the income level at which the credit reached its 

maximum has stayed at $10,000 since its inception, even though two minimum wage increases 

occurred after 2007 and the income eligibility range was expanded. 

On the basis of this information, the WC could be redesigned to better alleviate hardship, offset tax 

regressivity, promote employment, reduce informal labor market activity, and expand the number of 

tax filers. One alternative is a WC tax program centered on families with children and requiring 

demonstrated commitment to work. A family-centered WC is in tune with the fiscal constraints facing 

Puerto Rico, while still preserving the government’s underlying goals. This suggestion can be seen as an 

initial step in a credit redesign that could be adjusted as fiscal conditions allow. Such a redesign could 

include the following main elements: 

 Concentrate on families with dependents since the regressivity effect of consumption taxes is 

larger among these families because it affects not only the worker but also his or her children.  

 Limit the credit to individuals and married couples filing jointly. 

 Limit the credit to units in which the main taxpayer age range is 16 to 64. 

 Impose a minimum AGI of $7,500 to show at least half-time work engagement for a year and 

the income needed to move families out of the NAP. 

 Limiting the credit to salaried workers and self-employed who pay Social Security. 

 Increase the AGI at which the WC reaches it maximum to $15,000 to reflect changes in the 

minimum wage.  

 Keep the maximum income at the 2012 level of $25,000. Extending the credit to higher income 

levels may be too expansive to be fiscally feasible. 
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 Increase the maximum WC or expand the population covered for greater hardship reduction 

and employment stimulus impact as conditions allow. 

 Maintain flexibility in the program design and the tax law to accommodate changing fiscal 

circumstances, such as making the program more generous and covering more population 

groups or increasing the top credit if the fiscal situation allows.  

To engage discussions about a possible redesign of the WC, table 10 shows three possible WC 

scenarios, guided by the income data and demographics from the PRCS and the 2007–13 WC 

experience. In all three scenarios the WC reaches its maximum at incomes of $15,000 to $16,000. In the 

first scenario, the maximum WC is $600. The rate of 4 percent of the AGI is similar to the now extinct 

design. In the second and third scenarios’ benefits are higher. These two scenarios are modeled to 

simulate higher consumption taxes and a credit that could reduce the regressivity of such a higher tax 

while creating a work incentive. In the second scenario, the phase-in rate is 8 percent and in the third it 

is 12 percent. Figure 13 present a graphical depiction of the three scenarios. 

TABLE 10 

Scenarios of Possible Work Credit Designs 
 

Phase-in range Plateau Phase-out range 

 Up to $14,999: 
$15,000 to 
$16,000 $16,001 to $25,000 

Scenario 1 0.04 × wage income of tax unit 
Maximum Work 
Credit: $600 

600 − 0.015 × (wage income of tax unit− 
15,500) 

 Up to $14,999: 
$15,000 to 
$16,000 $16,001 to $25,000 

Scenario 2 0.08 × wage income of tax unit 
Maximum Work 
Credit: $1200 

$1,240 − 0.02 ×(wage income of tax 
unit− 15,550) 

 Up to $14,999: 
$15,000 to 
$16,000 $16,001 to $25,000 

Scenario 3 0.12 × wage income of tax unit 
Maximum Work 
Credit: $2,400 

$2,460 − 0.03 × (wage income of tax 
unit− 15,550) 

A  W O R K  T A X  C R E D I T  T H A T  S U P P O R T S  P U E R T O  R I C O ’ S  W O R K I N G  F A M I L I E S  2 7   
 



FIGURE 13  

Scenarios of Work Credit  

Phase-in rates of 4, 8, and 12 percent, phase out rates of 1.5, 2, and 3 percent 

 

Note: See table 10 for credit formula. 
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under these alternative scenarios because we cannot construct tax units without error with the PRCS 
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One approximation is to use the definition for heads of household and their spouse and the definition 
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other units, composed of other adults in the household that are not considered heads of household or 
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TABLE 11 

Estimates of Work Credits for Families with Adjusted Gross Income between $7,500 and $25,000 

Families with dependent children, working-age head  
 

Using total wage income 
of households with 
dependent children; 
households headed by a 
working-age person  

Separating total household wages 
between the wages of the main unit 
(head and spouse, with dependents) 
and other adults with children, 
working-age headed households 

Scenario 1 $60,216,225  $64,691,220 
Scenario 2 $125,658,667  $134,881,540  
Scenario 3 $253,896,773  $278,872,110  
Eligible units 118,983 127,853 

Source: Calculations by the author based on PRCS 2010–12 and using the frequencies by annual wages for each wage range 

between $7,500 and $25,000 in intervals of $500. 

The Work Credit and Puerto Rico’s Tax Reform 

The government of Puerto Rico is considering a tax reform as a mechanism to solve the fiscal crisis. A 

legislative project has not yet emerged, but basic elements of the reform have surfaced in the media. 

Information surfacing in the media points toward elimination of the Sales and Use Tax and adoption of a 

value added tax (VAT), along with elimination of income taxes for a large swath of the population, 

possibly for tax units with incomes up to $75,000. The VAT may apply to a wider consumption base than 

the current sales and use tax. To reduce the regressivity of consumption taxes, lower income families 

may be refunded all or part of the money they pay in value added taxes.  

Inserting the WC within this possible tax reform is challenging because there is not yet a legislative 

project. There is not enough detail nor conclusive information about (1) how the value added tax system 

will work; (2) what will be the tax rate; (3) if there will be a refund of the tax and if so, what families will 

be refunded the tax and how much; and (4) what tax units will be required to file income tax returns, 

under the new system. Yet, while the different pieces of the tax reform come together there are 

opportunities to elucidate ways in which the WC could work within a consumption-based tax system 

such as VAT and with much reduced income taxes.  

Elimination of income taxes for most families in lieu of a VAT and the possible refund of the VAT to 

lower income families does not render the WC mute. The WC maintains its currency for the following 

reasons:  

 The desirability of the WC need not be tied to the existence of consumption taxes. The WC 

does more than offset consumption taxes’ regressivity. It was discussed in the prior sections 
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that the work credit also promotes employment, increases formal employment, expands the tax 

base and reduces hardship among low income working families. In the United States, Delaware 

and Oregon have state-EITC programs and no sales taxes.12  

 Payroll taxes remain unaltered under the VAT. At 6.2 percent for Social Security and 1 .45 for 

Medicare taxes, there are still incentives to reduce the burden of these taxes on low income 

working families through a work credit. As shown in Table 6, working families with children and 

wage income between $7,500 and $30,000, pay over $1,000 in Social Security and Medicare 

taxes.  

 Elimination of income taxes for a large segment of the population under a possible tax reform 

does not invalidate the WC. During the period that the WC was in existence from (2007 to 

2013) most families that received the credit owed none or little taxes and had their credit 

refunded. By putting money in the pockets of low income families, the refundability of the work 

credit was a boost to its work-enhancing and hardship-reducing impacts. The state of 

Washington, for instance has no income taxes, yet it has a refundable earned income credit.13  

 A clear distinction remains between WC refunds and the possible VAT refunds: VAT refunds 

reward consumption, the WC rewards work. 

The WC can coexist with a VAT system. A challenge for policy makers is to design effective 

mechanisms by which the credit could be delivered to working families in a small or nonexistent income 

tax system and/ or a VAT system with refundability. Examples of these mechanisms are the following: 

 Payroll checks: A WC could be delivered through workers’ paychecks. Various models can be 

used as guides. One is the federal Advanced EITC (Maag 2009). Until 2011, the federal EITC 

could be claimed throughout the year in the paycheck instead of claiming it once a year in the 

tax returns. Another model is the federal program Making Work Pay which was in existence 

from 2009 through 2010 and delivered benefits to workers through reduced income tax 

withholdings.14  

 Using the Puerto Rico Making Work Pay system: The Making Work Pay federal program was 

implemented in Puerto Rico between 2009 and 2010. The federal government transferred to 

Puerto Rico’s Department of the Treasury 1.2 billion dollars to be delivered in benefits to 

qualifying workers. Treasury developed a mechanism for employers to report qualifying payroll 

employees.15 Close to a billion dollars in benefits were delivered by the Department of the 

Treasury through checks mailed to thousands of Puerto Rican workers. 
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 Income tax system: The income tax system will not disappear with the value added system. 

Higher income families may be required to file income tax returns. A work credit could be 

delivered to lower income working families by the filing of a tax return as the way was done 

between 2007 and 2013, but with a simplified tax form. 

 The VAT refund system: The work credit could be delivered to working families through the 

new refund system developed for the value added tax. This same system may be able to refund 

a higher work credit to families who work and meet the eligibility criteria developed in this 

report. 

Conclusion 

Puerto Rico introduced a work tax credit in 2007 in part to alleviate the regressivity of the sales and use 

taxes that were enacted in that same year. The WC delivered $124 million in benefits to 469,000 tax 

units in 2013. The credit was eliminated in the 2015 fiscal year budget to save the government the more 

than $124 million tax benefits awarded under the program.  

My examination of data on the number of tax returns claiming the WC and the amounts claimed, as 

well as the data on tax filing units and household income and characteristics, suggests that the WC 

encouraged more people to file tax returns when it was first introduced in 2007. The program also 

showed considerable growth after 2010 when the income limits increased. My analysis also suggests 

that Puerto Rico’s WC, although small in dollar amount, was quite extensive in terms of coverage. 

Families with very low work effort were eligible because the program had no minimum income cutoff. 

High-income tax units were also able to claim the credit because it was based on individual income and 

not tax-unit income and a worker with no children could get the same amount as a mother of two with 

similar income. 

In moments of crisis, policymakers commonly undertake crisis management actions that undermine 

longer-term goals. The WC reduces economic hardship and tax regressivity. It is consistent with the 

government’s long-term goals of increasing employment and strengthening the tax base. The decision 

to end the WC program sits precisely at the crossroad of saving money in the short run at the risk of 

undermining employment and the tax base in the long run. A family-centered WC could be a way to 

balance the fiscal crisis with the desirability of work tax credits.  
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Notes 
1. Tabulations are based on the Integrated Public Use Microdata Series (IPUMS) of the Puerto Rico Community 

Survey 2005–2012 (Ruggles et al. 2010). 

2. Both the credit for salaried workers and the special deduction in their full amount are available to each partner 
if they are married and file separately.  

3. A companion to this paper by Marxuach and Lamba-Nieves (2014) from the Center for a New Economy 
reviews the literature on EITC effects on employment. 

4. In the Puerto Rican tax code, the dependent is not required to reside with the claimant. My approximation can 
identify only dependents that reside with the household head. Persons with disabilities and parents can also be 
claimed as dependents under the Puerto Rican tax code if half their support is provided by the claimant. 

5. Ten percent of the population of Puerto Rico ages 30 to 61 collects Social Security, compared with 4 percent in 
the United States. 

6. See Ley de la Justicia Contributiva de 2006, Ley Núm. 117 de 4 de julio de 2006, Accessed October 12, 2014, 
http://www.lexjuris.com/lexlex/leyes2006/lexl2006117.pdf. . 

7. Departamento de Hacienda, Estado Libre Asociado de Puerto Rico, Estadísticas, “Deducciones 2012.” 

8. Internal Revenue Service, “Topic 751: Social Security and Medicare Withholding Rates,” accessed October 12, 
2014, http://www.irs.gov/taxtopics/tc751.html. 

9. Banco Gubernamental de Fomento para Puerto Rico, “Apéndice Estadístico del Informe Económico al 
Gobernador y a la Asamblea Legislativa de 2013,” tabla 5, http://www.gdb-pur.com/spa/economy/statistical-
appendix.html. 

10. Ley de la Justicia Contributiva de 2006, Ley Núm. 117 de 4 de julio de 2006, accessed October 12, 2014, 
http://www.lexjuris.com/lexlex/leyes2006/lexl2006117.pdf. 

11. The Spanish text reads as follows: “la imposición de un impuesto de ventas hace necesario que se considere el 
efecto regresivo que sobre ciertos sectores económicos de nuestra sociedad pudiera tener dicho impuesto al 
consumo. Por lo que, esta Asamblea Legislativa incorpora un crédito para los individuos por ingresos 
devengados similar al ‘Earned Income Tax Credit’ que existe a nivel federal en los Estados Unidos y un crédito 
compensatorio.” 

12. Delaware’s EITC is nonrefundable. 

13. The credit was enacted by the state legislature in 2008 but it has not been implemented. 

14. Internal Revenue System Making Work Pay Questions and Answers: General Issues Publication Accessed Nov 
14, 2014, http://www.irs.gov/uac/Making-Work-Pay-Questions-and-Answers:- General-Issues .  

15. According to the Sergio Marxuach from Center for a New Economy, a quarter of workers did not receive the 
payments. Gobierno no repartió $300 millones en estímulo federal para contribuyentes. 

http://grupocne.org/2014/06/19/gobierno-no-repartio-300-millones-en-estimulo-federal-para-
contribuyentes/ 
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