The expressed purpose in the law was territorial exclusion
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The law exempting income earned in Puerto Rico from federal income tax was passed with the idea that Puerto Rico would have more flexibility in local tax collection if the residents weren’t paying federal income tax.
One law office put it like this: “Section 933 was not designed as an incentive for U.S. citizens trying to enjoy the benefits of Acts 20 and 22 (which are generally not available to ordinary Puerto Rican residents), but rather a mechanism to effectively allow Puerto Rico to apply its [local] tax laws to raise revenue (and provide benefits from such revenue to its residents).”
As the lawyer for the Department of Justice explained it during the oral arguments for Valleo-Madero, “Congress has expressly exempted them from the obligations to pay many forms of federal taxes, including federal income tax in most instances, excise taxes, gift taxes, and estate taxes, which means that much of the revenue that would have flowed into the federal treasury can instead be tapped by territorial government, which therefore has greater leeway to make different fiscal or economic choices consistent with its distinctive status as a self-governing commonwealth.”
The situation was explained during President Kennedy’s administration like this: “If the U.S. Government were to impose its income taxes in Puerto Rico, the Commonwealth would have to reduce its tax rates to something more like those prevailing in our states. The people would not be able to pay their current Commonwealth taxes and our Federal taxes at the same time. As a result, the Commonwealth would suffer a severe loss in revenue and presumably would have to receive financial assistance to maintain itself.”
The law recognized that the average household income in Puerto Rico is lower than in the states. If the government waived income taxes, the lawmakers figured, the money that would have gone to the federal government could instead go to Puerto Rico’s government. Puerto Rico would then be able to make its own decisions about how to spend that money. Puerto Ricans might not get the same benefits as the residents of states, but their tax dollars would stay in Puerto Rico.
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