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Chapter 6
Tax Incentives in Pacific Alliance Countries,
the BEPS Project (Action 5), and the 2030
Sustainable Development Agenda

Eleonora Lozano Rodríguez

6.1 Introduction

Following Ogazón and Hamzaoui (2015, p. 8), there is tension between two tax
policy considerations. On the one hand, legislatures should not have trouble in
designing and implementing legislative measures against base erosion. On the
other hand, policymakers need to improve the attractiveness of their countries
from a tax perspective. However, the existence of a “favourable” domestic tax
system facilitates tax avoidance.

The Base Erosion and Profit Shifting (BEPS) Project is no stranger to this
discussion. That is how, for example, Cotrut and Munyandi (2018) consider that
“recent tax developments aimed at mitigating the possibilities of base erosion and
profit shifting are expected to increase the importance and popularity of tax incen-
tives (. . .) due to the fact that states will want to remain competitive on the
international stage and multinational enterprises will look for the opportunities to
minimise their tax liabilities” (p. ix).

For the above, one part of the minimum standard on BEPS Report Action 5 relates
to preferential tax regimes, where a peer review was undertaken to identify features
of such regimes that can facilitate base erosion and profit shifting and therefore have
the potential to unfairly impact the tax base of the other jurisdictions. Very recently
the Organisation for Economic Co-operation and Development (OECD) released a
new publication “Harmful Tax Practices—2018 Progress Report on Preferential
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Regimes” (29/01/2019), which contains results demonstrating that jurisdictions have
delivered on their commitment to comply with the standard on harmful tax practices
(including the Latin American and Caribbean Countries of Barbados, Curacao,
Costa Rica, Uruguay and Panama).
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However, Latin American countries continue to include multiple tax benefits in
their legislation. The paper will explore the situation of the four countries belonging
to the Pacific Alliance (Mexico, Peru, Chile and Colombia) and will make concrete
recommendations as to its justice and efficiency, in order to meet the goals, set forth
in the Sustainable Development Goals and in the BEPS Project.

Given the above, this document begins with a theoretical and conceptual
approach to the raison d’être of tax incentives, and the consequent tax expenditure,
and their desirable and problematic characteristics. It then presents the objectives
that, from an international perspective, the OECD’s BEPS Project and the Sustain-
able Development Agenda (SDA) seek to achieve with a good design and imple-
mentation of tax incentives. Following this, the paper presents the current panorama
of these incentives in Latin American countries in general and in those of the Pacific
Alliance in particular. Finally, we provide a number of public policy recommenda-
tions for improvement.

6.2 A Theoretical and Conceptual Approach to Tax
Incentives

The first thing we need to clarify is that not all tax benefits are incentives. Some
benefits are simply intended to alleviate the burden of the less privileged, as happens,
for example, with the exclusion of value-added tax (VAT) from the basic family
basket. As stated by Ogazón and Calderón (2018), there is no consensus on what is
meant by a tax incentive. Table 6.1 lists some of the doctrine’s definitions:

The above definitions allow us to conclude that a tax incentive has the following
characteristics1:

1. Specialty and exceptionality: This refers to special and exceptional tax measures
in relation to general rules.

2. Favourability: This relates to treatments that seek to favour a sector or types of
investment.

3. Effectiveness: This seeks an objective, for example, increasing the rate of return of
an investment or reducing its risks or costs.

4. Economic instrument: This refers to fiscal policy instruments used to attract
domestic and foreign investment, depending on the type of incentive, or to
alleviate the situation of existing investment.

1Some of these were also obtained by Ogazón and Calderón (2018, pp. 7 and 8).
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Table 6.1 Doctrinal definitions of tax incentives

Source Definition

Ogazón and Calderón
(2018)

Special provisions that allow for exclusions, credits, preferential tax rates
or deferral of tax liability (citing Zolt 2014, p. 5)

Ogazón and Calderón
(2018)

Tax incentives can be defined in terms of their effect on reducing the
effective tax burden for a specific project (citing also Zolt, ibid.)

Ogazón and Calderón
(2018)

Any incentives that reduce the tax burden of enterprises to induce them to
invest in particular projects or sectors. They are exceptions to the general
tax regime (citing UNCTAD 2000, p. 12)

Ogazón and Calderón
(2018)

All measures that provide for a more favourable tax treatment of certain
activities or sectors compared to what is granted to the general industry
(citing Klemm 2010, p. 3)

Ogazón and Calderón
(2018)

In a nutshell, it can be said that, in general terms, tax incentives depart
from a general and neutral tax system. They can be implemented in
different forms, resulting in a favourable tax treatment or a reduced
combined overall tax burden for the investor

Munongo et al.
(2017)

Fiscal measures used by governments to attract investment domestically
and internationally in certain key sectors of the economy (citing Bolnick
2004)

Munongo et al.
(2017)

A statutory tax incentive is a special tax provision granted to qualifying
investment projects, and this provision would not be applied to other
investment projects outside the selected qualifying investment catego-
ries. An effective tax incentive is a special tax provision granted to
qualifying investment projects with the goal of reducing the effective tax
burden (citing Zee et al. 2002)

Tavares-Lehman
(2016)

Fiscal incentives are tax provisions tailored to qualified investment pro-
jects that represent a favourable deviation from general tax law and
regulations and aim to increase the rate of return of a certain investment
or reduce its risks and costs by reducing the tax burden

Source: Authors based on the doctrine. The characteristics highlighted in bold will be discussed
later

5. Qualification: This is a process by which it is necessary to comply with some
incentive requirements in order to qualify.

6. Period: Usually tax incentives are guaranteed for a period of time.
7. Coverage: Incentives may cover one or more taxes depending on their nature.
8. Interrelation: Jurisdictions may implement different interrelated incentives

depending on fiscal policy. Finally,
9. Tax expense: Every tax incentive generates an expense in public finances.

There is, however, a general tendency in the doctrine to affirm that in order to
encourage investment, the tax channel is not the only one possible and that it may
even become ineffective. Thus, in relation to incentives other than tax ones, Tavares-
Lehman (2016, p. 22) states “there is a considerable array of types and subtypes of
incentives. Very often governments offer a mix, or a package, of different types of
incentives. This mix or package of measures varies greatly among countries and
even subnational jurisdictions”; and he delves more deeply into those financial
incentives, where he analyses, among other things, grants, subsidies, loans, wage



subsidies and job training subsidies; creation of new, targeted infrastructure; and
support for expatriation costs (p. 22).
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Munongo, Akanbi and Robinson (2017) and James (2016, p. 173) emphasise that
to attract foreign investment, it is not only the tax factor that is important but also
other non-tax factors, such as macroeconomic conditions, infrastructure and ade-
quate institutional design. Laukkaanen (2018) adds the relevance of raw material
costs. Carrizosa (2008) analyses how competitiveness indicators in Latin America
include, in addition to tax aspects (where he recognises that there are many exemp-
tions in Latin America, tariffs are not neutral, and many anti-technical taxes still exist
in the region), political uncertainty, macroeconomic instability, corruption, access to
financing, barriers to employment, infrastructure and other transaction costs in
general (e.g. licences and customs). However, some studies such as those by Zhan
and Karl (2016) conclude that in order to attract foreign investment, the most
commonly used vehicles are financial and regulatory taxes (p. 204).

The ineffectiveness of incentives is also widely analysed by the doctrine in both
general and specific ways. Thus, for example, James (2016) states, generally speak-
ing, “tax incentives are widely prevalent and reflect the desire of the government to
support economic growth and provide value for the local economy through jobs,
new skills, and technology. Governments also provide tax incentives in order to
diversify their economies and support activities they hope will lead to new sources of
growth that use the untapped potential of the country (. . .) However, this had
unintended consequences, resulting in increasing opportunities for rent seeking, as
discretionary power can be misused” (p. 173). Also, Redonda et al. (2018) consider
that “tax incentives for investment are usually poorly designed and ineffective (. . .)
their impact on investment is often negligible and they are likely to trigger costly
windfall gains for business” (p. 5). These authors also question the environmental
effects of some of the incentives, recommending that governments should not
use them.

Castañeda (2018) in analysing the inefficiency and injustice of the Colombian tax
system concludes that the political influence of the interest groups of the business
community explains the limitations of tax policy in achieving economic growth and
redistribution.2 Van Kommer (2018) considers that tax incentives are often granted
to a specific target group and specific type of income or expense; however, incen-
tives do not come without risks of misuse or abuse. Foreseeable risk may refer to
(1) increased number of applicants; (2) under-declaration of income; (3) incorrect
declarations; (4) shifting to other categories of income; (5) bringing forward invest-
ments or delaying them in order to manipulate the claim of the incentive; (6) trans-
ferring income to other entities; and (7) applying the tax incentive to other taxes
(p. 279).

Finally, Munongo, Ayo and Robinson (2017), in a study focusing on Southern
African countries, point out the disadvantages of incentives as revenue loss,
misallocation of resources, enforcement and compliance challenges and corruption

2To analyse the undue pressure of economic sectors for tax benefits, see Valdés (2019).



due to discretionality in the concession of incentives. To this end, the paper focuses
on the economic impact of incentives on tax competition and regional regulatory
harmonisation (pp. 159 and 165). In this regard, they state: “It was noted that the use
of tax incentives to attract FDI might improve the welfare of individuals in the
jurisdiction that applies the incentives, but have external cost implications for
residents in other competing jurisdictions that do not adopt tax incentives. Thus,
tax incentives were seen to reduce the overall welfare of residents in a region”
(p. 165).
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Some articles that analyse certain special tax incentives and their impact by
sectors are, for example, those by Carpentier and Suret (2016), Poterba (1997),
Jorgenson (1996) and Laukkaanen (2018). Despite the disparity in the number of
years between these studies, the recommendations they generate for the future
evaluation of tax relief policies are important. The Carpetiner and Suret document
(2016) analyses how Latin American countries have included tax incentives in their
jurisdictions in order to promote “Business Angels” (hereinafter, BAs). The imple-
mentation of these policies costs countries millions of dollars, where it is concluded
that the economic benefits of these initiatives are obscure and unknown. So much so
that programs fail to collect and provide the information needed to conduct com-
prehensive evaluations of these programs. Thus, the paper, also supported by
previous studies, concludes “tax expenditures are generally higher than tax revenues
when the additionality and displacement effects of the incentives are considered”
(p. 347). However, it recognises that much remains to be analysed, since the vast
majority of studies present flaws in their methodological dimension. Thus, for
Carpetier and Suret, the following three questions have not been resolved by the
literature, and they require measurement: (1)“even if the tax incentive programs
attempt to improve investors’ rate of return, little is known about whether this
objective has been reached”; (2) “the programs (. . .) are officially dedicated to
BAs, but they are generally open to all taxpayers or qualified investors”; and, finally,
(3) “given that the available analyses focus on short-term effects, we know little
about the performance, survival and success of firms financed by tax credits”
(p. 348).

Poterba (1997) analyses the tax incentives for research and development in the
United States, concluding that given their complexity, they give rise to unwanted
disincentives. In this regard, he states “Tax incentives and disincentives for invest-
ment are often unintentional. The international provision of the U.S. Internal Rev-
enue Code has become so complex that the architects who regularly patch up this
structure may fail to perceive the behavioural consequences of new layers of
complexity” (p. 72). Jorgenson (1996) demonstrates, through a 5-year analysis,
how the new system of regulations for calculating depreciation allowances for tax
purposes (the asset depreciation range system, ADR) created in 1971 in the United
States generated relatively little impact during the first year and that the maximum
impact on investment, gross national product and employment occurred 3 years later.
It is interesting to consider that in this case there is economic information that allows
us to evaluate the tax measure.
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Finally, Laukkaanen (2018), in analysing the “Special Economic Zones” (here-
after SEZs), asserts that if there is an inadequate incentive design, it can result in
increased evasion and competitive disadvantages. As such, for Laukkaanen, for
example, multinationals can take advantage of these zones to alleviate their overall
tax burden through artificial profit shifting from parent company to the entity located
in a low tax SEZ, for which the analysis of economic substance is fundamental as is
the inclusion in double taxation avoidance conventions of non-discrimination,
mutual agreement procedure, most favoured nation clauses, limitation on benefits
and principal purpose of the transaction clauses (see also Ferreira and Perdelwitz
20183).

For different doctrinants incentives can take the form of tax holidays, capital
investment incentives, reduced corporate tax rates, special economic zones, carry-
forward loss, investment allowances, accelerated depreciation, initial allowances,
investment tax credits, enhanced deductions, reduced tax rates on dividends and
interest paid abroad, preferential treatment of long-term capital gains, exemptions
(VAT), zero-rating (VAT) and tax havens, among others (Cotrut and Munyandi
2018; James 2016; Tavares-Lehman 2016).

6.3 International Aspirations for Tax Incentives Based
on the OECD’s BEPS Project and the 2030 Sustainable
Development Agenda

6.3.1 BEPS Action 5 and What It Means for Tax Incentives

BEPS Action 5 seeks to combat harmful tax practices based on transparency and
economic substance. The OECD has detected such practices in two areas: (1) pref-
erential tax regimes, i.e. those that offer advantageous tax conditions for companies
that carry out certain activities and therefore provide an incentive to relocate
business activities, and (2) agreements with tax administrations or tax rulings and
their negative tax effects at global level.

The issue of preferential tax regimes is addressed both in the 1998 report entitled
“Harmful tax competition: A global issue” and in Action 5. The latter explores
“geographically mobile” activities, for example, financial or service activities, which
globalisation and technological advances let move at low cost from one territory to

3This chapter also delves into how limitation on benefits and principal purpose of the transaction
clauses can combat treaty vulnerability to abuse of tax sparing credit clauses (p. 205). In the case of
the Double Taxation Avoidance Conventions of the Pacific Alliance countries, most of which
include the above clauses following the OECDModel Convention, see the following pages: https://
www.mef.gob.pe/es/convenio-para-evitar-la-doble-imposicion, http://www.sii.cl/pagina/
jurisprudencia/convenios.htm, https://www.sat.gob.mx/cs/Satellite?blobcol¼urldata&
blobkey¼id&blobtable¼MungoBlobs&blobwhere¼1461173732131&ssbinary¼true and https://
www.dian.gov.co/normatividad/convenios/Paginas/ConveniosTributariosInternacionales.aspx.

https://www.mef.gob.pe/es/convenio-para-evitar-la-doble-imposicion
https://www.mef.gob.pe/es/convenio-para-evitar-la-doble-imposicion
http://www.sii.cl/pagina/jurisprudencia/convenios.htm
http://www.sii.cl/pagina/jurisprudencia/convenios.htm
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.sat.gob.mx/cs/Satellite?blobcol=urldata&blobkey=id&blobtable=MungoBlobs&blobwhere=1461173732131&ssbinary=true
https://www.dian.gov.co/normatividad/convenios/Paginas/ConveniosTributariosInternacionales.aspx
https://www.dian.gov.co/normatividad/convenios/Paginas/ConveniosTributariosInternacionales.aspx


another without requiring a relevant business structure, obtaining tax advantages in
the host jurisdictions.
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It is important to clarify that a preferential regime is potentially harmful only if it
has actually created harmful economic effects according to the OECD guidelines in
the BEPS Project on substantial economic activity. Thus, tax bases cannot be
artificially shifted from countries where value is created to low-tax countries. In
this respect, the tax advantages associated with preferential regimes should only be
recognised if the entity that intends to implement them is engaged in a substantial
economic activity.4

Action 5 of the BEPS Project expands on preferential intellectual property
regimes. Thus, countries are free to establish tax incentives that encourage compa-
nies to invest in research and development, but these incentives must not generate
any distortion or harmful effect on the economy, which is why the requirement for
substantial activity is an essential element.

The foregoing shows that the activity performed is of sufficient substance and
therefore justifies the application of a preferential tax regime, based on the nexus or
relationship between income and expenses related to the development of the intan-
gible asset. In this way, the tax benefits associated with the regime will only be
applicable to income obtained from the exploitation of intellectual property on the
basis of the proportion between qualified expenses and total expenses. As such,
Action 5 expressly establishes a formula for calculating the benefits to be applied by
this special tax regime, as well as a breakdown of its variables.5

BEPS Action 5 also provides that taxpayers should only be able to apply the tax
benefits associated with a preferential regime if they actually substantially pursue the
economic activities to which that regime refers. The schemes analysed are those that
grant tax benefits to companies engaged, inter alia, in (1) headquarters regimes,
(2) distribution regimes, (3) financing or leasing regimes, (4) fund management
regimes and (5) banking and insurance regimes.

In conclusion, the OECD does not expect countries to eliminate their preferential
regimes but accepts their application only when the entity carries out a substantial
activity that justifies it. Despite the above, the role of international bodies such as the
OECD and the European Union in establishing international rules and standards has
been questioned in the literature. This is how it is for Van Kommer (2018): “The
argument put forth by the OECD that the tax policies of preferential regimes not only
harm the country whose tax base is being eroded, but those with the preferential
regimes as well, has never been sufficiently demonstrated. The assertion that such
policy would cause a race to the bottom and those racing will see a corresponding
drop in tax revenue together with the bottoming out of tax rates has also been

4This chapter does not explore in depth the relationship between harmful tax competition and tax
incentives. It is, however, an important line of research that has been addressed by others
(i.e. Littlewood 2004) and will continue to be so for Latin American countries.
5(Qualified expenses incurred in the development of the intangible asset/Total expenses incurred in
the development of the intangible asset) * Total income derived from the intangible asset¼ Income
susceptible of applying the tax benefits associated with the preferential regime.



dispelled in the past. As such, the saying of ‘we’re all in this together’ doesn’t really
have much weight” (p. 305).
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6.3.2 The 2030 Sustainable Development Agenda andWhat It
Means for Tax Incentives in Latin America

The 2030 SDGs are aimed, among other things, at reducing (1) low productivity and
poor infrastructure, (2) low quality in the provision of education and health services,
(3) gender and territorial inequalities in relation to minorities and (4) the accelerated
impact of climate change on the poorest segments of society. With an interdisci-
plinary understanding of sustainable development and in order to achieve the above
objectives, the SDA included 17 objectives and 169 goals.

With regard to the fiscal sphere, several studies by the Economic Commission for
Latin America and the Caribbean (ECLAC) have analysed tax policies that promote
the mobilisation of resources within the framework of these objectives, which
include the need to strengthen revenue collection. To this end, it addresses the
challenges involved in taxing the digital economy as well as modifying production
and consumption patterns in order to encourage the decarbonisation of the economy
and achieve improvements in public health (CEPAL 2017, 2019). For the purposes
of this document, however, it is very important that for ECLAC the use of fiscal
incentives limits the mobilisation of resources, but it recognises that if these incen-
tives are geared towards investment, they can contribute to sustainable and inclusive
growth.

Thus, ECLAC analyses that the mobilisation of domestic resources in the region’s
countries is limited by the existence of substantial fiscal incentives because the cost
of these tax expenditures that operate as transfers of public resources through the tax
system is considerable.

Thus, it is fundamental for tax expenditures to be effectively geared towards
investment in order to achieve the sustainable development goals. However, for the
Commission, the use of these mechanisms should be evaluated through cost-benefit
analysis, in order to analyse the interaction between tax policies and public expen-
diture programs. It is therefore possible to identify whether there are justifications for
the establishment or maintenance of these preferential tax treatments or whether it
is advisable to replace them with other more efficient and effective measures. This is
because not all special tax treatments are effective in encouraging investment; it is
the case of low-income countries that resort to costly temporary tax and income tax
exemptions to attract investment, when investment tax credits and accelerated
depreciation can generate more investment for every dollar spent.

In sum, for ECLAC, the main link between the mobilisation of domestic
resources and the SDGs is the tax collection aimed at financing the public expendi-
ture needed to achieve this broad vision of sustainable, inclusive development in
harmony with the environment.
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In the same line of argument, Zhan and Karl (2016) consider that in order to meet
SDGs, tax incentives need to provide low-income countries the resources to improve
infrastructure, health service delivery, promotion of renewable energy, research and
development (R&D) and education at affordable prices (p. 207). Thus, the authors
conclude, from a 2014 survey of investment promotion agencies prepared by the
United Nations Conference on Trade and Development (UNCTAD),6 incentive
priorities have tended to be economic rather than environmental or social. In this
regard, “the above-mentioned UNCTAD IPA survey (2014) revealed that job
creation, transfer of technology, and export promotion are the top three policy
objectives of existing investment incentives schemes. Thus, these schemes focus
primarily on economic goals. Environmental and social SD considerations are not
top priorities, although responding agencies confirmed that they have recently
gained importance in investment promotion policies. About 40 per cent of IPAs
consider SD to have been only somewhat or not at all important five years ago,
compared to only 5 per cent today” (p. 207, SD: sustainable development).

6.4 Current Panorama of Tax Incentives in Latin America,
in General, and in the Countries of the Pacific Alliance,
in Particular

Since the 1950s, there have been doctrinal references to the tax situation in Latin
American countries such as the paper written by Froomkin (1957). The paper
analyses the policies adopted in complex sociopolitical environments such as
Argentina, Brazil, Colombia, Chile and Mexico and concludes that there is an
undue transfer of US regulations to these jurisdictions, which established a new
approach to depreciation, leading to disparities in marginal income tax rates. The
study concludes with a sentence that is shocking: “It may, perhaps, be practical to
orient the reform of the tax system towards the punishment of non investors, rather
than the reward of investors” (p. 10), which demonstrates the disenchantment with
tax incentives.

More recent for Latin America, in general, are the studies by Atria et al. (2018),
Podestá and Hanni (2019), Renzio (2019) and CEPAL (2019), the last three
discussed at the recent “Regional Seminar on Tax Benefits” event held in Bogotá
in September 2019 and organised by Friedrich-Ebert-Stiftung (Fescol), Dejusticia
and the “International Budget Partnership (IBP)”.7 The main conclusions of these
studies include the following:

6UNCTAD is the main UN body dealing with trade, investment and development issues.
7Some of the topics discussed in the seminar can be consulted in the article by Medina (2019). The
seminar raises the interesting idea of the Centre for Economic and Social Rights, along with other
Latin American organizations, to find links between fiscal policy and human rights, a document that
will be published in 2020.
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1. Latin American countries have increased their collection from 9.7% of the gross
domestic product (GDP) in 1960 to 16.2% of the GDP in 2014. The document
explains four periods of this growth and its motivations and proposes a new
approach to taxation in Latin America based on relational (interaction state-
society), historical (influence of history and low collection) and transnational
(capital mobility caused also by tax incentives) dimensions (Atria et al. 2018).

2. “The region’s countries need to achieve greater mobilisation of resources to
meet the objectives of the 2030 Sustainable Development Agenda. To this end,
it is essential that they generate the right conditions and policies to attract foreign
direct investment and seek to strengthen tax collection, including the gradual
limitation or elimination of those tax expenditures that are not cost-effective”
(Podestá and Hanni 2019, p. 5).

3. “In the countries of the Americas, most of the tax incentives for companies are
aimed at certain geographical areas (generally remote areas, hostile climates,
border areas or regions with less relative development), as well as specific
sectors or activities, such as the promotion of renewable energies; research,
development and technological innovation projects; certain sectors of industry
and agro-industry; tourism; the forestry sector and film projects; among others”.
It is concluded, however, that the use of pro-investment incentives such as
accelerated depreciation or the application of tax deductions or credits related
to the cost of investment is rarely used in the region (Podestá and Hanni 2019,
p. 6).

4. Although there is a methodological problem in measuring fiscal expenditure in
the region, it could be argued that these fiscal waivers range from 14 to 25% of
effective collection. Thus, public expenditure in relation to the tax burden is of
30%. Only 1% of the GDP of Latin American countries is a pro-investment tax
expenditure. It is also concluded that tax expenditure on VAT is greater than
income and that that of corporate income is greater than that of individuals
(Podestá and Hanni 2019, p. 6).

5. For the specific case of the Pacific Alliance countries, not including Colombia,8

tax expenditures represent percentages of between 2.1 and 3.1% of the GDP.
Mexico has the highest result with 3.1%, of which 1.7% comes from tax
expenses associated with income tax and where the benefits received by natural
persons are greater than those received by legal persons (0.92% and 0.77%,
respectively), while tax expenses associated with VAT represent 1.4% of the
GDP. In the case of Chile, its tax expenditures represent 2.9% of the GDP, 2.1%
of which are associated with income tax, in equal shares between legal and
natural persons; 0.8% of the GDP is associated with tax expenditures associated
with VAT. Peru allocates 2.9% of its GDP to tax expenditures, with VAT
accounting for the largest portion (1.6%), while expenses related to income
tax represent 0.37% of the GDP, 0.2% for natural persons and 0.17% for legal

8The only data available for tax expenditures associated with income tax represent 1.3% of GDP,
0.6 for natural persons and 0.70 for legal persons (Podestá and Hanni 2019).
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persons. Tax spending on pro-investment incentives is 0.9% of GDP for Peru
(44% of total tax spending), 2.4% of GDP for Chile (69% of total tax spending)
and 0.9% for Mexico (27% of total tax spending) (Podestá and Hanni 2019).

6. However, as discussed in the theoretical part of this paper, other non-tax factors
influence investment decisions in Latin America, such as political stability,
security and a stable legal environment (Podestá and Hanni 2019).

7. The majority of Latin American countries present some kind of report on their
tax expenditures, but their heterogeneity is very broad, where, for example,
Mexico presents an extensive and detailed report in contrast to other countries
such as Paraguay. The Mexican report includes policy purposes by incentive as
well as evaluations of tax expenditures by income decile, which unfortunately
does not coincide with the time when budget debates take place. In the case of
Colombia, in the instrument known as the “medium-term fiscal framework”,
there is a quantification of tax expenditures only for some national taxes (VAT
and income), but not for territorial taxes, but unfortunately this information does
not influence budgetary decision-making. In Chile, the budget proposal includes
a chapter on tax expenditure that includes projections. Finally, in Peru, a detailed
report is published that is linked to the budget proposal (De Renzio 2019,
pp. 6–9).

8. Governments in Latin America often include information on estimates of lost
revenue but do not publish future revenue projections, effective dates or infor-
mation on the policy purposes they pursue (De Renzio 2019).

9. Some 3.7% of the GDP in Latin America corresponds to revenues not collected
in recent years (2016–2019), i.e. between 10 and 20% of public revenues
(De Renzio 2019).

10. An indicator called the “Open Budget Index” produced by the International
Budget Partnership shows that governments are much less transparent with
respect to tax expenditures than with respect to general budget information,
although this situation is not as worrying in Latin America as it is in Western
Europe and sub-Saharan Africa (De Renzio 2019, p. 4).

11. In Latin America in general, and in the countries of the Pacific Alliance in
particular, there are no details on the process of approval, review and evaluation
of tax expenditures. Nor are there accountability mechanisms that would allow
for an informed debate on the role of tax expenditures as instruments of fiscal
policy (De Renzio 2019, pp. 11 and 18).

12. In Latin America and the Caribbean, of 40 countries analysed, the majority
implement tax holidays (29 equivalent to 72%), followed by 26 that use reduced
tax rates (65%). 60% use SEZs, 47% investment allowances/tax credits, and
30% R&D deductions (Ogazón and Calderón 2018). For 24 Latin American
countries analysed by James (2016), 92% use tax holidays/tax exemption, 50%
investment allowance/tax credit, 33% reduced tax rate, 8% R&D tax incentives
and 4% super deductions (Table 7.1, 2014). However, the disparity of the
percentages of the two previous studies is of concern, although this may be
due to the jurisdictions under analysis and to the criteria used to classify tax
incentives. Also, as recognised by James (2016, p. 155), there are obstacles to
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Fig. 6.1 Number of tax incentives in income tax by Pacific Alliance countries. Source: Authors
based on information in Table 6.2

summarising the different types of incentives and the way in which they are
administered.

Despite the previous methodological difficulties, and in order to analyse the
situation of the tax incentives of the countries of the Pacific Alliance (Mexico,
Peru, Chile and Colombia) in terms of income tax (direct taxation) and value-
added tax (indirect taxation), I follow the categorisation by James (2016) by which
the tax incentives can be classified according to the following typologies: (1) tem-
porary tax exemptions (tax holidays) and a reduction of rates; (2) investment
incentives (accelerated depreciation, partial deduction, tax credits and tax deferral);
(3) special zones with privileged tax treatment (import duties, income tax benefits,
value-added tax benefits); and (4) employment incentives (tax reductions for hiring
labour). I also try not only to distinguish tax incentives from direct and indirect
taxation but also to tie them to the objectives pursued by the 2030 SDA, taking into
account ECLAC studies (CEPAL 2019).

From the following data, referring to income tax incentives (direct taxation), it is
concluded that Colombia is the jurisdiction that most offers this type of incentive in
relation to the total of the selected sample (14/24, 58%), followed by Chile (13/24,
54%), Mexico (12/24, 50%) and Peru (9/24, 37.5%) (Fig. 6.1).

As shown, Peru offers seven of the eight tax incentives in value-added tax
analysed (87.5%), Colombia and Mexico, each three (37.5%), and finally Chile
with 2 (25%) (Fig. 6.2).

As analysed, the objectives proposed by the 2030 SDA are aimed at consolidating
economic, social and environmental sustainability. As shown in Tables 6.2 and 6.3,
it is easy to find a relationship between the purposes of the incentives and the SDGs.
For the economic context of the countries of the Pacific Alliance, it is essential to
have cost-effective public policies to eradicate extreme poverty and inequalities and
achieve an economic scenario that promotes growth, decent work, gender equality
and innovation, among other purposes. In this scenario, the role of fiscal policy is
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essential. Thus, the accountability of the beneficiaries as regards the incentives, in
terms of the social investments undertaken, and the quantification of tax expenditure
by the State is fundamental, where the amount of the latter cannot be greater than the
former. In conclusion, the ideal of an equitable and progressive tax system is that tax
incentives, in spite of decreasing collection, significantly increase investments to
satisfy social goals.

6.5 Conclusions and Final Recommendations on Fiscal
Public Policy for the Pacific Alliance Countries

Several conclusions can be drawn from the above analysis. First, not all tax benefits
are incentives. But for those that are, there is no unanimity in the literature as to their
definition; however, they should all meet the following characteristics: they must be
special and exceptional tax measures against general rules, favourable to a sector or
type of investment to attract it, they seek to increase its rate of return or reduce risks
and costs, they must comply with a strict process of qualification of requirements for
access, they must ideally be defined for a determined period, they include one or
several taxes, they can interact with other pro-investment strategies, and they
generate a negative impact on public finances if they are not cost-efficient.

The paper also concludes that, along with tax strategies, there are usually others in
favour of investment and that the former are not necessarily effective, although they
are the most commonly used in the global context. Faced with their undesired
effects, the document analyses different general and special studies by incentives
and sectors and relates the tax incentives commonly used in both direct and indirect
taxation schemes.
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(continued)

Table 6.3 Tax incentives in value-added tax (indirect taxation) in the countries of the Pacific
Alliance and the objectives of the 2030 SDA

SDGs
Type of tax
incentive Tax incentive Chile Colombia Mexico Peru

112 E. Lozano Rodríguez

Goal
9. Industry,
innovation
and
infrastructure

Special
areas with
privileged
tax
treatment

1. Duty-free zones (with
goods and services exempt
from VAT and customs
duties)

X X X X

Goal
9. Industry,
innovation
and
infrastructure

Investment
incentives

2. Special regime for early
recovery of VAT—this
regime establishes the
refund of VAT on imports
and/or local purchases of
new capital goods, new
intermediate goods, ser-
vices and construction
contracts, carried out in the
pre-productive stage and
which will be used in the
execution of the projects
foreseen in the investment
contracts and which are
destined for the execution
of operations taxed with
VAT or for exports

X

Goal 13.
Action for
climate

Investment
incentives

3. Promotion of the agri-
cultural sector—taxpayers
covered by the Law for the
Promotion of the Agricul-
tural Sector may request a
refund of VAT paid on the
purchase of capital goods,
inputs, services and con-
struction contracts. In
addition, they can depreci-
ate hydraulic and irrigation
infrastructure works at an
accelerated rate of 20%.
Finally, companies in the
sector are affected at a
reduced rate of 15%

X

Goal
8. Decent
work and
economic
growth

Investment
incentives

4. Mining incentives—
refund of VAT paid in the
exploration phase and
deduction of investments
in infrastructure constitut-
ing a public service

X

Goal
9. Industry,
innovation

Special
areas with
privileged

5. Export, transformation,
industry,
commercialisation and

X



SDGs Tax incentive Chile Colombia Mexico

and
infrastructure

tax
treatment

services centres
(CETICOS)—exempt
from VAT

X X

6 Tax Incentives in Pacific Alliance Countries, the BEPS Project (Action 5), and. . . 113

Table 6.3 (continued)

Type of tax
incentive Peru

Goal 4. Qual-
ity education

Investment
incentives

6. Value-added tax
exemptions for the con-
sumption of education ser-
vices, school supplies and
transport. Educational ser-
vices are generally defined
in broad terms and include
all levels, as well as their
provision by public and
private institutions. Few
specifically mention tech-
nical and vocational edu-
cation and training—Peru
is the exception—but these
generic definitions could
be interpreted as including
technical and vocational
education and training
provided in the formal
education system, as well
as that provided in
non-formal institutions
recognised by the
corresponding government
agencies

X X

Goal
9. Industry,
innovation
and
infrastructure

Investment
incentives

7. Those responsible for
VAT may deduct from the
income tax payable,
corresponding to the year
in which it is paid, or in
any of the following tax-
able periods, the VAT paid
for the acquisition, con-
struction or training and
import of real productive
fixed assets, including that
associated with the ser-
vices necessary to put
them into use

X

Goal
9. Industry,
innovation
and
infrastructure

8. Hotel services for
foreigners

X
Zero
rate

X
Zero
rate

Source: Authors based on the regulations for the countries analysed and ECLAC studies (CEPAL
2019)
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It is also clear that the possible distortions that tax incentives may generate in the
existence of preferential regimes is a concern of the OECD’s BEPS Project. It is
therefore essential to analyse the substantiality of economic activities, intensifying
the BEPS Project into areas such as intellectual property, among others. As for its
effectiveness in achieving the SDGs, it is highly pertinent to establish the connection
with the pro-investment fiscal policy measures, as well as its constant monitoring
and evaluation.

However, the paper explores the discouragement reported regarding tax incen-
tives in the Latin American context by demonstrating the problems related to the
quantification of the associated tax expenditure and its cost-efficiency, as well as the
poor accountability of the beneficiaries of these incentives. Therefore, in the Pacific
Alliance countries, there is no follow-up to such fiscal policies, let alone an adequate
relationship with the budgetary processes in place in these countries, thus affecting
the SDGs.

In view of the above, and following the recommendations of Redonda et al.
(2018), Podestá and Hanni (2019), De Renzio (2019), Van Kommer (2018), CEPAL
(2019) and James (2016) in particular, public fiscal policy on tax incentives in Latin
American countries in general, and in the Pacific Alliance in particular, should take
into account the following:

1. Periodic preparation of reports on tax incentives. Countries should provide
constant, timely and detailed reports on the costs, expected benefits, expiration
dates, main beneficiaries and goals of the incentives. They should also estimate,
as accurately as possible, the tax expenditure that results from them.

2. Linking tax incentive reports to budgetary decision-making. Cost-efficiency
analysis of tax incentives should be taken into account when governments
prepare their annual budgets, and when they are approved by the corresponding
legislature or body at the sub-national level.

3. Constant monitoring and evaluation of the effectiveness of tax incentives and the
participation of multiple actors. Governments, along with citizen oversight and
international cooperation, should follow up on fiscal policies that include tax
incentives and ensure their cost-effectiveness. They should also review competi-
tion and complementarity with pro-investment mechanisms, apart from tax
mechanisms.

4. The assessment of tax incentives should include the fulfilment of the international
aspirations of the OECD BEPS Project and 2030 SDA. The international stan-
dards contained in the BEPS Project and in SDA serve to harmonise tax regimes,
avoid harmful tax competition, and make them fairer and more progressive. Some
tax incentives can contribute to SDGs beyond the classic social-economic objec-
tives of jobs and growth (e.g. environment, renewable energy, gender equality).

5. Inclusion of tax incentives only in tax rules. It is reiterated practice in Latin
American countries that non-tax regulations include tax incentives to promote
sectors or activities in particular, in the best of cases, since their introduction is
often motivated by particular interests and/or political pressures.
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6. Clear criteria in the law for access to tax incentives. In order to avoid corruption
in the allocation of incentives, the law must unequivocally establish the require-
ments for their granting and terms of validity

7. There is a need for coordination between national and subnational governments
in the monitoring and evaluation of tax incentives. It is common in the region not
to quantify the tax expenditure generated at subnational level by assigned tax
incentives, where the discussion usually remains at national level. There is
therefore a need for adequate coordination among the different levels of
government.

The problem of tax incentives in Latin American is over-diagnosed. Thus, an
effort is required from national and subnational governments to improve flat tax
structures, with exceptional incentives for investment and periodic evaluations, in
order to comply with international standards and achieve more equitable, progres-
sive and efficient tax schemes.
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