
TECHNICAL NOTE No IDB-TN-3239

Systematic Review of Evidence 
on the Impact of Tax Incentives 
in Latin American and Caribbean 
Countries

Glenn Paul Jenkins 
Abdallah Othman
Edna Armendariz
Anastasiya Yarygina

Inter-American Development Bank 
Fiscal Management Division
 Institutions for Development Sector

November 2025





SSyysstteemmaattiicc  RReevviieeww  ooff  EEvviiddeennccee  oonn  tthhee  
IImmppaacctt  ooff  TTaaxx  IInncceennttiivveess  iinn  LLaattiinn  
AAmmeerriiccaann  aanndd  CCaarriibbbbeeaann  
CCoouunnttrriieess

Glenn Paul Jenkins, Department of Economics, Queen’s 
University, and Cambridge Resources International (CRI)

Abdallah Othman, Cambridge Resources International (CRI)

Edna Armendariz, Inter-American Development Bank (IDB)

Anastasiya Yarygina, Inter-American Development Bank (IDB)

Inter-American Development Bank 
Fiscal Management Division 
Institutions for Development Sector 

November 2025



CCaattaallooggiinngg--iinn--PPuubblliiccaattiioonn  ddaattaa  pprroovviiddeedd  bbyy  tthhee
IInntteerr--AAmmeerriiccaann  DDeevveellooppmmeenntt  BBaannkk
FFeelliippee  HHeerrrreerraa  LLiibbrraarryy

PENDING

JEL Codes: E62, H25, O23
Keywords: tax incentives, tax expenditure, foreign direct investment, cost-benefit analysis, ex ante 
evaluation, ex post evaluation

http://www.iadb.org 

Copyright © 2025 Inter-American Development Bank ("IDB"). This work is subject to a Creative Commons license CC 
BY 3.0 IGO (https://creativecommons.org/licenses/by/3.0/igo/legalcode). The terms and conditions indicated in the 
URL link must be met and the respective recognition must be granted to the IDB. 

 Further to section 8 of the above license, any mediation relating to disputes arising under such license shall be 
conducted in accordance with the WIPO Mediation Rules. Any dispute related to the use of the works of the IDB that 
cannot be settled amicably shall be submitted to arbitration pursuant to the United Nations Commission on 
International Trade Law (UNCITRAL) rules. The use of the IDB's name for any purpose other than for attribution and 
the use of IDB's logo shall be subject to a separate written license agreement between the IDB and the user and is 
not authorized as part of this license. 

 Note that the URL link includes terms and conditions that are an integral part of this license. 

 The opinions expressed in this work are those of the authors and do not necessarily reflect the views of the Inter-
American Development Bank, its Board of Directors, or the countries they represent. 

Cataloging-in-Publication data provided by the
Inter-American Development Bank
Felipe Herrera Library

Systematic review of evidence on the impact of tax incentives in Latin American and Caribbean countries / 
Glenn P. Jenkins, Abdallah Othman, Edna Armendariz, Anastasiya Yarygina.

p. cm. — (IDB Technical Note ; 3239)

Includes bibliographical references.

1. Value-added tax-Research-Latin America.  2. Value-added tax-Research-Caribbean Area.  3. Investments, 
Foreign-Research-Latin America.  4. Investments, Foreign-Research-Caribbean Area.  5. Fiscal policy-
Research-Latin America.  6. Fiscal policy-Research-Caribbean Area.  I. Jenkins, Glen P.  II. Othman, Abdallah.  
III. Armendáriz, Edna.  IV. Yarygina, Anastasiya.  V. Inter-American Development Bank. Institutions for Devel-
opment Sector.  VI. Series.
IDB-TN-3239

JEL Codes: E62, H25, O23
Keywords: tax incentives, tax expenditure, foreign direct investment, cost-benefit analysis, ex ante evalua-
tion, ex post evaluation



Glenn Paul Jenkins
Abdallah Othman
Edna Armendariz
Anastasiya Yarygina

Authors

Systematic Review of
Evidence on the Impact
of Tax Incentives
in Latin American and
Caribbean Countries





vii

Contents

ABSTRACT................................................................................................................................................................................................... 	 IX

1.	 INTRODUCTION............................................................................................................................................................................... 	 1

1.1	 Types and Advantages and Disadvantages of General Tax Incentives.......................................................... 	 2

1.2	 Main Tax Incentives Offered in LAC Countries............................................................................................................. 	 4

1.3	 Economic Principles for Evaluation of Tax Incentives............................................................................................ 	 10

2.	 METHODOLOGY AND SUMMARY OF REVIEWED STUDIES................................................................................... 	 13

2.1	 Geographic Distribution of the Studies.......................................................................................................................... 	 14

2.2	 Types of Tax Incentives Analyzed................................................................................................................................. 	 14

2.3	 Methods and Types of Evaluation of the Impact of Tax Incentives............................................................ 	 14

3.	 LITERATURE REVIEW ON THE IMPACT OF TAX INCENTIVES................................................................................. 	 17

3.1	 The Impact of Tax Incentives on Foreign Direct Investment............................................................................... 	 18

3.2	 The Impact of Tax Incentives on Total Investment............................................................................................. 	 23

3.3	 Cost-Benefit Analysis Studies................................................................................................................................................ 	 27

3.4	 R&D Studies...................................................................................................................................................................................... 	 29

3.5	 The Impacts of Location-Specific Tax Incentives........................................................................................................ 	 30

4.	 INTERNATIONAL EVIDENCE ON THE IMPACT OF TAX INCENTIVES AND  
ALTERNATIVE POLICY TOOLS.................................................................................................................................................. 	 33

4.1	 Strategic Trade Policies over Income Tax Incentives................................................................................................ 	 33

4.2	 Supporting Export-Oriented Firms..................................................................................................................................... 	 34

4.3	 Reducing Trade Administration Costs: Evidence from the Andean Community and Mercosur.... 	 35

5.	 CONCLUSIONS AND POLICY RECOMMENDATIONS.................................................................................................. 	 37

5.1	 Conclusions....................................................................................................................................................................................... 	 37

5.2	 Recommendations....................................................................................................................................................................... 	 38



Systematic Review of Evidence on the Impact of Tax Incentives in Latin American and Caribbean Countries

viii

REFERENCES............................................................................................................................................................................................ 	 41

ANNEX A. MAIN CORPORATE TAX INCENTIVES FOR INVESTMENT BY COUNTRY, 2024.............................. 	47

ANNEX B. DETAILED METHODOLOGY OF THE SYSTEMATIC LITERATURE REVIEW....................................... 	 63

ANNEX C. SUMMARY OF RESULTS OF SAMPLE STUDIES ON IMPACT OF TAX INCENTIVES...................... 	 67



ix

Abstract*

Governments in Latin America and the Carib-
bean (LAC) heavily rely on corporate tax incen-
tives to attract foreign investment or investment 
in particular sectors or activities. On average, 
tax incentives focused on investment and busi-
nesses account for approximately 1.1 percent of 
GDP in LAC, rising to 1.5 percent or more in some 
countries. However, despite the magnitude of 
these tax incentives, governments do not usu-
ally ask whether they are promoting the coun-
try’s development aims at the lowest possible 
cost. This technical note presents a systematic 
review of the existing literature on the impact 
of tax incentives in LAC. The findings are mixed 
and frequently inconclusive. While some studies 
report increased investment in targeted sectors, 
others find little or no response. More impor-
tantly, most research assesses whether invest-
ment levels increase, without examining whether 
the incentives generate net economic benefits, 

address a market failure, or improve productivity 
and long-term growth. Very few studies conduct 
an economic cost-benefit analysis. As a result, 
key questions about their overall allocative effi-
ciency often remain unaddressed. The evidence 
suggests that tax incentives alone are rarely suf-
ficient to influence investment decisions, which 
are more strongly driven by fundamentals such 
as profitability, labor availability, infrastructure, 
and country risk. To improve the quality of tax 
incentive policies, governments should adopt 
systematic ex ante assessments and ensure that 
incentive design is targeted, efficient, and based 
on clear economic rationale.

JEL Codes: E62, H25, O23

Keywords: tax incentives, tax expenditure, 
foreign direct investment, cost-benefit analysis, 
ex ante evaluation, ex post evaluation

* The authors would like to thank all the participants at the regional dialogue Rethinking Tax Incentives for Investment in the 
New Global Context, where the preliminary findings for this study were presented. The constructive feedback and diverse 
perspectives shared during the discussions greatly enhanced the final report.





1

1

Tax incentives have become a more common 
policy to promote investment in developing 
economies. Many governments, including those 
in Latin America and the Caribbean (LAC), are 
trying to reallocate and encourage foreign and 
domestic investment by using tax incentives 
that offer certain economic activities a more 
favorable tax treatment. These incentives include 
income tax holidays, reduced corporate income 
tax (CIT) rates, investment tax credits, investment 
allowances, accelerated depreciation, and value-
added taxes (VAT) and customs duty exemptions.

The tax revenue that is forgone as a result 
of tax incentives related to investment and busi-
nesses, including CIT incentives and foreign 
trade tax expenditures, represents about 1.1 per-
cent of GDP in LAC. According to data from 
the Tax Expenditure Database of Latin Amer-
ica and the Caribbean (TEDLAC) (Peláez Longi-
notti, 2025), the tax revenue forgone as a result 
of CIT incentives is equivalent to around 0.9 per-
cent of GDP on average in the region. The coun-
tries with the highest forgone revenue from 
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CIT-related tax incentives include Honduras 
and Uruguay (1.7 percent), followed by Costa 
Rica (1.6 percent), Colombia (1.3 percent), Chile 
(1.2 percent), and Ecuador (1.1 percent). When 
considering foreign trade tax incentives (mainly 
duty exemptions and special regimes such 
as free trade zones [FTZs]), the magnitude is 
smaller but still relevant, with forgone reve-
nue averaging 0.2 percent of GDP across the 
region. The highest forgone revenue is found in 
Jamaica (1.4 percent) and in Paraguay and the 
Dominican Republic (0.3 percent).

Proponents of such incentives assert that 
these mechanisms foster investment and emplo-
yment opportunities, whereas critics argue that 
they lack efficacy, incur substantial tax expendi-
tures, distort investment patterns, enable corrupt 
practices, and render the tax system convoluted 
and opaque.

In view of the above, the objective of this 
study is to review and analyze the existing litera-
ture on the effects of investment tax incentives 
in LAC economies. The remainder of the paper is 
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organized as follows: Section 1 outlines the advan-
tages and disadvantages of general tax incenti-
ves, describes the main types of tax incentives 
offered in LAC countries, and provides an over-
view of key economic principles for evaluating 
such incentives. Section 2 presents the metho-
dology used to conduct the systematic review, 
along with a descriptive analysis of the collec-
ted materials. Section 3 summarizes the empiri-
cal evidence on the effectiveness and efficiency 
of tax incentives. Section 4 draws lessons from 
international experience by highlighting alter-
native policy tools used to stimulate investment. 
The final section offers conclusions and policy 
recommendations. A set of annexes provides 
complementary material, including an inventory 
of corporate tax incentives by country (Annex A), 
details of the systematic review methodology 
(Annex B), and a synthesis table of the results 
from the sample studies (Annex C).

Types and Advantages and 
Disadvantages of General 
Tax Incentives

Tax incentives are special tax provisions that 
favor certain types of investments, investors, or 
products. They are used with the intention of 
lowering the effective rate of taxation. Tax incen-
tives can apply to both domestic and foreign 
investments and for any purpose. They can be 
found throughout tax and investment laws. In 
statutory terms, a tax incentive can be defined 
as a special tax provision granted to qualified 
investment projects that represents a statutorily 
favorable deviation from a corresponding provi-
sion applicable to all other investment projects 
(i.e., projects that receive no special tax provi-
sion). An implication of this definition is that any 
tax provision that is applicable to all investment 
projects does not constitute a tax incentive. 
Hence, for example, a tax provision that allows 
the profits of a foreign-funded investment 
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project to be taxed at half the rate that applies 
to domestic companies would constitute a tax 
incentive, but a provision that simply sets a low 
CIT rate for all firms would not constitute a tax 
incentive (Zee et al., 2002).

Tax incentives take several different forms 
depending on where they fit into the structure 
and administration of the tax system. In general, 
they can be grouped into tax holidays, reduced 
CIT rates, investment allowances and tax credits, 
accelerated depreciation, exemptions from indi-
rect taxes such as import tariffs on inputs, and 
export processing zones (special zones for expor-
ters: enterprises in the zones are typically exempt 
from all indirect taxes and, in some cases, all 
direct taxes). Table 1 provides a summary of the 
distinct types of tax incentives.

The various types of tax incentives for invest-
ment shown in Table 1 can be broadly categorized 
into (i) profit-based incentives (i.e., those deter-
mined as a percentage of profit, including tax 
holidays, reduced CIT), (ii) expenditure-based (or 
capital investment-based) (i.e., those that reduce 
the after-tax cost of capital investment expendi-
ture, including investment allowance, accelera-
ted depreciation, tax credits, and the like), and 
(iii) other tax incentives such as reduced rates on 
indirect taxes (e.g., VAT, duties, and tariffs), taxes 
on labor, land, social security contributions, and 
other payments. Profit-based incentives pro-
vide tax relief based on earnings and not on new 
investments. In this regard, they are particularly 
attractive to mobile foreign direct investment 
(FDI), which can easily relocate across borders in 
response to changes in tax treatment, particu-
larly tax rates. Expenditure-based incentives, by 
contrast, tend to promote reinvestment and the-
refore further integration into the local economy. 
In addition, expenditure-based incentives typi-
cally target specific types of capital investments 
or activities that can be associated with coun-
tries’ sustainable development objectives (UNC-
TAD, 2022).
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Instrument Description Example

Tax holidays Temporary exemption of a firm or investment from certain 
specified taxes (typically at least CIT) for a specified period.
Sometimes administrative requirements are also waived, 
notably the need to file tax returns. Businesses may be able to 
carry forward losses from the holiday period.

Company (A) is exempt from CIT for the first 
five years.

Reduced CIT 
rates

Reduction of the CIT rate without a full exemption on 
qualifying income to particular types of activity (e.g., 
manufacturing), locations, or regions.

Company (A) benefits from a lower CIT 
rate of 10% instead of the standard CIT rate 
of 22%.

Investment 
allowance

Deduction of a certain proportion of an investment from 
taxable profits (in addition to depreciation).
The value of an allowance is the product of the allowance and 
the tax rate.

Company (A) investing an amount (X) in 
machinery can deduct 20% from taxable 
income.

Investment tax 
credit

Credit against the overall tax liability is given for a specified 
portion of the qualifying investment expenditures.
Rules differ regarding excess credits (credits in excess of tax 
liability) and include the possibility that they may be lost, 
carried forward, or refunded.

Company (A) receives a tax credit of (X) 
amount for R&D spending, reducing tax 
owed (tax liability) by the same amount (X).

Accelerated 
depreciation

Certain investments may receive depreciation of capital assets 
at a faster rate than others available for the same type of 
investment.
This can be implemented in many different ways, including 
higher first-year depreciation allowances or increased 
depreciation rates.
The total tax liability is unchanged in nominal terms, but the 
timing changes, thus creating benefits in present value terms.

An investment project can depreciate 
50% of the investment amount (e.g., plant 
and machinery, buildings) in the first year 
instead of the standard depreciation rate 
of 10%.

Exemptions 
from indirect 
taxes

Exemption from certain taxes, often those collected at the 
border, such as tariffs, excises, and VAT on imported inputs.

A manufacturer importing machinery worth 
an amount (X) avoids a 20% import duty.

Special zones Geographically limited areas in which qualified firms can 
locate and thus benefit from exemption of varying scopes of 
taxes and/or administrative requirements (such as lower tax 
rates, duty exemptions, and streamlined regulations).
Zones are often aimed at exporters and are located close to a 
port.

Company (A) setting up in a special 
economic zone (SEZ) enjoys exemption 
from CIT (or reduced CIT rate) and 
exemptions from customs duties and/or 
import taxes, VAT, or sales taxes.

TABLE 1

Based on Klemm (2010).Source:

MAIN FORMS OF TAX INCENTIVES

Theoretical studies conclude that not all 
tax incentives are equally effective in promo-
ting investment, economic growth, and emplo-
yment, with accelerated depreciation schemes, 
immediate deductions, and tax credits being 
preferable to tax holidays, other exemptions, and 
reduced rates. A joint report by four internatio-
nal organizations emphasizes that tax incentives 

that reduce the cost of capital investment are 
often preferable to tax incentives based on cor-
porate profits. The cost-based incentives seek 
to reduce the cost of capital to make more pro-
jects profitable and generate investments that 
would not otherwise have been undertaken. Tax 
incentives based on profits or benefits generally 
reduce the tax rate applicable to taxable income; 
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therefore, one of their effects is the forgoing of 
tax revenues to make investment projects—that 
would have been carried out even without the 
incentive—even more profitable than they alre-
ady were (IMF, OECD, UN, and World Bank, 2015).

Table 2 summarizes the main advantages 
and disadvantages of the different tax incentives 
commonly used. Policymakers are encouraged 
to consider whether the potential costs associa-
ted with these fiscal incentives more than offset 
their benefits in terms of attracting investment.

Main Tax Incentives Offered in 
LAC Countries

This study has updated the tax-related incen-
tives in the LAC region—as outlined in the ECLAC/
Oxfam International (2019) report—with data from 
the International Bureau of Fiscal Documenta-
tion’s Tax Research Platform (IBFD, 2024), which 
provides up-to-date and detailed information on 
tax regulations and policies worldwide through 
2024. The types of incentives utilized differ within 

1.2

TABLE 2
PROS AND CONS OF VARIOUS TAX INCENTIVE INSTRUMENTS

Pros Cons

Profit-based 
instruments

	• Strong signaling effect to investors, easy to 
communicate and advertise.

	• Disproportionately favor investments with high 
profit margins that would have likely occurred 
anyway and investments with short time 
horizons (in the case of time-bound holidays 
and concessions).

	• Typically granted against upfront assurances 
from the investor rather than actual 
performance in terms of expected outcomes, 
such as investment or jobs generated.

	• Prone to abuse through profit shifting within 
firms.

	• High fiscal risk owing to the low predictability 
of actual fiscal cost.

	• Tax holidays only: Investors may appreciate 
complete liberation from interaction with tax 
authorities for the duration of the holiday.

	• Tax holidays only: Liberating investors from 
tax filing requirements makes it impossible 
to monitor the costs of incentives in terms of 
forgone revenue.

Expenditure-
based instruments

	• The amount of benefit to investors is directly 
linked to the amount invested.

	• Tax revenue loss is more predictable than 
under profit-based instruments.

	• Less prone to abuse through profit shifting 
than profit-based instruments.

	• Does not liberate firms from filing taxes, which 
makes the process more transparent and 
allows tracking of costs in terms of forgone 
revenue.

	• Accelerated depreciation only: The nominal 
tax burden is not actually reduced; payment 
is merely deferred to a later stage of the 
investment.

	• More challenging to administer.
	• May bias production technology toward more 

capital-intensive investment.

Andersen et al. (2018).Source:
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the region in terms of their design and coverage 
due to the varying goals of the individual coun-
tries. Table 3 summarizes the main fiscal incentives 
offered in the LAC region in 2024 (see Annex A for 
a detailed description of tax incentives by country). 
In general, tax incentives are targeted to attract 
investment in specific types of activity or geo-
graphic areas. The main specific sector targets in 
the region are manufacturing (13 countries), tour-
ism (10 countries), renewable energy (10 countries), 
and development (10 countries). In parallel, every 
country also offers location-based incentives, typ-
ically through special zones that focus on export-
oriented activities and regional development.

In 15 of the 17 LAC countries analyzed, cor-
porate tax holidays are a prominent feature; 
Argentina and Mexico are the exceptions. These 
incentives last for varying periods of time, based 
on industry and location factors. The range spans 
from 3 years in Ecuador for new microenterprises 
to 50 years in Chile for businesses that invest in 
Region XII focusing mainly on industrial, mining, 
and tourism activities. Chile also extends other 
long-term incentives like 44-year tax holidays 
for companies operating within special zones 
(i.e., Tierra del Fuego). The average duration of tax 
holidays across the region tends to fall between 
10 and 15 years, with countries such as Bolivia, 
Brazil, Guatemala, Paraguay, and Uruguay provi-
ding tax exemption within this range. The prin-
cipal target of most of these incentives is the 
special zones.

In addition to corporate tax holidays, redu-
ced CIT rates are offered in 12 out of 17 LAC coun-
tries. Some countries use this incentive to achieve 
specific regional development goals. In Brazil’s 
northeastern regions, companies are encou-
raged with a 75 percent decrease in taxes for 
initiatives located in SUDENE and SUDAM deve-
lopment zones aimed at boosting infrastructure 
improvements.

Other countries, such as Costa Rica and 
Panama, use reduced CIT rates to promote 

investment in industrial activities. For instance, 
Costa  Rica provides reduced rates of 0 percent, 
5 percent, 6 percent, or 15 percent for industries 
located in FTZs, depending on the location and 
amount of investment. Panama provides a redu-
ced CIT rate of 5 percent to the multinational com-
panies providing manufacturing services.

Investment tax credits are also commonly 
used to promote spending in industries such as 
productive investments (Argentina, Chile, Mexico, 
Peru, Uruguay), research and development (R&D) 
(Argentina, Brazil, Colombia, Ecuador, Mexico), and 
renewable energy projects (Dominican Republic, 
Ecuador, El Salvador). In addition, Honduras uses an 
employment tax credit to encourage job creation.

Businesses in sectors that seem to depend 
excessively on capital assets are often gran-
ted accelerated depreciation incentives to reco-
ver their investment expenses at a faster pace. 
For  example, Chile, along with Ecuador, Mexico, 
and Nicaragua, are known for using deprecia-
tion in new fixed assets or new projects in gene-
ral. Furthermore, in LAC this tax benefit is aimed 
at assisting industries like the construction sec-
tor in Peru, the tourism sector in Uruguay, the 
mining industry in Argentina, manufacturing 
in Bolivia, and renewable energy in Argentina, 
Colombia, and Panama.

Nearly all countries in the region have spe-
cial incentive regimes for companies located 
in underdeveloped areas or designated spe-
cial zones, like FTZs and SEZs. The typical SEZ 
policy package includes import and export duty 
exemptions, streamlined customs and adminis-
trative controls and procedures, liberal foreign 
exchange policies, and income tax incentives, all 
meant to boost an investment’s competitiveness 
and reduce business entry and operating costs.

In Guatemala, a tax holiday of up to 10 years 
is granted for export-oriented activities carried 
out by international service providers and tex-
tile manufacturers located in public economic 
development zones under the regime of the 
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Santo Tomás de Castilla Free Trade and Industrial 
Zone. Similarly, Honduras has established indus-
trial processing zones for exports, which provide 
up to 20 years of complete income tax exemption 
for companies focused on manufacturing goods 
intended for international markets, particu-
larly those targeting countries outside of Central 
America. In addition, the importation of produc-
tion machinery, raw materials, and supplies is 
exempted from indirect taxes. Panama also par-
ticipates in this framework through its Colón Free 
Zone. Companies incorporated in the Colón Free 
Zone that engage in the activities established in 
Law 9 of 2016 will enjoy exemption from CIT for 
10 years. Also, there are no import duties on goods 
brought into the Colón Free Zone for re-export. In 
Nicaragua, the Export Free Trade Zone Law provi-
des for several types of export-free zones (e.g., for 
processing, industrial production, logistics, and 
outsourcing services). FTZ users are qualified for 
a 10-year income tax holiday, which can be exten-
ded for an additional 10 years. Once the full tax 
exemption expires, qualifying companies will be 
entitled to a 60 percent exemption. Furthermore, 
raw materials, machinery, equipment, spare 
parts, samples, molds, and accessories required 
for the operation of companies in the FTZs are 
exempt from import duties.

Economic Principles for 
Evaluation of Tax Incentives

Investment tax incentives ultimately aim to con-
tribute to a country’s development and improved 
living conditions for its citizens. Countries that 
choose to offer tax incentives must ensure that 
they are underpinned by sound economic ratio-
nale. Otherwise, because countries are faced with 
a limited productive resource, such incentives 
will lead to an inefficient allocation of resources 
and a reduction in the overall level of economic 
welfare. In this context, the concepts of neutral-
ity, market failure, and the opportunity cost of 

1.3

capital are particularly important for the design 
and evaluation of tax incentives.

Tax incentives are typically provided by gover-
nments in order to encourage additional invest-
ments that would not otherwise be forthcoming. 
A useful criterion in the selection of efficient tax 
incentives is that of neutrality in the allocation of 
capital between subcomponents of the incenti-
vized sector. According to Harberger (1980), a tax 
incentive to investment is neutral when an incen-
tive does not induce new covered subcomponents 
investments with low rates of social yield, while 
failing to induce covered investments within the 
overall sector that have a higher rate of social yield. 
Therefore, a non-neutral tax incentive (such as an 
investment tax credit) can create welfare losses if it 
changes the ranking of investment projects such 
that lower-return activities become more attrac-
tive than those with higher social returns.

The theoretical grounding for the use of 
tax incentives is to correct for the allocation of 
resources resulting from some market failure—
that is, where the market left to its own devices 
does not maximize the welfare of society. In this 
respect, a tax incentive can potentially play a role 
in mitigating the cause or effect of the market fail-
ure. Market failures include externalities (where 
private actions impose costs or benefits on oth-
ers), the underprovision of public goods, market 
power distortions, and imperfect information, all 
of which can lead to underinvestment or subop-
timal economic outcomes. In the absence of a 
clearly identifiable market failure, tax incentives 
will lead to inefficiency and deadweight loss, sit-
uations resulting in an inefficient allocation of 
resources. If the market failure is correctly iden-
tified, the tax incentive offers an efficient solu-
tion if it yields social benefits that exceed social 
costs, and the incentive may make sense from an 
economic perspective. The costs of a tax incen-
tive include the distortions introduced by taxing 
some activities at different rates and taxing some 
firms engaged in the same activities at different 
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rates than others. The benefits of the tax incen-
tives include the net positive externalities cre-
ated for non-beneficiaries, such as the benefits 
for consumers of increased competition that 
leads to lower prices and employment that is cre-
ated where the wage rate paid in the incentiv-
ized sectors is greater than the opportunity cost 
of the incremental labor employed.

Another fundamental principle of econo-
mics that must be considered in the evalua-
tion of tax incentives is that economic resources 
have an opportunity cost, reflecting their value 

in alternative uses. Tax incentives divert resour-
ces from other parts of the economy to the 
sectors or regions that receive preferential treat-
ment. Therefore, in calculating the net economic 
benefit (or cost) of a tax incentive, it is essential 
to apply an appropriate economic discount rate 
that reflects the true economic opportunity cost 
of capital to society. This ensures that the evalua-
tion properly accounts for what is foregone when 
resources are redirected, such as investments in 
infrastructure, education, or other public goods 
that may yield higher social returns.
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Methodology and Summary 
of Reviewed Studies

This study follows the systematic review guide-
lines of Tranfield et al. (2003) to identify, screen, 
and analyze empirical literature on the effects of 
tax incentives on stimulating investment, employ-
ment, and economic growth in Latin American 
and Caribbean (LAC) countries.

The systematic review is guided by the fol-
lowing key research questions:

	• What types of tax incentives are investigated 
in the LAC region?

	• What methods are employed to perform 
the ex ante and ex post evaluations of tax 
incentives?1

	• To what degree do tax incentives effectively 
stimulate investment, employment, and eco-
nomic growth in the LAC region?

	• Do the benefits attributable to the tax incen-
tive outweigh the costs?

Literature searches were conducted across 
Scopus, Web of Science, Business Source Com-
plete, and additional repositories from inter-

national organizations, covering the period 
2000–2024. The detailed inclusion criteria, data-
base coverage, search strings, and screening are 
provided in Annex B. Following the multi-stage 
screening process, 31 studies that are empirical, 
apply quantitative models, focus on LAC coun-
tries, and have significant contributions to the 
topic were selected for the discussion and inter-
pretation stages.2 The complete list of included 

1   Ex ante evaluations are conducted before a tax incentive 
is implemented and aim to estimate its likely impact using 
forecasts, assumptions, or simulation models. In contrast, ex 
post evaluations take place after implementation, drawing 
on observed empirical data to assess the policy’s actual 
outcomes and real-world effectiveness.
2   It is worth mentioning that the total number of references 
discussed in this report goes beyond the 31 papers included 
directly in the systematic review. The discussion of various 
concepts incorporates insights from an additional 30 
scholarly works, including foundational studies, investor 
surveys, and international survey papers (e.g., De Mooij 
and Ederveen [2003], which synthesized findings from 
25 empirical studies, and Feld and Heckemeyer [2009], 
which synthesized findings from 46 empirical studies). This 
ensures that the conclusions drawn in this report are based 
on a comprehensive and diverse range of literature.

2
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articles is presented in Annex C, which sum-
marizes the results and methodologies used in 
these empirical studies.

After defining the sample, a descriptive anal-
ysis of the collected materials was conducted to 
provide an overview of the documents across a 
set of variables:

	• Geographic distribution of the studies
	• Types of tax incentives analyzed
	• Methods and types (ex ante/ex post) of evalu-

ation of the impact of tax incentives

Geographic Distribution of 
the Studies

As shown in Table 4, the sample literature 
includes nine cross-country analyses. This way, 
broader trends spanning several countries can 
be observed. Brazil, Colombia, and the Dominican 
Republic are at the top as far as the number of 
citations is concerned, each being mentioned in 
four different works, while Chile and Ecuador each 

2.1

have three citations to their names. Argentina, 
Costa Rica, Mexico, and Uruguay are referred to in 
just one study each in the analyzed sample.

Types of Tax Incentives Analyzed

The review of the typical types of tax incentives 
analyzed shows that more than half of the sample 
is focused on the evaluation of the effects of tax 
holidays and the reduction of corporate income 
tax (CIT), as illustrated in Figure 1. Import duties 
exemptions and investment tax credits have been 
investigated five times and investment allow-
ances three times. Accelerated depreciation and 
R&D credits have been examined two times. Other 
forms of tax incentives were analyzed once each.3

Methods and Types of Evaluation 
of the Impact of Tax Incentives

Figure 2 shows the methods used in the sample 
literature for measuring the impact of different 
types of tax incentives. Econometric techniques 
are the main method, as evidenced by 19 out of 
31 cases in the sample. The econometric evalua-
tions usually concentrate on the direct effect of 
changes in tax incentive policies on the country’s 
or company’s economic activity (e.g., investment 
growth due to a reduction in the effective tax 
rate). Econometric evaluation includes methods 
such as regression models, multiple linear regres-
sion, fixed-effects models, generalized method of 
moments (GMM), difference-in-differences (DID) 
approach, matching method, regression discon-
tinuity, seemingly unrelated regressions, and 
dynamic panel data techniques.

The cost-benefit analysis method focuses 
on the net economic impact by comparing the 
costs caused by the application of tax incentives 
(e.g., tax revenue loss) and benefits (e.g., additional 

2.2

2.3

3   Some studies analyze multiple types of tax incentives 
within the same paper.

Country / Region Count

LAC/Caribbean countries (cross-country analysis) 9

Brazil 4

Colombia 4

Dominican Republic (DR) 4

Chile 3

Ecuador 3

Argentina 1

Costa Rica 1

Mexico 1

Uruguay 1

Total Studies 31

TABLE 4
GEOGRAPHIC DISTRIBUTION OF 
THE SAMPLE LITERATURE
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FIGURE 1
TYPES OF TAX INCENTIVES ANALYZED BY FREQUENCY
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FIGURE 2
TYPE OF ANALYSIS BY FREQUENCY
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investment or employment). This method ranks 
second and appears in five documents in the sam-
ple analyzed in this study. Structural models such 
as computable general equilibrium (CGE) and 
dynamic computable general equilibrium (DCGE) 
models were utilized five times. Other methods, 
such as simulation models, comparative assess-
ments, and financial analysis were employed only 
once each.

Due to the sample literature’s tendency to 
apply econometric models, there is more evi-
dence concentrated on tax incentives’ effec-
tiveness in achieving their desired objective to 
increase sectoral activities; on the other hand, the 
cost efficiency and overall economic viability of 
tax incentives have rarely been studied. The infre-
quent use of cost-benefit analysis indicates a sig-
nificant gap in the adoption of a comprehensive 
evaluation framework that enables quantifica-
tion of the net economic benefit (or cost) of intro-
ducing tax incentives.

Regarding the type of evaluation used in the 
study of tax incentives, Figure 3 shows that most 
studies reviewed (87 percent) have applied a 
post-introduction (ex post) evaluation. Only four 
studies (13 percent) of the sample of 31 studies 
used the ex ante method, which takes place 
before the introduction of tax incentives.

The lack of ex ante evaluations of tax incentives 
highlights a notable deficiency within the current 
literature. This deficiency can be ascribed to the 
deficit of skills in cost-benefit analysis and applied 
economic welfare analysis. Unlike evaluations 
conducted post-implementation that analyze 
results after a policy is put into effect, ex ante 
evaluations offer distinct value by examining the 
possible impacts of tax incentives on investments 

before they are put into action. Having the ability 
to model investment outcomes is crucial for 
making informed decisions because it enables 
policymakers to effectively simulate scenarios to 
reduce negative consequences and maximize 
the advantages of tax incentives. For  instance, 
conducting an ex ante evaluation can indicate 
when the incentive may lead to tax revenue 
losses without generating the necessary benefits 
that would lead decision-makers to increase 
investment. This insight can help governments 
adjust or even revamp the policy altogether. This 
becomes particularly important in industries 
where incentives could potentially focus on 
investments that would have happened anyway, 
making the tax benefits unnecessary and costly.

FIGURE 3
TYPE OF EVALUATION BY FREQUENCY

Ex ante evaluation Ex post evaluation

Percent of studies

87%

13%
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Literature Review on 
the Impact of Tax Incentives

Most of the literature review in this section is 
of econometric studies that are focused on 
the question of whether tax incentives lead to 
an increase in a targeted activity (such as for-
eign direct investment [FDI]), which generally 
addresses the question of effectiveness. How-
ever, even if the analysis indicates that there is 
a positive relationship between the incentive 
and the desired outcome, this does not mean 
that the tax incentive has a positive impact on 
the economic welfare of the country (an issue of 
efficiency). For example, the tax incentive may 
increase the private rate of return to the own-
ers of the foreign investment, causing them to 
invest in activities that have a lower-than-aver-
age economic return to society. Such results will 
reduce the overall economic welfare of the coun-
try rather than increase it, even though the effec-
tiveness in transferring economic resources to 
the targeted sector is achieved.

Based on the body of evidence reviewed, 
the findings on the effectiveness of tax incen-
tives are mixed. Roughly half of the econometric 

studies report little or no measurable impact, or 
only modest effects on the targeted activity or 
sector, while the other half find a clear positive 
effect. When considering efficiency, as assessed 
through cost-benefit analysis, approximately 
80 percent of the studies reviewed conclude that 
the incentives examined are not efficient—that 
is, their social cost exceeds the estimated eco-
nomic benefit.4

Studies use various approaches and data 
from both developed and developing countries 
to determine the importance of tax incentives in 
explaining investment and other economic out-
comes, with mixed results reflecting the com-
plexity of their effects. Despite the potential 
benefits, the use of tax incentives usually comes 
with significant and sometimes overlooked costs 
(Klemm and Van Parys, 2012). This section pro-
vides an overview of the empirical literature 

4   These results, while indicative, should be interpreted with 
caution given the diversity of incentive types, economic 
contexts, and methodological approaches across studies.

3
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assessing the impact of tax incentives on invest-
ment and other economic variables.

Corporate tax incentives are frequently 
used as policy instruments aimed at fostering 
investment, which in turn is expected to drive 
economic growth and boost employment. The-
underlying rationale is that, through changes 
in the corporate income tax (CIT) via tempo-
rary exemptions (tax holidays) or simply by the 
reduction of the CIT rate, an investment could be 
incentivized, with additional investment being 
made in a sector there is the potential to boost 
economic performance and generating emplo-
yment. The employment effect would be reali-
zed when the effect of the lower cost of capital 
creates an increase in the demand for the output 
of the incentivized sector, which in turn raises 
labor demand. However, firms also face incenti-
ves to substitute capital for labor as capital beco-
mes relatively cheaper. Net employment gains 
will occur only if the increase in labor demand 
driven by output growth more than offsets the 
labor-displacing substitution effect.

The effects of tax incentives are inconclusive 
globally. Applying regression and other quan-
titative methods as well as undertaking inves-
tor motivation survey studies on the topic yield 
uncertain conclusions for a number of reasons 
such as the research methodologies applied, the 
scope of analysis, the variety of variables exam-
ined, and the analysis periods. It is often challeng-
ing to determine if the impacts caused by the tax 
incentives introduced are only owing to the use 
of these incentives or if other factors, such as a 
change in other public policies or macroeco-
nomic variables, might also affect the results.

The choice of tax variables can also be prob-
lematic because the true effective tax rate in 
a country depends on complex interactions 
between statutory rates, depreciation regimes, 
loss-carry forward provisions, inflation, and other 
variables. Nonetheless, a few preliminary conclu-
sions regarding tax incentives can be made from 

this literature. Overall, the evidence indicates that 
changes in tax policies may have an important 
impact on drawing investment into a specific 
sector, especially foreign investment.

The Impact of Tax Incentives on 
Foreign Direct Investment

This section explores the impact of tax incentives 
on foreign investment, drawing on findings 
from the existing literature. Empirical studies 
on the sensitivity of FDI to taxation indicate 
that foreign investment in developed countries 
shows a strong response to incentives, with an 
average investment elasticity relative to the tax 
rate exceeding 1. In contrast, while variations in 
corporate tax rates influence FDI in developing 
countries, the responsiveness tends to be lower 
than in developed countries, with an investment 
elasticity to tax rate of less than 1.

The literature generally confirms that effi-
ciency-seeking FDI is more responsive to tax 
incentives.5 This type of FDI is primarily in manu-
facturing to produce exports. Tax incentives, par-
ticularly tax holidays and corporate tax reductions, 
have been key policy tools aimed at promoting 
FDI in Latin America and the Caribbean (LAC) and 
developing countries. Evidence suggests that 
these incentives have been effective for attract-
ing FDI in some countries, particularly in sectors 
like tourism. However, tax incentives constitute 
only one of the factors that can affect FDI, and 
their effectiveness depends on a combination 

3.1

5   Efficiency-seeking FDI refers to investment motivated by 
the aim of reducing production costs and enhancing global 
competitiveness. Such investment is typically export oriented 
and driven by factors such as lower labor and operational 
costs, availability of skilled workers at competitive wages, 
proximity to key markets, and low relocation costs. These 
firms are generally highly responsive to tax incentives, as 
they operate in sectors where global cost competitiveness is 
critical. Reductions in tax burdens (e.g., through tax holidays 
or lower CIT rates) can significantly enhance after-tax 
profitability, making a location more attractive for efficiency-
driven investors. See Dunning and Lundan (2008).
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of other non-tax factors, including overall invest-
ment climate, the quality of the infrastructure, 
and the quality of the legal institutions.

The central theme in the empirical studies is 
the measurement of the impact of tax incentives 
in boosting the inflows of FDI as well as aggre-
gate investment. Results in the literature reveal 
complex dynamics of employing tax policies to 
stimulate the economy. Some studies suggest 
that tax incentives can indeed affect investment 
decisions significantly, particularly in relation to 
FDI. However, others highlight constraints asso-
ciated with this approach in less-developed 
nations where factors like institutional frame-
works and data accuracy pose hurdles.

First, there is more general literature on 
the sensitivity of FDI to taxation. This literature 
addressing the question of whether taxes affect 
FDI has found a significant effect, but uncer-
tainty remains about its size. Hines (1999), Has-
sett and Hubbard (2002), De Mooij and Ederveen 
(2003), and Feld and Heckemeyer (2009) provide 
a good analysis of the existing empirical evidence 
regarding the relationship between corporate 
tax rates and FDI.

Hines (1999) reviewed U.S. literature and indi-
cated that a sizable literature is devoted to mea-
suring behavioral responses to international 
tax rules, finding that tax rate differences have 
an impact on the location and scope of foreign 
investment. He suggests a consensus estimate 
of a tax elasticity of FDI (based on the findings of 
much of the literature) between 0.5 and 0.6 (i.e., 
a 1 percent higher tax rate leads to a reduction in 
inward FDI by 0.5 to 0.6 percent), implying that 
high tax rates may generate tax revenue at the 
cost of considerable loss of foreign investment.

In their work about the effectiveness of tax 
policy, particularly tax incentives, in promoting 
investment, Hassett and Hubbard (2002) pro-
vide a good review of the literature. Based on 
firm-level data, the results reveal that invest-
ment can be reduced between 0.5 and 1 percent, 

corresponding to a 1 percent increase in the user 
cost of capital. Furthermore, macroeconomic 
data does not provide proof of the impact of tax 
policies on investments. This ambiguity is due to 
macroeconomic data errors, inter-asset reallo-
cation of capital, and the issue of simultaneity, 
which complicates establishing a clear causal 
relationship or making correct attributions using 
these data. Additionally, investment incentives 
tend to focus on equipment, creating inter-asset 
distortions between types of capital, which can 
lead to attracting weaker investment. Hence, it is 
crucial to consider the efficiency costs associated 
with investment incentives.

De Mooij and Ederveen (2003) and Feld and 
Heckemeyer (2009) carried out meta-analyti-
cal methods aggregating the outcomes of seve-
ral econometric studies focusing on the impact 
of company taxation on FDI. With a special focus 
on developed countries, De Mooij and Ederveen 
(2003) constructed a meta-sample from 25 diffe-
rent empirical studies in order to quantify the 
relationship between corporate tax rates and FDI 
flows by computing the tax rate elasticity. They 
found that FDI is remarkably elastic in relation to 
tax rates, estimating that the median value of the 
tax rate elasticity of foreign capital in the literature 
is around −3.3. This indicates that a 1 percent rise 
in the tax rate might result in a 3.3 percent drop 
in investment (FDI), showing a strong and nega-
tive correlation between tax rates and investment 
inflows. Feld and Heckemeyer (2009) expanded 
the meta-analysis, adding 21 studies for a total of 
46 studies. The findings confirm that FDI remains 
highly responsive to tax rates; however, the elas-
ticity is slightly lower than calculated by De Mooij 
and Ederveen (2003), with a range between −1.39 
and −1.68. These findings underscore the role tax 
policies play in influencing investment choices, 
especially in developed nations.

Most of the 46 empirical studies analyzed 
in Feld and Heckemeyer (2009) are dominated 
by literature in developed countries, with only a 
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few studies focusing on examining the tax rate 
effects on FDI in developing nations. This glaring 
gap in research is largely attributed to the limi-
ted availability of microdata in many developing 
countries. Consequently, although tax is recogni-
zed as being an important factor in the decisions 
of foreign investors, it is imperative to unders-
tand that this conclusion is based on elasticities 
derived from empirical evidence that predomi-
nantly stems from developed countries, especia-
lly the United States.

In the case of developing countries, Agostini 
and Jalile (2009) carried out an empirical analy-
sis to estimate the magnitude of the effects of CIT 
rates on FDI in Latin American countries.6 The esti-
mates were made by adapting a Logit model and 
using panel data for foreign investment made in 
11 Latin American countries by 30 countries dur-
ing the period 1990–2002.7 The results show that 
foreign investment does respond to changes in 
CIT rates with a 1 percentage point increase in the 
CIT  rate associated with a decrease of between 
0.75 percent and 0.96 percent in the proportion 
of FDI that a country receives. In addition, the 
authors highlight that good infrastructure and 
institutional quality are important determinants 
of the share of FDI that a country receives in Latin 
America, indicating that governments should 
consider other types of public policies aimed at 
attracting foreign investment.

Sosa (2006) adopted the marginal effec-
tive tax rates (METRs) approach to analyze the 
impact of tax incentives, particularly through 
tax holidays, on investment decisions in Eas-
tern Caribbean Currency Union (ECCU) countries, 
considering two sectors (tourism and manufac-
turing) for two types of assets (machinery and 
buildings). The findings indicate that METRs 
in the case of companies that benefit from a 
tax holiday are substantially lower than those 
without such a concession. However, while these 
tax holidays cause a substantial reduction of 
METRs, this incentive in some cases is offered on 

a discretionary basis; therefore, it would cause an 
inefficient allocation of resources due to distor-
tions across incentivized investments and those 
not benefited by the concession. Therefore, the 
research advocates considering an alternative 
incentive scheme consisting of a lower CIT rate 
and an initial depreciation allowance to obtain a 
similar reduction in the METRs. Furthermore, the 
study indicates that there is a small dispersion 
of the size of METRs across sectors and across 
assets, which implies that both the intersectoral 
and cross-asset distortions are not of substantial 
magnitude.

Van Parys and James (2010a) evaluate the 
impact of tax incentives on stimulating FDI in 
the tourism industry within countries of the 
ECCU over the period 1997–2007. The authors 
apply the approach of difference-in-differen-
ces (DID) to determine how effective the expan-
sion of income tax exemptions for tourism firms 
from 5 to 25 years was in inducing increased FDI 
in Antigua and Barbuda by comparing the period 
before and after the change took place in 2003. 
Other ECCU countries are the control group 
because they are fairly homogeneous and, the-
refore, their incentive regimes remain invariant; 
they also maintain control over other factors 
that may affect FDI in tourism. This study reveals 
that after the reallocation of tourism-specific tax 
incentives in 2003, FDI in Antigua and Barbu-
da’s tourism sector rose far above the FDI for the 
other six ECCU countries because of those chan-
ges in tourism tax incentives.

6   The LAC countries used in the sample are Argentina, 
Bolivia, Brazil, Colombia, Chile, Costa Rica, Ecuador, Mexico, 
Paraguay, Peru, and Venezuela.
7   The countries providing FDI that are considered in the 
study are Argentina, Australia, Bahamas, Belgium, Bermuda, 
Brazil, British Virgin Islands, Canada, Cayman Islands, Chile, 
Colombia, Denmark, England, Finland, France, Germany, 
Italy, Japan, Luxembourg, Mexico, Netherlands, Netherlands 
Antilles, Panama, Portugal, Spain, Sweden, Switzerland, 
United States, Uruguay, and Venezuela.
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Despite their growing use, tax incentives 
alone have not been especially successful in 
attracting investments, especially FDI. Other 
econometric evidence shows that tax incentives 
constitute only one of the factors that can affect 
investment; other elements external to the tax 
system have proven to be more relevant, such 
as the quality of institutions, infrastructure, mar-
ket size, and economic, political, and social sta-
bility. Hence, studies find that taxes are generally 
not the most important factor affecting invest-
ment. For example, in a study of 45 countries, Wei 
(2000) finds that reducing the level of corruption 
from that of Mexico to that of Singapore would 
have approximately the same effect on inward 
foreign investment as a reduction in the marginal 
corporate tax of 50 percentage points.

Cubeddu et al. (2008) evaluate the impact 
of tax incentives in the Caribbean region. Using 
different estimation techniques, they analyze 
whether tax policies and tax incentives can help 
explain FDI flows in 15 Caribbean countries for 
the period from 1990 to 2004. The study first indi-
cates that statutory CIT rates are found to have an 
impact on FDI, with a 1 percentage point reduc-
tion in statutory tax rates leading to about 0.6 
percent in inbound FDI as a share of GDP, on 
average. To better capture the effect of tax incen-
tives, the analysis was extended by estimating 
the METRs on foreign investments and finding 
that METRs have a much smaller impact on FDI. 
While the study found that tax incentives have 
some effect on FDI, other factors such as insti-
tutional quality, infrastructure development, and 
FDI restrictions are also important determinants 
of FDI flows. This suggests that there are limits 
to the role that tax incentives and, more gener-
ally, tax policy can play in attracting FDI. Instead, 
improving the economic and institutional envi-
ronment—particularly the quality of institutions, 
infrastructure, and transparency—would appear 
to be a more promising avenue to foster foreign 
investment inflows and economic development. 

Furthermore, the authors emphasized that even 
if taxes play a role in attracting FDI, decisions 
about tax incentives should be based on whether 
the benefits to the economy and society from the 
higher investment levels outweigh their costs.

Another study for the Caribbean sug-
gests that tax incentives have played a limited 
role in attracting FDI. Using a panel sample of 
six ECCU countries for the period 1990–2003, 
Chai and Goyal (2008) find that the benefits of 
tax incentives, in terms of increased FDI, are far 
outweighed by the tax revenues forgone from 
import-related tax incentives and CIT holidays, 
estimated in the range of 9.5 percent to 16 per-
cent of GDP per year for the ECCU countries. 
To further assess the broader effectiveness of 
tax incentives, the authors conducted a cross-
country econometric analysis using a sample of 
80  countries. Their regression results indicate 
no statistically significant relationship between 
an FDI incentives index and actual FDI inflows. 
By contrast, variables such as lower statutory CIT 
rates,8 absence of FDI restrictions, and stronger 
institutional and infrastructure quality were sig-
nificantly associated with higher FDI. These find-
ings underscore the importance of considering 
alternative, more cost-effective policy measures 
to promote investment and call into question the 
efficiency of relying heavily on tax concessions.

The success of incentives in attracting FDI 
depends strongly on country-level characteristics. 
For countries with bad investment climates, it is 
ineffective to lower the tax rate to compensate 
for that. Instead, these countries should focus on 
building capacities and creating conditions that 
improve the investment climate (Bellak et al., 

8   While both lower statutory CIT rates and targeted tax 
incentives may affect investment decisions, they are 
conceptually distinct. A uniformly low CIT rate applicable to 
all firms is not considered a tax incentive, because it does not 
confer preferential treatment. Tax incentives, by contrast, 
are special provisions that offer tax relief to specific firms, 
sectors, or activities, creating a deviation from the general 
tax regime (Zee et al., 2002).
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2009; Kinda, 2014; Van Parys and James, 2010b). 
According to James (2014), although lowering 
effective tax rates helps boost FDI, the effect is 
eight times stronger for countries with good 
investment climates, which helps explain why 
incentives have encouraged investment in some 
countries yet failed to do so in others.

Similarly, surveys of investors have genera-
lly found that when choosing where to invest, a 
country’s tax system is significantly less impor-
tant than its basic economic and institutional 
environment. An earlier survey carried out by 
Wunder (2001) found that only 4 of 75 Fortune 
500 companies surveyed identified tax factors as 
being the most important variable in their invest-
ment decisions.

Another survey conducted by the Multilate-
ral Investment Guarantee Agency (MIGA, 2002) 
of 191 companies with plans to expand operations 
overseas found that only 18 percent in manu-
facturing and 9 percent in services considered 
grants and incentives to be influential in their 
choice of location.

In like manner, a survey conducted by the 
World Bank’s Foreign Investor Advisory Service 
(FIAS) in 2004 (World Bank, 2004) of 159 multina-
tional firms operating in the Caribbean showed 
that fiscal incentives did not rank among the 
most important factors in their overseas invest-
ment location decisions; they were surpassed by 
factors such as the availability of telecommunica-
tions services, power supply, political stability, a 
favorable attitude toward FDI, and labor produc-
tivity. According to World Bank (2005), firms gen-
erally make their investment location decisions in 
a two-stage process, and tax differences may be 
more important at the second stage when com-
paring shortlisted locations deemed in the first 
stage to have the necessary fundamentals.9

The Global Investment Competitiveness 
(GIC) survey (World Bank, 2017) of 750 multina-
tional investors with investments in developing 
countries shows that political stability, along with 

the presence of a stable legal and regulatory 
environment in the country, and market size are 
generally considered more important by inves-
tors than tax rates and incentives. These findings 
are consistent with previous survey results on the 
subject (UNIDO, 2011). The GIC survey also points 
out that investment incentives can help attract 
FDI, but they generally are only effective when 
investors hesitate in choosing between simi-
lar locations to use as a new base for exports. 
When investments are motivated by the desire 
to access a domestic market or to extract natural 
resources, incentives are often ineffective.

A survey of foreign investors in 10 middle-in-
come countries by Kusek et al. (2020) also finds 
that many factors influence investor decisions. 
Tax incentives are among the factors influen-
cing investors, but government transparency, 
investment protection guarantees, and ease of 
establishing a business all rank higher in impor-
tance. Some types of investments are more res-
ponsive to tax incentives. The survey finds that 
influence on the investment decisions of compa-
nies is more relevant in those cases where com-
panies are on the margin (efficiency-seeking), 
which would relate to competitive, labor-inten-
sive activities.

Efficiency-seeking FDI is observed to con-
centrate in a small number of successful host 
countries whereas market- and natural resource–
seeking FDI are more widely distributed across 
geographical regions. This clustering pattern is 
consistent with the nature of efficiency-seek-
ing FDI, which is highly mobile and driven by 
firms strategically organizing their value chains 
by locating in cost-competitive host countries. 
Depending on the industry, this means that coun-
tries must compete for efficiency-seeking FDI and 

9   According to World Bank (2005), the fundamentals 
include the match between country-specific conditions 
and the investment, the overall investment climate, and the 
availability and cost of key factors of production, labor, and 
infrastructure.
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not all of them will win. On the other hand, market 
and natural resource–seeking FDI, by their intrin-
sic nature, must go where the market or natural 
resource is located and are thus more geographi-
cally dispersed (Kusek and Silva, 2018).

Within this scope, one of the earlier findings 
of the literature is that the impact of tax rates 
on investment decisions is generally higher for 
export-oriented companies than those seeking the 
domestic market or location-specific advantages. 
Surveys show that managers of these firms tend 
to respond more favorably to tax incentives 
(Reuber, 1973; Guisinger, 1985). Mutti and Grubert 
(2004) confirm that a multinational corporation 
that is geared toward export markets, rather than 
the domestic market, is particularly sensitive to 
host country taxation. Also, the sensitivity of these 
companies appears to be greater in developing 
host countries than in developed ones.

This finding is not surprising; because expor-
ters prioritize cost efficiency to maintain compe-
titiveness in international markets, making them 
highly responsive to incentives that reduce ope-
rational expenses. In contrast, investors focu-
sed on domestic markets may not prioritize such 
incentives because their market dynamics and 
competitive pressures differ. In domestic mar-
kets, most if not all CIT can be passed on to final 
consumers through higher prices. This is not 
an option for exporters from any single country 
because they are competing in the international 
market (James, 2014).

Moreover, manufacturing exporting firms 
are often highly mobile and, because taxes can 
be an important part of their cost structure, more 
likely to compare taxes across a variety of loca-
tions (Wells, 1986). Such firms can easily move to 
take advantage of more favorable tax regimes.

As per these insights, studies disclosed that 
tax incentives had a greater effect on location 
decisions for greenfield foreign investments10 
(Hebous et al., 2010) and vertically integrated FDI 
(Overesch and Wamser, 2009), characteristics 

that are consistent with efficiency-seeking beha-
vior. Thus, the literature generally confirms that 
efficiency-seeking FDI is more responsive to tax 
incentives.

The Impact of Tax Incentives on 
Total Investment

Although the empirical analyses have focused 
largely on measuring the effect of the corporate 
tax rate on foreign investment, the impact of tax 
incentives on general investment has not received 
as much attention, particularly in developing 
countries where studies are still limited and the 
overall conclusion from them is that tax incentives 
are often ineffectual at the aggregate level. This 
section explores the impact of different types of 
tax incentives on the total investment.

The findings reveal that tax incentives exhi-
bit varied effectiveness across different coun-
tries and sectors. In some countries, regional tax 
incentives will move potential investments from 
high-growth regions to low-growth regions. Sin-
gle-country studies provide evidence of the effec-
tiveness of tax credits and income tax exemptions 
in Brazil’s tourism sector, in the Dominican Repu-
blic, in Ecuador’s manufacturing and trade sec-
tors, and in Uruguay’s industrial sector. However, 
tax holidays, reduced CIT rates, tax credits, invest-
ment allowances, and accelerated depreciation 
are found to be less effective or not effective in 
Colombia, Ecuador, and other LAC countries.

3.2.1  Cross-Country Studies

To examine whether tax incentives are an effec-
tive tool for stimulating investment in developing 
countries, Klemm and Van Parys (2012) con-
structed a panel dataset from 1985–2004 over 40 
Latin American, Caribbean, and African countries 

3.2

10   Greenfield investment refers to establishing new 
facilities or operations abroad, as opposed to mergers and 
acquisitions of existing firms.
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to evaluate the use of tax incentives as a tax com-
petition tool, as well as to determine the effec-
tiveness of corporate tax rates and tax incentives 
in attracting investment. They found evidence of 
cross-country tax competition and an impact on 
FDI through lower corporate income tax rates 
(a 10-percentage point increase in the income 
tax rate reduces investment by 0.5 percentage 
points of GDP) and longer tax holidays (a 10-year 
extension increases investment by 1 percent of 
GDP), while investment tax credits and deduc-
tions (allowances) seem to not affect FDI inflows. 
Regarding the impact of these incentives on total 
investment, none of the four types of tax incen-
tives seems to be effective in stimulating gross 
private fixed capital formation or boosting eco-
nomic growth, suggesting that FDI crowds out 
other investments. This is particularly the case if 
FDI simply involves a change of ownership rather 
than a new net investment entering the country.

In another cross-country study, Stausholm 
(2017) utilizes a panel dataset comprising 51 deve-
loping countries across Latin America, the Cari-
bbean, Africa, and Asia, covering the period 
1985–2014. The study analyzed the impact of tax 
holidays and decreasing tax rates on different 
indicators of economic outcomes including net 
FDI inflows, private investment (as measured by 
gross fixed capital formation), and GDP growth, 
as well as public finance. The results are in line 
with Klemm and Van Parys (2012), indicating that 
while overall FDI might increase as an effect of tax 
incentives, the level of capital in the economy is 
not affected. Furthermore, there are no significant 
results when looking at the correlation between 
tax incentives with GDP growth and total factor 
productivity growth. In terms of public finance, 
implementing a tax holiday has a statistically sig-
nificant negative effect on tax revenues in develo-
ping countries because it can shrink the tax base. 
The correlation indicates that introducing a tax 
holiday will decrease tax revenue by 0.70 percen-
tage points as a percentage of GDP.11

Abbas and Klemm (2013) discuss the chan-
ges in the structure of CITs in 50 emerging and 
developing economies (11 from the LAC region) 
during the years 1996–2007. The particular 
emphasis is on how such effective tax rates (con-
sidering special regimes, tax exemptions, and tax 
rate reductions) affect not only domestic invest-
ment but also FDI flows. The findings reveal that 
effective average tax rates exhibit a significant 
negative correlation with both aggregate private 
investment and FDI, whereas effective marginal 
tax rates do not exert any influence on aggregate 
private investment. Evidence of a “partial race to 
the bottom” in corporate taxation is observed in 
those countries that strategically reduce taxes 
on mobile capital through special regimes while 
keeping rates on other investments higher.

3.2.2  Within-Country Studies

3.2.2.1  Brazil
Regazzini et al. (2021) applied a static interregional 
computable general equilibrium (CGE) model to 
compare the economic and social effects of tax 
exemption policies (lowering tax rates) targeting 
the Brazilian automotive industry in 2009 with 
policies that could have targeted the agriculture 
sector in the same year. The results show that low-
ering taxes on agricultural products can be con-
sidered superior to the same reduction applied 
to vehicles, in terms of the effects on the main 
economic variables analyzed including income, 

11   In regions other than LAC, Van Parys and James (2010c) 
investigated the effectiveness of tax incentives on investment 
(using FDI and private gross fixed capital formation as a share 
of GDP as dependent variables) in 12 CFA Franc countries 
(in West and Central Africa) over the period 1994–2006, 
corresponding to the period after the devaluation of the 
CFA Franc. The study employs a dynamic fixed effects panel 
data analysis in order to control for both year-specific and 
country-specific variations. The result shows that changes 
in tax holidays for regular investment projects did not have 
an effect on FDI inflows or fixed capital formation. However, 
there is a tendency for investments made by exporting 
companies to be positively affected by tax holidays.
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household consumption, employment, and GDP, 
especially when considered at the regional level. 
The authors highlight the importance of prioritiz-
ing the agriculture sector in future tax relief pol-
icies because tax reliefs for this sector produce 
much better economic results than cutting taxes 
for the automotive sector.

Using a DID methodology, Garsous et al. 
(2015) assess the effect of the fiscal incenti-
ves program put in place by the federal autho-
rities in Brazil in 2002. The program included a 
series of tax incentives and aimed to develop 
the tourism industry by increasing investment 
and employment in the undeveloped northeast 
region of the country. The analysis provides evi-
dence that tax credits to tourism firms increa-
sed municipal employment in the tourism sector 
by about 34 percent. According to the authors, 
in 2009, approximately one job out of four was 
the result of this fiscal policy. For the sector, this 
corresponds to employment growth 84 percent 
higher than it would have been without the pro-
gram. In addition, other findings suggest that 
this job creation was not the result of either a 
displacement effect or job destruction in nei-
ghboring municipalities that could not benefit 
from the tax incentives. However, the authors do 
raise concerns over the efficiency of this policy 
because its marginal cost in terms of forgone 
revenues might be higher than its marginal 
benefit in terms of job creation.

Porsse et al. (2006) applied a CGE model to 
assess the economic effects of regional tax incen-
tive programs aimed at attracting new invest-
ment in the economies of two Brazilian regions 
(the State of Rio Grande do Sul and the Rest of 
Brazil). The analysis of these incentives focuses 
on aspects such as employment, household wel-
fare, GDP, and the change in tax revenue collec-
tion induced by new investment.

The results show that the implementa-
tion of such incentive programs has a posi-
tive effect on employment resulting from an 

increase in demand generated by new invest-
ments. The  household welfare of consumers is 
also positively affected, driven by the decrease 
in the price of final consumer goods and by the 
increase in household disposable income due to 
the positive impact on primary factor income. 
Nevertheless, the effect on real GDP is negative; 
this is likely due to the specialized pattern of pro-
duction in the region. Regarding the effects on 
the public finances of regional and federal gover-
nments, the net result on the indirect tax reve-
nue is positive due to the increase in the tax base, 
even considering the tax revenue relief offered by 
the regional government to thoroughly finance 
the increase in private investments.

A more recent study that utilized a dyna-
mic computable general equilibrium (DCGE) 
model was conducted by Porsse and Carvalho 
(2019). The study aims to evaluate the economic 
impacts of the payroll tax exemption policy that 
was instituted in Brazil in 2012 and expanded in 
the following years in terms of sectoral scope, as 
well as to evaluate the impacts of changes in the 
payroll tax exemption policy carried out in 2015 
by the federal government to reduce the level of 
exemptions. The changes were justified by the 
conclusion that the policy produced distortions 
because not all sectors were covered by the law, 
the distribution of tax relief was uneven across 
sectors, and the policy would benefit labor-inten-
sive sectors more than capital-intensive sectors. 
Considering a baseline scenario for the period 
2013–2025, the results show that the exemption 
policy would imply a cumulative growth impact 
of 0.34 percent in GDP, while the new policy leads 
to a cumulative economic loss of 0.37 percent. 
According to the authors, these findings can be 
explained by the  sectoral distortions resulting 
from the changes in the exemption policy, which 
increases the cost of payroll in capital-intensive 
sectors as well as in the production cost of these 
goods, leading to reductions in the aggregated 
investment rate.
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3.2.2.2  Colombia
Aiming at promoting investment, a tax stimulus 
policy was introduced in Colombia in 2003 by 
which firms were allowed to deduct 30 percent 
of investment in fixed assets from taxable 
income during the period 2004–2007. To explore 
the effectiveness of the policy, Galindo and 
Meléndez (2010) conducted a formal evaluation 
using a yearly dataset of plant-level investment 
in Colombian firms during the period 1997–
2007. The study found that investment increased 
significantly after the tax stimulus was adopted, 
with a firm in a sector that claimed the benefit 
having an investment rate 3.5 percentage points 
higher than a firm in a sector that did not claim 
the benefit. However, when the overall economic 
conditions are controlled for, the impact of the 
tax policy is eliminated, indicating that the tax 
reduction policy implemented in Colombia since 
2003 has not promoted investment and the rise of 
investment is instead explained by countrywide 
or regional factors.

García-García et al. (2023) assessed the effec-
tiveness of four fiscal incentives—investment 
allowances, accelerated depreciation, customs 
duty exemptions, and value-added taxes (VAT) 
exemptions—on the financial feasibility of micro-
grid projects in Colombia. Based on a financial 
model, this study compares the key financial indi-
cators such as net present value (NPV) and inter-
nal rate of return (IRR), calculated from cash flows 
with and without incentives. The results indicate 
that tax incentives improve the prospective fea-
sibility of microgrid projects significantly and 
that the most important incentives are accelera-
ted depreciation and VAT exemptions, followed 
by investment allowances and customs duty 
exemptions.

3.2.2.3  Dominican Republic
Amendola et al. (2023) investigated the national 
and regional effects of CIT exemption on the 
performance of Dominican firms by using 

economic and financial indicators capable of 
expressing the value created by the firms. To this 
end, the authors implemented a propensity score 
matching method and used data from tax returns 
provided by the local fiscal authority. The panel 
data comprise administrative CIT declarations 
by more than 18,000 firms distributed across 31 
provinces from 2006 to 2015. The results showed 
that the CIT exemption had a positive effect on 
growth and on most performance indicators, 
while they did not affect profitability. However, 
the regional analysis highlighted some significant 
differences in terms of performance between 
geographical areas within the Dominican 
Republic. This investigation powerfully highlights 
the critical importance of acknowledging local 
contexts when assessing the repercussions of 
fiscal policies on business results.

3.2.2.4  Ecuador
Mogro (2023) evaluates the impact on formal 
employment and business investment of a tax 
incentive program introduced by the Ecuador-
ian government. Using a DID strategy, the author 
compares the different types of investment cre-
ated in the prioritized sectors versus non-priori-
tized sectors before and after the implementation 
of the law enacted in August 2018, particularly 
focusing on temporary exemptions and reduc-
tions in the CIT rate. The results clearly show that 
fiscal incentives by themselves do not have a sig-
nificant effect on private investment or formal 
employment for prioritized sectors compared to 
non-prioritized sectors over the last quarter of 
2018 and 2019. The author also indicates that other 
important factors prevent investment in Ecuador, 
such as corruption, quality of institutions, country 
risk, inequalities, country size, and ease of doing 
business.

Using financial information obtained from 
companies’ financial statements and applying a 
multiple regression model, Córdova-León et al. 
(2022) analyzed the impact of tax incentives on 
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the financial performance of trade and manu-
facturing firms in Ecuador from 2015 to 2018. 
The research indicates that applying tax incen-
tives improved the economic performance of 
the companies that received them. These firms 
enjoy better financial positions due to a lower tax 
burden, which encourages investment. However, 
this positive impact can be fostered by improv-
ing other factors such as political, economic, and 
legal conditions that result in an environment 
conducive to business activity.

3.2.2.5  Mexico
Utilizing a DCGE model, Feltenstein and Shah 
(1995) examined the impact of certain tax incen-
tives on private investment in Mexico, includ-
ing general and industry-specific tax credits, 
employment tax credits, and CIT rate reduc-
tions.12 The findings show that corporate tax rate 
reductions have the most stimulative impact on 
investment. Unlike investment tax credits, tax 
rate reductions increase the demand for all cap-
ital assets rather than new capital alone. Accord-
ingly, the public is induced to expand its holdings 
of domestic government debt, which in turn 
causes the price of domestic bonds to rise, real 
interest rates to fall, and ultimately leads to an 
increase in domestic investment.

3.2.2.6  Uruguay
Llambí et al. (2018) evaluate the effects of obtaining 
a tax credit through the new investment promotion 
regime law regulated by ED-455 in Uruguay on 
investment and employment outcomes. The 
authors performed a matched difference-in-
differences (MDID) method with a panel database 
of taxpayers’ firms based on administrative records 
from the National Tax Agency and the Social 
Security Bank between 2005 and 2011.

According to the results, the new invest-
ment promotion regime has an overall signifi-
cant and positive effect on the investment rate. 
On average, capital accumulation increased by 

11.5 percent in the five years after the policy was 
implemented.

Regarding the effect on employment out-
comes, the findings were more ambiguous; the 
study found positive effects on the employment 
growth rate (3.7–5.3 percent, on average, in the 
four years after policy implementation), but they 
are not significant when the sample is restric-
ted to firms with a high propensity to participate 
in investment promotion programs. In addition, 
part of the positive effect on employment may 
reflect the formalization of existing jobs rather 
than net job creation alone.

Cost-Benefit Analysis Studies

While tax incentives are often designed to stim-
ulate investment, their use should be predicated 
on the belief that the expected benefits to the 
economy resulting from an increase (if any) in the 
incentive-favored activities would outweigh the 
total costs of the tax incentives granted. In gen-
eral, tax incentives generate significant costs: 
they distort investment between economic sec-
tors or types of investment, reduce tax revenue 
(which, if it must be compensated, increases the 
distortions generated by other taxes), increase 
the costs of administration and oversight of the 
tax system, and produce social costs of corrup-
tion and rent-seeking (Zee et al., 2002).

In the context of developing countries, inclu-
ding those in the LAC region, despite the wides-
pread use of tax incentives, there is a notable 
absence of systematic evaluation of both the 
benefits and the costs associated with imple-
menting such incentives, leaving a critical gap in 
understanding of their actual impact. Therefore, it 
is imperative to undertake a proper assessment, 

3.3

12   This study falls outside the time frame of the systematic 
review but is included because its unique focus on the 
general equilibrium analysis addresses a gap in the empirical 
studies literature analyzing the impact of tax incentives in 
Mexico.
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given that the nature of the incentives employed 
in developing countries differs markedly from 
those utilized in developed nations.

The few research studies that utilize cost-ben-
efit analyses in LAC, including in Chile, Costa Rica, 
the Dominican Republic, and Ecuador, demon-
strate that tax incentives might not deliver the 
efficacy that policymakers presume. For instance, 
investigations conducted by Agostini and Jorratt 
(2013), Monge-González and Rivera (2022), Jorratt 
de Luis (2010), Chen et al. (2018), and Mele (2017) 
reveal that only a few countries have evaluated the 
efficiency of their tax incentives in meeting eco-
nomic objectives. While incentives may achieve 
their purpose, this must be balanced against the 
associated costs. Where studies have been con-
ducted, they often conclude that the economic 
costs, such as lost taxes and increased adminis-
trative burden, outweigh the benefits; hence, the 
efficiency question related to the overall value for 
money of the incentives becomes crucial.

This section discusses the studies by Agostini 
and Jorratt (2013), Jorratt de Luis (2010), and 
Chen et al. (2018). The studies by Mele (2017) and 
Monge-González and Rivera (2022), which focus 
on the impact of tax incentives implemented in 
special zones, are presented in Section 3.5.

In Chile, Agostini and Jorratt (2013) analyze 
two investment incentives: the exemption of tari-
ffs on capital goods imports and income tax cre-
dit for purchases of fixed assets. The incentives are 
justified by the existence of some positive exter-
nality influencing the country’s economic growth 
when investment in capital goods increases.

The effectiveness of tariff exemptions is esti-
mated based on information from import records 
and shows that the reduction of tariffs to zero 
increases capital goods imports significantly. 
To compare the benefit generated by the incen-
tive with its costs (i.e., loss of revenue, greater 
loopholes for tax evasion, increase in the admin-
istrative and control costs of the system), an eval-
uation was done on the increase in imported 

capital goods in relation to the loss of revenue, 
with the former being higher by approximately 
US$184 million. However, the authors warn that 
this does not necessarily translate into a positive 
impact, because not all imported capital goods 
have a positive impact on economic growth 
and not all potential costs have been estimated. 
Finally, they conclude that there are better instru-
ments that can be used to increase investment, 
such as instantaneous depreciation and exclud-
ing interest payments as an expense for the pur-
poses of calculating the tax base.

Regarding credit for purchases of new fixed 
assets, the authors used CIT returns to estimate 
the additional investment resulting from this 
incentive and determined that it is about four 
times lower than the estimated cost. They also 
stress that this treatment would have a negative 
impact on income distribution because it mostly 
benefits the high-income population. Finally, they 
recommend replacing this incentive with a more 
accelerated depreciation regime than the current 
one or implementing certain improvements 
in the design of this credit incentive, such as 
eliminating the limit but restricting it to small and 
medium-sized enterprises (SMEs) and granting 
the tax credit only for investments exceeding 
depreciation plus GDP growth.

In Jorratt de Luis (2010), the cost-benefit 
analysis was applied to evaluate three tax incen-
tives in Ecuador: deduction for net increase in 
jobs, reduced rate for reinvestment of profits, 
and deferral for accelerated depreciation. Based 
on information from the sworn declarations, the 
study analyzes the use of incentives by com-
pany size and economic sector and compares the 
behavior of companies that take advantage of the 
incentive with that of companies with tax losses 
that have not been able to use the incentive.

In the case of the deduction for net job 
increases, the analysis uses the expenditure on 
wages as a proxy for the hiring of workers and 
concludes that the incentive is not aligned with 
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the objectives of the 2007–2010 National Deve-
lopment Plan (Plan Nacional de Desarrollo, or 
PND) because it is not focused on SMEs or stra-
tegic sectors. Furthermore, it is not cost effec-
tive because its benefit is practically equal to 
the fiscal cost; thus, the study proposes repla-
cing the incentive with adequate training of the 
workforce.

The evaluation of the reduced rate on rein-
vested profits concludes that it is also not aligned 
with the PND because 90 percent of the fis-
cal cost ultimately benefits large companies. Its 
effectiveness is low because only about 1.4 per-
cent of companies use the incentive and it is not 
cost effective (negative net benefit). It also high-
lights the disadvantage of benefiting only invest-
ments financed with retained earnings and 
encouraging the postponement of investments 
until profits are realized to be able to take advan-
tage of the benefit.

Analysis of the deferral for accelerated depre-
ciation also shows that it is not aligned with the 
objectives of the PND and that its effectiveness 
is limited by the treatment of losses from prior 
periods. Therefore, the study proposes repealing 
the reduced rate for reinvestment of profits and 
designing a depreciation acceleration regime 
that allows for faster rates than the current ones, 
which would effectively allow the deferral of the 
tax and focus on smaller companies and strate-
gic sectors.

Another study conducted by Chen et al. 
(2018) executed a comprehensive cost-benefit 
analysis of the Dominican Republic’s tax incen-
tive program for tourism (TIPT) during the time 
frame 2002–2015. The analysis elucidates that 
the tourism sector is predominantly influenced 
by global economic variables, and tax incen-
tives do not constitute a significant determinant 
in its expansion and progression. The bene-
fits attributable to incentives include tourism 
investments, their impact on GDP, and prospec-
tive tax revenues generated by such additional 

investments, whereas the costs comprise loss of 
tax revenues, adverse effects on GDP, and inef-
ficiencies stemming from the misallocation of 
investments. The research posits that the costs 
surpass the benefits; therefore, these incentives 
have not been an efficient tax instrument. Ulti-
mately, the study argues that if the forgone reve-
nue had been allocated to public infrastructure, 
there would be a net gain in GDP and the bene-
fits would outweigh the costs, making this type 
of investment a more cost-effective fiscal instru-
ment to support tourism and economic growth. 
The findings of this research are intended to 
guide policymakers in refining the design and 
implementation of tax incentives to maximize 
their economic impact.

R&D Studies

This section explores three selected studies 
focusing on the effectiveness of R&D tax incen-
tives in three LAC countries (Argentina, Chile, 
and Colombia). The findings indicate that while 
an R&D tax credit has been effective in promot-
ing innovation in Argentina, the impact of such 
a credit in Chile has been limited. Evidence from 
Colombia shows that the R&D tax deduction has 
not been effective in stimulating investment in 
the manufacturing sector.

For Argentina, Crespi et al. (2016) investigate 
the effectiveness of Argentina’s R&D+I (research 
and development and innovation) tax incen-
tive policy implemented in 1998, focusing on its 
impact on firm-level innovation investments. The 
study employs dynamic panel data methods, par-
ticularly system generalized method of moments 
(GMM) estimation, and examines data from two 
rounds of Argentina’s National Innovation Sur-
veys. The findings clearly show that the tax cre-
dit policy significantly boosts private sector 
investment in R&D+I, with a noticeably stronger 
impact on capital goods investments (exhibiting 
elasticity greater than 1) compared to pure R&D 

3.4
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investments (where elasticity is below 1), hinting 
at a possible crowding-out effect on R&D activi-
ties. Larger firms and those in low-tech sectors 
are the primary beneficiaries of these incenti-
ves, because large firms are evidently more res-
ponsive than SMEs. The study underscores the 
necessity for policy measures that specifically tar-
get balanced support for both capital goods and 
R&D investments, which are, of course, essential 
for sustained innovation.

In the specific case of Chile, Mardones and 
Madrid Becerra (2020) analyzed the impact of 
the R&D tax incentive law on innovative inputs 
using data from the 9th Innovation Survey con-
ducted in 2013 and 2014 and applying DID and 
MDID techniques. The study concludes that the 
tax incentive does not increase the total expen-
diture on innovation. Although the law had some 
positive effects on fostering innovation, the ove-
rall results were modest. When firms that are 
already familiar with the law are considered, 
there is no positive effect on overall innovation 
spending. This study highlights the urgent need 
to reform R&D tax incentives in Chile to make 
them more effective.

For Colombia, the effectiveness of R&D 
tax incentives in stimulating investment in the 
manufacturing sector was examined by Mer-
cer-Blackman (2008), with a particular focus on 
whether these measures increase investment in 
science and technology. Using a comprehensive 
dataset of tax incentive applications for R&D, spe-
cial research, and the manufacturing survey from 
2000 to 2002, the study uses a seemingly unre-
lated Zellner regression method to estimate the 
effect of tax incentives. The results show that des-
pite the high elasticity of demand for R&D invest-
ments, especially in SMEs, current tax incentives 
cannot sufficiently stimulate R&D efforts to the 
desired extent. The study points to the need to 
improve policies to better focus on companies 
that will benefit the most and thus increase the 
impact on innovation.

The Impacts of Location-Specific 
Tax Incentives

This section examines various types of tax 
incentives targeted at specific locations such 
as free trade zones (FTZs). The findings indicate 
that the effectiveness of these incentives varies 
across the LAC countries studied, with mixed 
results observed in different contexts.

The impact of location-targeted tax incenti-
ves such as those implemented in special eco-
nomic zones (SEZs) has been the subject of a 
limited focus of investigation in developing coun-
tries. These SEZs provide a bundle of benefits; tax 
incentives traditionally form the backbone of this 
structure and are often considered key for SEZ 
success to attract FDI and stimulate economic 
growth. However, their effectiveness and conse-
quences are debated.

Frick and Rodríguez-Pose (2023) provide a 
summary of empirical research on the effective-
ness of tax incentives in SEZs in developing coun-
tries and stress that the evidence is mixed. While 
certain studies suggest that these incentives are 
important for the success of SEZs, other research 
shows that there is no significant correlation 
between tax incentives and SEZ performance, 
especially in low-income countries. Farole (2011) 
finds no link between tax exemptions and the 
efficacy of SEZs, whereas Frick et al. (2019) illus-
trate that fiscal incentives are only associated 
with SEZ performance in higher-income develo-
ping countries. Ciżkowicz et al. (2021) affirm that 
variations in tax incentives among Polish SEZs 
do not significantly influence their attractive-
ness. The Asian Development Bank (ADB, 2015) 
suggests that, while countries feel compelled to 
offer generous tax incentives, their effectiveness 
in attracting investment is well below that of 
other factors in SEZ policies. Older studies, howe-
ver, have a more positive view of fiscal incenti-
ves and underline their role in SEZ development 
(Aggarwal, 2005; Rolfe et al., 2004).

3.5
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According to Frick and Rodríguez-Pose 
(2023), the effectiveness of tax incentives in SEZs 
is complex and depends on certain conditions. 
According to their research, tax exemptions and 
other fiscal incentives are widely included in SEZ 
policies in developing countries, but they have 
little effect on attracting FDI. Investors expect 
such incentives, viewing them as a standard fea-
ture rather than a pivotal decision-making fac-
tor. Although incentives can influence the choice 
of a particular SEZ within the country, they do 
not independently attract investment. These 
results show that although tax incentives play an 
important role, they are not enough to influence 
investment choices. On the other hand, key ele-
ments such as industrial infrastructure, strategic 
location, and political support do attract invest-
ment. To attract investment effectively, the study 
emphasizes the need to develop a comprehen-
sive strategy that includes these elements and is 
adapted to the specificities of SEZs.

Based on a sample of the reviewed literature, 
six studies concentrate on analyzing the effects 
of various types of location-specific tax incentives 
in Colombia, Costa Rica, the Dominican Republic, 
and El Salvador.13

An econometric analysis of the efficacy of tax 
incentives in export-free zones in Costa Rica, the 
Dominican Republic, and El Salvador was carried 
out by Artana (2015). The study evaluates the effect 
of these incentives on firm performance using 
data from company income tax returns. Overall, 
the empirical data indicate that these incentives 
are ineffective because SEZs frequently have 
no influence on exports, job creation, economic 
growth, or drawing in FDI. For example, in Costa 
Rica, the results of the analysis of both aggregate 
and microdata show that exemptions from import 
duties and CIT did not have a favorable impact 
on employment or investment in the export-free 
zones. This inefficiency most likely results from 
the fact that some extremely profitable ventures 
would have been undertaken even in the absence 

of such tax incentives. The author proposes a 
more neutral incentive structure that rewards 
continuous investments.

The results also show that, much like 
Costa  Rica, companies that benefited from 
tax benefits in El Salvador’s free zones did not 
outperform non-beneficiary companies in terms 
of sales growth. The findings cast doubt on the 
efficacy of the current fiscal policies by implying 
that reform is required to produce more effective 
fiscal policies and that the incentives may not be 
well targeted.

In contrast, fiscal incentives seem to lead to 
better performance in the Dominican Repub-
lic, with firms in free zones managing to achieve 
higher sales growth and increased labor inten-
sity. However, while these incentives are claimed 
to have had positive effects at the firm level, their 
actual contribution to broader economic growth 
remains questionable. Maximizing the benefits 
of these incentives requires more focused poli-
cies targeting strategic sectors.

Jenkins and Kuo (2017) analyzed the eco-
nomic effects of removing the CIT exemption in 
the Dominican Republic’s FTZs using a simula-
tion model. The results indicate that removing 
this incentive could place a rather significant bur-
den on low-wage workers, estimated to be about 
10 times the additional CIT revenue collected. This 
suggests a substantial negative effect on the 
lower-income group of the workforce. Further-
more, the study concludes that this policy shift 
may conveniently result in significant real income 
gains for the wealthier segments of society.

For Colombia, Moller et al. (2012) utilized a 
DCGE model to conduct an assessment of tax 
expenditures, focusing on the effectiveness and 
fiscal impacts of various types of tax incenti-
ves, including the free trade zone (RZF) regime. 
The  study concludes that although the RZF 

13   Two of these studies apply a cost-benefit analysis to 
evaluate the efficiency of tax incentives.
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creates a moderate amount of employment and 
investment, much of this would likely occur even 
without tax incentives. Additionally, the regime 
incurs a fiscal cost of 0.1 percent of GDP, with 
estimates suggesting this might rise to 0.33 
percent by 2020. Given that businesses in FTZs 
enjoy lower tax rates compared to those opera-
ting under the regular tax framework, this natu-
rally leads to horizontal inequality. The findings 
underscore the pressing necessity for more equi-
table economic policies that could potentially 
reduce disparities and enhance the effectiveness 
of tax incentives.

Mele (2017) applies a cost-benefit analysis to 
evaluate the efficiency of tax incentives in stim-
ulating investment and creating jobs specifically 
in SEZs in the Dominican Republic, which enjoy 
comprehensive and widespread tax exemptions. 
The study analyzes the net benefits of tax incen-
tives granted to firms by comparing the invest-
ment and employment benefits generated by the 
tax incentive system against their cost in terms 
of forgone revenue. The analysis highlights that, 
although companies within SEZs create three 
times more jobs than companies outside the 
free zones, the fiscal cost of using tax incentives 
to create new jobs appears to be higher in SEZs. 

Each job created within SEZs costs five times as 
much in terms of forgone revenue as each job cre-
ated under the standard tax regime. These results 
seem to indicate that the Dominican Republic’s 
tax incentives are not an efficient means of pro-
moting employment growth, especially in SEZs, 
and that other public investment alternatives 
could have better results. This study underscores 
the importance of considering all the costs asso-
ciated with these incentives when assessing their 
long-term viability and effectiveness.

Monge-González and Rivera (2022) compare 
the amount of positive externalities that arise 
from the FDI operating under the regime of FTZs 
in Costa Rica and the costs associated with tax 
incentives provided to investments made by mul-
tinational corporations (MNCs) operating within 
the FTZs. The positive externalities in the study 
represent the aggregate intangible benefits in 
terms of productivity gains of domestic suppli-
ers that engage with MNCs (through greater effi-
ciency) as well as higher wage premiums received 
by workers employed by MNCs that operate in 
the FTZs. The study estimates that these posi-
tive externalities are between 1.5 and 2.3 times 
greater than the costs associated with tax incen-
tives offered during the period 2010–2017.
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International Evidence on the 
Impact of Tax Incentives and 
Alternative Policy Tools

While market failures may justify public inter-
vention to stimulate investment or promote eco-
nomic development, it is important to highlight 
that whatever type of tax incentive is chosen, 
its fundamental objective is to divert resources 
from other parts of the economy to the sectors or 
regions that receive preferential treatment. There-
fore, in addition to the fundamental question on 
the efficiency of tax incentives (i.e., the bene-
fits generated by the incentive outweighing the 
costs), the incentive must also be more efficient 
than other policy alternatives. In fact, in many 
cases, empirical evidence increasingly shows that 
alternative policy tools that may directly reduce 
costs, simplify procedures, or minimize resource 
misallocation can achieve the intended objectives 
more effectively and efficiently than tax incen-
tives with fewer distortions. Therefore, sound eco-
nomic analysis requires that tax incentives be 
evaluated against other possible instruments.

This section highlights selected international 
experiences that illustrate how such alternative 
approaches have, in practice, outperformed tra-
ditional tax incentives in achieving their intended 
policy objectives.

Strategic Trade Policies over 
Income Tax Incentives

Contrary to the popular belief that income tax 
incentives and subsidized finance policies are 
important policies for bringing about rapid indus-
trialization, Jenkins et al. (2003) found that trade 
and macroeconomic policies have had a much 
greater impact than tax and subsidy policies 
in Taiwan. For example, the strategic use of tax 
exemptions for imported inputs used for export 
has significantly reduced production costs and 
improved the international competitiveness of 
the Taiwanese industry.

4.1
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Such insights from Taiwan’s strategy can 
guide the structuring of trade policies in other 
contexts, ensuring that they not only stimulate 
economic growth and industrial development 
but also maintain fairness and administrative 
simplicity. By adopting these proven strategies—
considering local economic conditions and indus-
trial goals—policymakers can craft policies that 
drive sustainable development. Box 1 offers insi-
ghts into Taiwan’s experience with tax incentives 
and export promotion.

Supporting Export-Oriented Firms

In estimations of the amount of tax expenditures 
in an economy, the tax exemptions given to export 

4.2

Taiwan is considered by many policymakers to be a model of economic growth for developing countries. During 

the period 1955–1995, Taiwan transformed its economy. To promote the country's industrial development, the 

government of Taiwan implemented a variety of fiscal incentives, complemented by favorable movements in 

key macroeconomic variables. Over this period tax incentives were a popular policy instrument to attempt to 

influence the allocation of investment toward exporting industries.

To evaluate the relative impact of tax incentives and other economic variables on the rate of return on 

equity, Jenkins and Kuo (2007) constructed a detailed financial model of the cash flow profile of a typical firm 

from each sector and calculated the net present value (NPV) of an investment. Their financial models of the 

investment and operation of these firms enabled them to integrate a wide range of tax and tariff measures, 

as well as the movement of the real exchange rate, real wages, and real interest rates, into their study. 

These models allowed them to estimate the impact of these fiscal and economic variables on the financial 

profitability of the sector.

The results show that the duty drawback and duty exemption programs are by far the most important 

policy measures for exporting firms. Another popular incentive policy for export promotion is to subsidize 

the interest rate on export investment finance. The results indicate that this incentive's actual impact on the 

overall rate of return on industrial activity was marginal.

This analysis points to the government’s favorable trade policies and the rapid cutting of production costs 

by entrepreneurs that enabled exporting industries to expand while labor was enjoying a rapid increase in 

real wages. In terms of macroeconomic policies, the government ran a fiscal surplus each year during this 

period. This enabled the banks to have ready funding for worthwhile private-sector investments. Such funding 

enabled firms to aggressively cut production costs. These factors were much more important than the income 

tax incentives or financial subsidy policies for Taiwan’s achievement of a rapid pace of industrialization during 

the four decades covered by this study.

processing zones or duty exemptions for capital 
and intermediate inputs are sometimes included 
in the total tax expenditures. In an accounting 
sense, they can be viewed as preferential taxation 
for export-oriented enterprises. However, many of 
these tax preferences are desirable and consis-
tent with sound economic policy.14

To enhance the competitiveness of export- 
oriented firms, it is essential to implement tax 
policies that reduce production costs. Duty 
exemptions on imported inputs such as machi-
nery, raw materials, and intermediate goods are 
critical. These exemptions lower the financial 
burden on producers, allowing them to maintain 

14   This section is based on insights from Jenkins et al. (2003).

BOX 1
TAIWAN’S EXPERIENCE WITH TAX INCENTIVES AND EXPORT PROMOTION



International Evidence on the Impact of Tax Incentives and Alternative Policy Tools

35

competitive pricing in international markets. For 
instance, Taiwan’s fiscal policy has successfully 
employed carefully monitored duty exemptions 
on inputs, significantly reducing production 
costs and boosting export performance. By 
adopting similar measures, countries can encou-
rage higher production volumes and enhance 
the competitiveness of their export sector.

Providing value-added taxes (VAT) refunds 
on inputs used for export production can subs-
tantially reduce the overall tax burden. This policy 
creates a more favorable economic environment 
for exporters, enabling them to thrive in global 
markets.

Infrastructure development incentives are 
also vital for supporting export-oriented firms. 
Establishing export processing zones (EPZs) that 
are largely free of taxation of inputs as well as 
income taxes can create an environment con-
ducive to industrial growth by freeing firms both 
from the burden of taxation and from bureaucra-
tic customs and tax administration systems.

However, it is important to acknowledge that 
EPZs are costly to build and maintain. Initially, the 
EPZs in Taiwan were regarded as successful and 
important vehicles for promoting exports, but 
over time the country’s export success became 
largely driven by firms operating outside these 
zones. In fact, over a span of 40 years, the share 
of Taiwan’s total exports originating from EPZs 
peaked at just 9 percent of the country’s overall 
export value.

The government emphasis shifted toward 
other institutional arrangements to provide 
duty relief, such as accounts-based duty exemp-
tion, which exempted duties on inputs used for 
exports across the country rather than just within 
EPZs. These broader mechanisms played a much 
greater role in supporting Taiwan’s export perfor-
mance and international competitiveness.

Therefore, a sustainable approach involves 
eventually developing an information and sys-
tems control mechanism to allow inputs to flow 

to firms tax-free without the need for extensive 
physical infrastructure. This approach not only 
reduces costs but also ensures efficient and 
streamlined operations for export-oriented firms. 
Encouraging the establishment of EPZs, along-
side implementing advanced control mecha-
nisms, will attract foreign direct investment (FDI), 
foster the development of a local industrial base, 
create employment opportunities, and promote 
skills development.

It might appear that the export sector that 
is not subject to taxation is not contributing any 
tax revenue to the country; however, because 
such firms contribute foreign exchange to the 
economy, there is an indirect source of taxation 
that can be substantial. When additional foreign 
exchange becomes available to the banking sys-
tem, it can be exchanged with local currency to 
import goods. These imports are subject to both 
tariffs and value-added taxes (VAT) that enhance 
the government’s revenue collections. This pre-
mium is known as the foreign exchange pre-
mium (FEP) and has been quantified for many 
countries..

By combining tax policies that reduce pro-
duction costs with infrastructure development 
incentives, countries can create a dynamic and 
competitive export sector. This comprehensive 
approach will enable countries to integrate more 
effectively into the global economy, drive sustai-
ned economic growth, and create an important 
source of indirect tax revenues.

Reducing Trade Administration 
Costs: Evidence from the Andean 
Community and Mercosur

Beyond tariffs and tax exemptions, another pow-
erful area of reform is reducing trade-related 
administrative costs. While these are not fiscal 
incentives in the traditional sense, they have a 
direct and substantial impact on the costs faced 
by exporters and investors.

4.3
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Trade administration costs stem largely from 
inefficiencies in public sector procedures, inclu-
ding documentation requirements, customs 
clearance delays, and a lack of digital integration 
across agencies. These inefficiencies translate 
into welfare losses for the economy by inflating 
the transaction costs of international trade, diver-
ting resources away from productive use, and 
reducing the competitiveness of domestic pro-
ducers in global markets.

Recent studies quantify the potential gains 
from addressing these inefficiencies. Nazif and 
Jenkins (2023) estimate that if Andean Commu-
nity countries improved their trade administra-
tion systems to match those of Chile or Singapore, 
they could realize economic resource savings of 
US$1.25–1.5 billion annually, equivalent to 0.19–
0.23 percent of GDP. These savings reflect both 

direct cost reductions and the positive impact of 
increased trade flows stimulated by lower admi-
nistrative barriers.

Similarly, Nazif and Jenkins (2025) show that 
the Mercosur region could achieve over US$15 
billion in annual net welfare gains by reducing 
both import and export administrative costs to the 
levels found in Chile (sea shipments) and Canada 
(land border crossing and sea border crossing). 
These savings are in addition to the indirect bene-
fits of market expansion, trade diversification, and 
better integration into global value chains.

These large-scale benefits are often over-
looked in incentive design. The figures sug-
gest that in many countries, reforming the trade 
environment could have a much larger econo-
mic impact than introducing or expanding tax 
incentives.
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Conclusions and Policy 
Recommendations

Conclusions

In Latin America and the Caribbean (LAC) the cor-
porate income tax (CIT) systems and, to a lesser 
degree, the indirect tax systems contain a wide 
variety of tax incentives (see Annex A). Many 
countries have designed tax incentives to create 
employment opportunities by attracting foreign 
direct investment (FDI) or by expanding the quan-
tity of investment in particular activities or sec-
tors. Research and development (R&D) has been 
one of the primary activities targeted for promo-
tion by LAC countries.

The tourism sector has often benefited 
from special tax treatment. Furthermore, less-
developed regions of a country are often given 
preferential tax treatment, as are free trade or 
export processing zones designed to both create 
employment and boost the foreign exchange 
earnings of a country. A large body of literature 
attempts to evaluate on an ex post basis the 
impact of many of these tax incentives, but very 
few studies have been published that report on 

5.1 ex ante analysis of tax incentives. The findings 
of the ex post empirical studies are quite mixed. 
Usually, for every study that finds that the income 
tax incentive causes an expansion of investment 
or economic activity in the target activity in one 
country, there are studies that find little or no 
response elsewhere from the tax incentive. Most 
of these studies are econometric in nature.

What seems clear from the analysis is that 
any array of tax incentives is usually not sufficient 
to attract foreign investors. The investment deci-
sion is usually based on a variety of factors such 
as the fundamental financial attractiveness of 
the activity, the availability of the needed labor 
skills, the risk associated with the country, and 
the quality of the infrastructure.

Tax incentives in the form of income tax hol-
idays or low rates combined with indirect tax 
exemptions are generally necessary to attract 
investments into export processing zones (EPZs). 
Often, these tax provisions are treated as tax 
expenditures while in fact this is usually not the 
case. The  exporting activities generate foreign 

5
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exchange earnings through the purchase of local 
labor and other inputs. This incremental foreign 
exchange allows for incremental imports to be 
purchased by consumers and businesses. These 
additional imports will usually be subject to a 
higher-than-average tax burden at the point of 
entry than other non-traded goods that are sold 
in the country. Hence, additional export-oriented 
activities, even if they do not pay taxes directly, 
may indirectly be a major supplier of tax revenue 
to the government.

While some empirical studies of the region 
find some positive correlation between tax incen-
tives and increased investment in targeted sec-
tors, this evidence alone is insufficient to justify 
their use from a policy perspective. The key ques-
tion is not whether incentives induce some invest-
ment, but whether the induced activity generates 
net economic benefits that exceed the economic 
costs. In several cases, the investment may have 
occurred even without the incentive, may simply 
displace other domestic or regional investments, 
or may fail to address a clearly defined market 
failure. As such, even when positive effects are 
detected, they are often limited in magnitude and 
fail to translate into meaningful improvements 
in productivity, competitiveness, or long-term 
growth. A more complete economic appraisal 
requires consideration of these broader effects 
that are rarely captured in the current literature.

Recommendations

Performing a comprehensive cost–benefit 
analysis is critical for evaluating the efficiency 
and economic viability of tax incentives. The 
limited use of cost-benefit analysis indicates a 
significant gap in the adoption of a comprehen-
sive evaluation framework that enables quan-
tification of the net economic benefit (or cost) 
of introducing tax incentives. The impact of tax 
incentives can vary significantly across sectors 
and types of investment. Therefore, to determine 

5.2

whether a tax incentive will be efficient, a case-
by-case cost-benefit analysis should be done 
to assess whether tax incentives are necessary 
to attract the targeted sector. For the tax incen-
tive to achieve the desired response, a signifi-
cant increase in financial profitability must be 
created to encourage the activity to be under-
taken. From an economic perspective, it is 
important to know not only how the tax incen-
tive affects the profitability of the activity; it is 
also important to understand if the activity—if 
incentivized—is economically worthwhile to be 
undertaken. Moreover, the government needs 
to understand the costs and benefits of such an 
incentive. To  enhance the cost-effectiveness of 
an incentive, it should be designed to reward the 
owners of the project based on their success in 
implementing the project, rather than a general 
sector-wide tax expenditure that ends up trans-
ferring scarce government revenue to the private 
sector to increase their rate of return on all new 
and existing investments.

Tax policies need to be evaluated on an ex ante 
basis. The lack of ex ante evaluations of tax incen-
tives highlights a notable deficiency within the 
current literature. Unlike evaluations conducted 
post-implementation that evaluate results after a 
policy is put into effect, ex ante evaluations offer 
distinct value by examining the possible impacts 
of tax incentives on investments before they are 
put into action. Having the ability to model invest-
ment outcomes is crucial for making informed 
decisions because it enables policymakers to 
simulate scenarios effectively to reduce negative 
consequences and maximize the advantages of 
tax incentives. For instance, conducting an ex 
ante evaluation can indicate when the incentive 
may lead to tax revenue losses without generat-
ing the necessary incentives for decision-makers 
to increase their investment. This insight can help 
governments adjust or even revamp the policy 
altogether. This becomes particularly important 
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in industries where incentives could potentially 
focus on investments that would have happened 
anyway, making the tax benefits unnecessary 
and costly.

Bridging the skills gap is essential. The defi-
ciency of ex ante evaluations can be ascribed to 
the deficit of skills in cost-benefit analysis and 
applied economic welfare analysis. Many gov-
ernments face challenges in effectively apply-
ing an accurate and reliable cost-benefit analysis 

despite the importance of such studies. The prac-
tical application of this methodology is not easy 
and requires systematic and serious effort to 
improve technical skills as well as a willingness 
to invest time and financial resources. There-
fore, governments need to prioritize designing 
and delivering cost-benefit analysis training pro-
grams to improve employee capability and equip 
them with the knowledge and tools necessary to 
make informed decisions regarding the overall 
impact of tax incentives.
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Annex B. Detailed Methodology 
of the Systematic Literature 
Review

This annex provides a detailed account of the 
methodology used to conduct the systematic 
review of empirical literature on the impact of tax 
incentives in stimulating investment, employ-
ment, and economic growth in Latin America 
and the Caribbean (LAC).

The review follows the structured approach 
proposed by Tranfield et al. (2003) for evidence-
based management research. This includes the 
definition of research questions, specification 
of inclusion and exclusion criteria, development 
of search strategies, screening and selection 
of relevant studies, and systematic data 
extraction and synthesis. Each of these steps 
is briefly described in the sections that follow 
to ensure transparency and replicability of the 
review process.

Research Questions, Databases, and 
Criteria for Inclusion or Exclusion

Starting from the research questions, this study 
investigates the following:

	• What types of tax incentives are investigated 
in the LAC region?

	• What methods are employed to perform the 
ex ante and ex post evaluations of tax incen-
tives?

	• To what degree do tax incentives effectively 
stimulate investment, employment, and eco-
nomic growth in the LAC region?

	• Do the benefits attributable to the tax incen-
tive outweigh the costs?

Following the formulation of the research 
questions, search strategies were developed 
to identify studies for inclusion in this report. 
The search strategies used a combination of sub-
ject headings and keywords for the concepts 
related to the impact of tax incentives and applied 
them across the most prominent databases to 
ensure comprehensive coverage of the topic.

The Web of Science (WoS), Scopus, and Busi-
ness Source Complete (BSC) were initially utili-
zed to search for peer-reviewed articles. These 
databases contain some of the world’s largest 
electronic collections of academic sources with 
searchable cited references. Furthermore, to 
ensure comprehensive coverage of high-impact 
literature, Google Scholar was combined with 
the Publish or Perish tool to explore the most 
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frequently cited papers in the field of tax incen-
tives.

Then, clear inclusion and exclusion criteria 
were developed to screen research results and to 
identify relevant studies:

	• Aligned with the research questions defined 
a priori; in this context, the screening phase 
aims at identifying the literature that helps 
to define, explicitly or implicitly, the research 
perspectives and methodologies employed 
regarding investment tax incentives within 
the LAC region and in other countries.

	• Published over a sufficiently long period to 
encompass the various types and method-
ologies applied in the analysis of tax-related 
incentives. The selected period of 2000–
2024 is defined based on the evolution of tax 
incentives in public policy and international 
economic agendas.

	• Referential framework limited to the empir-
ical evidence on the impact of tax incen-
tives on economic outcomes, such as GDP 
growth, investment levels, employment, and 
productivity.

	• Written in English, due to its general recogni-
tion as an international academic language, 
as well as in Spanish and Portuguese.

	• Scholarly, peer-reviewed literature and cred-
ible documentation from international 
organizations that is accessible online and 
available without restrictions.

Sample Collection and Selection 
Method

The research and selection of materials used a 
system of filters that, by considering the most 
relevant variables for the analysis, allowed for 
defining the final sample to be evaluated and 
discussed. Rayyan review management software 
was used to assemble the materials and carry out 
the initial screening; thereafter, a more detailed 

analysis was conducted. For the data collection 
procedures, the selected electronic databases 
were queried using the following keywords, 
selected based on the potential contribution that 
the words could make to the literature analysis:

	• Effectiveness of tax incentives
	• Effectiveness of fiscal incentives
	• Tax expenditures
	• Promoting foreign direct investment
	• Business tax incentives
	• Export promotion incentives
	• Employment incentives
	• Sector-specific incentives
	• Methodologies for evaluating tax incentives

Truncation was used to capture different 
variants of the relevant keywords and the Bool-
ean operators “AND” and “OR” were applied to 
combine the terms. In particular, the research 
within the Scopus database was carried out 
using the “Article title, Abstract, Keywords” cri-
terion; in WoS and BSC, the research was linked 
to the “Topic,”, while all available materials were 
selected within Google Scholar. Furthermore, 
automatic screening was directly implemented 
during the research phase in various databases 
and consistently conducted in line with the 
defined exclusion criteria.

The first search results yielded 3,918 docu-
ments identified from Scopus, 2,061 from WoS, 
684 from BSC, and 500 most-cited papers from 
Google Scholar. To make the database complete 
and inclusive, additional materials related to the 
topics covered by this work were gathered from 
ProQuest Dissertations & Theses Global and 
the repositories of several international organi-
zations. From these search strings, a combined 
total of 9,399 documents were identified across 
all databases, as detailed in Table B1.

To enhance the efficiency of the systematic 
review process, all identified records were expor-
ted to Rayyan in research information system 
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(RIS) format. A total of 2,642 duplicates were iden-
tified across all databases and resolved automa-
tically. After the exclusion of those duplicates, 
6,757 articles remained; the titles and abstracts 
of the remaining articles were screened to ensure 
alignment with the defined theme. After this 
level of screening, 727 documents met the selec-
tion standards in LAC and other countries around 
the world. Figure 4 summarizes the data collec-
tion and selection process led through standardi-
zed PRISMA techniques (Page et al., 2021; Moher 
et al., 2009).

Due to the large database obtained at the ini-
tial screening level, a further screening step was 
carried out to narrow the geographical scope 
of the database, concentrating specifically on 
research related to experiences in LAC countries. 
Furthermore, the primary focus of this study is 
to survey the literature specifically addressing 
tax incentives designed for stimulating invest-
ment and economic growth as well as creating 

jobs. Consequently, literature covering tax incen-
tives aimed at other objectives, such as fostering 
innovation and research and development (R&D) 
activities, promoting charitable giving, encoura-
ging environmental practices, advancing social 
welfare, or improving housing availability, was 
excluded.15

At the conclusion of this process, the data-
base consisted of 54 papers focused on the 
analysis of tax incentives for investment in LAC 
countries. The full-text screening was performed 
on the remaining papers to determine their rel-
evance. The body of the text of each study was 
analyzed to ensure that the information provided 

Database/source Search string Results

Web of Science Topic (TS) 2061

Scopus TITLE-ABS-KEY 3918

Business Source Complete TI TITLE + TX ALL TEXT 684

ProQuest Dissertations & Theses Global Document Title – TITLE 96

National Bureau of Economic Research All fields 395

International Monetary Fund All fields 251

World Bank All fields 242

Organisation for Economic Co-operation and 
Development

All fields 182

International Finance Corporation All fields 5

Inter-American Development Bank All fields 42

Latin America and the Caribbean (via Lens.org) All fields 1023

Google Scholar All fields (via Publish or Perish software) 500

Total references imported 9,399

TABLE B1
TAX INCENTIVES: DATA COLLECTION PER DATABASE

15   While the literature on R&D tax incentives falls outside 
the scope of this study, we find it helpful to touch on this 
literature briefly because policies associated with this body 
of work have been prominent in the debate on tax incentives 
in recent years. Section 3.4 presents a brief review of three 
selected papers discussing the impact of R&D tax incentives 
in some LAC countries.
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FIGURE B1
PRISMA FLOW DIAGRAM

Studies included in discussion
(n = 31)
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Records identified from:
All databases (n = 9,399)

Registers (n = 9,399)

Manual screening (title & abstracts)
(n = 6,757)

Reports sought for retrieval
(n = 727)

Records removed before screening:
Duplicate records (n = 2,642)

Records excluded
(n = 6,030)

Excluded after geographical scope assessment
(n = 673)

Reports excluded:
(n = 23)

Full-text screening
(n = 54)

by the authors would assist with the discussion 
and interpretation stages. This required a review 
of the context of all papers following the inclu-
sion criteria.

Of these 54 studies, 31 studies that are empir-
ical, apply quantitative models, focus on LAC 

Authors’ elaboration.Source:

countries, and have significant contributions to 
the topic were selected for the discussion and 
interpretation stages. The list of included articles 
is presented in Annex C, which summarizes the 
results and methodologies used in the empirical 
studies presented in each article.
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Annex C. Summary of Results 
of Sample Studies on Impact 
of Tax Incentives
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