
Special economic zones facing the challenges of
international taxation: BEPS Action 5, EU Code of
Conduct, and the future
Heitmüller, F.; Mosquera Valderrama, I.J.

Citation
Heitmüller, F., & Mosquera Valderrama, I. J. (2021). Special
economic zones facing the challenges of international taxation: BEPS
Action 5, EU Code of Conduct, and the future. Journal Of
International Economic Law, 24(2), 473-490. doi:10.1093/jiel/jgab019
 
Version: Publisher's Version
License: Creative Commons CC BY 4.0 license
Downloaded from: https://hdl.handle.net/1887/3275602
 
Note: To cite this publication please use the final published version
(if applicable).

https://creativecommons.org/licenses/by/4.0/
https://hdl.handle.net/1887/3275602


Journal of International Economic Law, 2021, 24, 473–490
doi:10.1093/jiel/jgab019
Advance Access Publication Date: 22 April 2021
Original Article

Special Economic Zones Facing the Challenges of
International Taxation: BEPS Action 5, EU Code
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ABSTRACT
Corporate taxation and particularly corporate tax incentives that jurisdictions introduce
in special economic zones have not, until recently, been subject to extensive international
regulation. Only in the last decade has a regime of soft law standards andEuropeanUnion
measures with extraterritorial effect been constructed. This article explains how the Base
Erosion and Profit Shifting Action Plan developed by the Organisation for Economic
Co-operation and Development (OECD) and the European Union Code of Conduct
for Business Taxation interact with corporate tax incentives in special economic zones.
Empirical evidence from Latin American and Caribbean jurisdictions shows that this
emerging international regime began having an impact on special economic zone laws
beyond the OECD and European Union Member States. An analysis of ongoing negoti-
ations on the further developments of the international tax regime permits the cautious
conclusion that the regulation of SEZs may in the future be affected in a more funda-
mental manner by international norms. Thereby, the article shows that special economic
zones’ unilateralism in corporate taxation may be slowly receding in contrast to other
areas of international economic governance.

I. INTRODUCTION
In many jurisdictions, companies operating in special economic zones (SEZs) benefit
from permanent or temporary corporate tax exemptions or reduced tax rates. Corpo-
rate taxes are levied on the profit of corporations. Corporate tax rules are sometimes
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474 • SEZs Facing the Challenges of International Taxation

employed as a tool of economic policy.1 For example, exemptions or reductions are
granted to favour specific economic activities over others or to incentivize invest-
ments in certain geographic areas. In SEZs, such exemptions or reductions have been
conferred with the objective of attracting investment into the zone.

This article analyses the interaction of corporate tax rules in SEZs with the transna-
tional legal order (TLO) of international taxation2 that primarily comprises bilateral
tax treaties, international soft law standards developed by the Organisation for Eco-
nomicCo-operation andDevelopment (OECD) and theUnitedNations (UN), aswell
as European Union (EU) soft law with an impact on third states.3 With reference to
international trade and investment law, SEZs have been interpreted as ‘unilateral eco-
nomic law’, i.e. domestic policies that embody the fundamental values of international
trade and investment law while operating in parallel to or in the absence of multilateral
or bilateral treaties.4 Similar to the international trade and investment regimes, the first
phase of the TLO of international taxation primarily aimed at liberalizing capital flows
through the prevention of double taxation of international transactions. However, its
scope remained more limited.5 The TLO’s main components were bilateral double tax
treaties and the model tax conventions initially developed by the League of Nations
in the 1920s and later by the OECD and the UN.6 The latter strongly influenced the
content of bilateral double tax treaties.These treaties typically constrain the amount of
withholding taxes countries can levy on the income of non-residents from sources in
their country. They also establish a threshold of connection with a country’s economy
(‘the permanent establishment’)—only above which a foreign taxpayer can be consid-
ered as falling under the country’s full taxing power. However, tax treaties are agnostic
in respect to whether, how, or how much tax they levy on domestically incorporated

1 Irma Johanna Mosquera Valderrama and Mirka Balharova, ‘Tax Incentives in Developing Countries: A
Case Study: Singapore and Philippines’, in Irma Johanna Mosquera Valderrama, Dries Lesage, and Wouter
Lips (eds), Taxation, International Cooperation and the 2030 SDG Agenda (Cham: Springer, 2021); Ana
Teresa Tavares-Lehmann et al. (eds), Rethinking Investment Incentives: Trends and Policy Options (New York:
Columbia University Press, 2016).

2 In general terms, transnational legal orders comprise ‘treaties, nonbinding standards, model codes, institu-
tionalmonitoring, and different forms ofmonitoring and dispute settlement’. Gregory Shaffer, ‘Transnational
Legal Process and State Change’, 2 Law and Social Inquiry 37 (2012), at 229, 236.

3 Philipp Genschel and Thomas Rixen, ‘Settling and Unsettling the Transnational Legal Order of Interna-
tional Taxation’, in Terence C. Halliday and Gregory Shaffer (eds), Transnational Legal Orders (New York:
Cambridge University Press, 2015), 154–83.

4 Georgios Dimitropoulos, ‘National Sovereignty and International Investment Law: Sovereignty Reassertion
and Prospects of Reform’, 1The Journal ofWorld Investment and Trade 21 (2020), at 71, 90. See also defini-
tion in the introduction to this special issue by J. Chaisse and G. Dimitropoulos. Unilateral economic law is
a ‘phase in which states continue to show a respect for the values of international law but in which the insti-
tutionalization of these values has devolved from international towards regional and often domestic levels of
governance’.

5 The question of whether an ‘international tax regime’ exists at all has incited much academic debate without
leading to a consensus among scholars. See, e.g., H. David Rosenbloom, ‘The David R. Tillinghast Lecture
International Tax Arbitrage and the International Tax System’, Tax Law Review 53 (1999), at 137; Reuven S.
Avi-Yonah, ‘International Tax as International Law’, Tax Law Review 57 (2003), at 483; Ruth Mason, ‘The
Transformation of International Tax’, 3 American Journal of International Law 114 (2020), at 353.

6 On the early history of international taxation, see Sunita Jogarajan,Double Taxation and the League of Nations
(New York: Cambridge University Press, 2018); Sol Picciotto, International Business Taxation (London:
Weidenfeld & Nicholson, 1992).
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SEZs Facing the Challenges of International Taxation • 475

companies or permanent establishments regardless of whether these are owned by for-
eigners.7 This has led scholars to qualify the nature of the international tax regime as
‘sovereignty preserving’.8 As a consequence, corporate tax rules in SEZs could not be
interpreted as ‘unilateral economic law’ because they were not related to the objectives
of the TLO of international taxation.

However, after this early ‘sovereignty preserving’ phase, the TLO underwent signif-
icant transformations beginning at the end of the 1990s and more markedly since the
global financial crisis of 2008.9 Tax evasion by high-net-worth individuals and aggres-
sive tax planning strategies by multinational enterprises (MNEs) became increasingly
pressing concerns in many countries in a context of fiscal austerity.10 This situation led
to initiatives through which countries intended to coordinate countermeasures against
aggressive tax planning.11 Its main components are the OECD’s project on Harmful
Tax Competition that was initiated in 1998,12 which evolved into the Base Erosion
and Profit Shifting (BEPS) Project in 201313 and the EU’s Code of Conduct for Busi-
ness Taxation.14 The latter coordinates tax policy among EUMember States and, since
2016, serves as a basis for the establishment of the EU’s ‘list of non-cooperative juris-
dictions for tax purposes’ throughwhich theEUexerts influence on tax policies of third
countries.

To some extent, the ability of MNEs to adopt aggressive tax planning strategies was
considered as an undesired side effect of liberalization.15 The prevailing idea in these
initiatives is that countries thus need to coordinate certain tax rules to prevent taxpayers
from exploiting discrepancies among different jurisdictions’ tax laws to decrease their

7 MartinHearson andThomas Rixen, ‘The Political Science of Global Tax Governance’, in Yariv Brauner (ed.),
Research Handbook on International Taxation (Cheltenham: Edward Elgar Publishing, 2020), at 225. An
exception is an initiative with regional scope undertaken by the West African Monetary Union (which so
far only had a limited impact in practice, however). See Mario Mansour and Gregoire Rota-Graziosi, Tax
Coordination, Tax Competition, and Revenue Mobilization in the West African Economic and Monetary Union
(Washington D.C.: International Monetary Fund, 2013).

8 Thomas Rixen, ‘From Double Tax Avoidance to Tax Competition: Explaining the Institutional Trajectory
of International Tax Governance’, 2 Review of International Political Economy 18 (2011), at 197, 206; Wei
Cui, ‘What is Unilateralism in International Taxation?’, American Journal of International LawUnbound 114
(2020), at 260.

9 Genschel and Rixen rather argue that a second TLO has been formed. However, the authors think it makes
more sense to speak of one integrated TLO that has undergone transformation. See Genschel and Rixen,
above n 3.

10 On the origins of these initiatives and their evolution over time, see Sol Picciotto, ‘Technocracy in the Era of
Twitter: Between Intergovernmentalism and Supranational Technocratic Politics inGlobal TaxGovernance’,
Early View Regulation and Governance (2020).

11 RasmusCorlin Christensen andMartinHearson, ‘TheNewPolitics of Global TaxGovernance: Taking Stock
a Decade After the Financial Crisis’, Review of International Political Economy 26 (2019), at 1068.

12 OECD,Harmful Tax Competition: An Emerging Global Issue (Paris: Organisation for EconomicCo-operation
and Development, 1998).

13 OECD, Addressing Base Erosion and Profit Shifting (Paris: OECD Publishing, 2013).
14 Council of the European Union, ‘Code of Conduct (Business Taxation)’, SN 4901/99 (1999), http:/

/ec.europa.eu/taxation_customs/sites/taxation/files/resources/documents/primarolo_en.pdf (visited 3
August 2020).

15 To justify its work on BEPS, the OECD wrote that ‘Governments’ cooperative efforts to avoid double taxa-
tion can also lead to “Gaps” which result in income not being taxed anywhere’ OECD, Taxing Multinational
Enterprises. Base Erosion and Profit Shifting (BEPS), Policy Brief (OECD, 2013).
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tax burden in a manner that is not intended by legislators.16 In sum, the transnational
legal order of international taxation now attempts to balance the goals of enabling the
liberalization of capital flows, on the one hand, and safeguarding countries’ capacity to
raise tax revenues, on the other hand.

This transformation has consequences for corporate tax rules in the SEZs that are
analysed in this article, using the example of SEZs in Latin America and the Caribbean
(LAC). Despite their soft law nature, the OECD and EU initiatives have had a tangible
impact on SEZs in the last years: nine countries of the LAC region changed their SEZ
regimes to align with these international tax standards.17 This suggests that SEZ laws
have become embedded in the TLOof international taxation.The fact that some states
exceedwhat was technically required from them in their reforms demonstrates that the
standards developed by OECD and EU may often not substantially contradict with
the objectives that states of the region pursued through SEZs. However, the authors
also discuss whether and how the scope of the TLO of international taxation might be
extended in the coming years, potentially spurring changes of amore substantial nature
in corporate tax incentives in SEZs.18

The article further reviews the different types of corporate tax regulations found
in SEZs in the LAC region under section II. In section III, the article explains how
the standards established by the BEPS Project and the EU Code of Conduct interact
with tax incentives typically found in SEZs and assesses their practical impact on the
SEZs in the LAC. In section IV, the article looks to the future and discusses how the
global anti-base erosion (GloBE) proposal recently published by the OECD and cur-
rently debated in the BEPS Inclusive Framework might impact SEZs and economic
unilateralism promoted through them.

II. INCOMETAXREGIMES IN LATINAMERICAN SEZS
This section of the article presents evidence fromadatabase onSEZ tax regimes inLAC
compiled by the authors.19 Currently, an extensive variety of corporate tax regimes that
are applicable to SEZs can be observed. Out of 42 countries and autonomous tax juris-
diction in the region, 29 operate SEZs. According to United Nations Conference on
Trade and Development (UNCTAD) data, these jurisdictions host 486 out of 5400 of

16 See OECD, above n 13, at 8.
17 It is practically impossible for this article to review the impact of international taxation on all SEZs. In this

respect, the article focuses on LAC SEZs as a primary sample for a number of reasons. Firstly, LAC jurisdic-
tions have been very active in establishing SEZs of different generations. Secondly, Latin American countries
have been leading the backlash against international investment treaties and arbitration (see, for example,
Mélida N. Hodgson, ‘Reform and Adaptation: The Experience of the Americas with International Invest-
ment Law’, 1 The Journal of World Investment and Trade 21 (2020), at 140). This makes their approach
towards greater international cooperation in taxation matters the sign of a complex international economic
policy. Finally, this article complements other contributions of this special issue that predominantly discuss
SEZs from Asia, Europe, and Africa.

18 Independent from these dynamics, international trade law has begun to have an impact on corporate tax rules
in SEZs. See the article by James J. Nedumpara, Manya Gupta, and Leïla Choukroune in this special issue.

19 The full database and the code written in R language used to process data can be accessed via the follow-
ing link: https://zenodo.org/record/4655365. Further updates of database and code can be accessed here:
https://github.com/fheitmueller/sez_beps.
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Table 1. Types of corporate tax benefits in SEZs in LAC

Category SEZ regime

Full exemption or long tax
holiday

Antigua and Barbuda (all regimes), Chile, Costa Rica
(outside Great Metropolitan Area), Dominican
Republic, Honduras (all regimes), Haiti, Nicaragua,
Panama (all regimes), Peru, El Salvador, Trinidad
and Tobago, and Uruguay

Short tax holiday
(10 years or less)

Belize (Commercial Free Zone), Costa Rica
(inside Great Metropolitan Area), Cuba, Ecuador,
Guatemala, Saint Lucia, Mexico, and Venezuela

Important reduction
(more than 50%) and
no tax holiday

Aruba, Belize (Export Processing Zone), Colom-
bia (Zona Franca Cucuta), Curacao (eZone), and
Jamaica

Moderate reduction
(50% or less) and no
tax holiday

Brazil (Manaus FTZ/Amazonas) and Colombia
(Zonas Francas)

Other tax benefit (gross) Paraguay
No CIT benefit Argentina, Bolivia, Brazil (Zonas de Processamento

de Exportacao), and Curacao (eZone (amended))
Jurisdictions without a
CIT (but with an SEZ)

The Bahamas and Cayman Islands

No SEZs Barbados, Dominica, Grenada, Guyana, St. Kitts
and Nevis, St. Martin (French part), Puerto Rico,
Suriname, Sint Maarten (Dutch part), Turks and
Caicos Islands, St. Vincent and the Grenadines,
British Virgin Islands, and Virgin Islands (USA)

Sources: Own categorization based on data from UNCTAD, Centro Interamericano de Administraciones Tributarias
(CIAT), KPMG, International Bureau for Fiscal Documentation (IBFD), and national legislation. For individual sources,
see data annex. Data years 2020 (except for Antigua and Barbuda (2019), Belize (2019), and Cuba (2016)).

the SEZs worldwide (9%).20 As illustrated in Table 1, among the LAC countries that
have introduced SEZs, most offer a more favourable corporate income tax regime than
what is applicable in the rest of the country inorder to incentivize corporations to estab-
lish their activities in the zones. However, a variety of corporate tax treatments can be
observed in the region: A few jurisdictions offer a moderate rate reduction (less than
50%of the generally applicable corporate income tax (CIT) rate).This is the case of the
general Colombian SEZ regime and the Brazilian Manaus Free Trade Zone (FTZ).21

Second, a few jurisdictions such as Aruba, Curacao, and Jamaica offer—or used to offer

20 Own calculation, based onUNCTAD, ‘World Investment Report 2019: Special EconomicZones.WebTable
21. The Universe of Special Economic Zones (SEZs)’, United Nations Conference on Trade and Develop-
ment (UNCTAD) World Investment Report (WIR) (2019), https://unctad.org/en/PublicationChapters/
wir2019_annex_table_21.xlsx (visited 11 June 2020).

21 On the case of Brazil and the choice of state authorities to establish a new SEZ in the vast and sparsely inhab-
ited region of the Amazon Rainforest in the northwest of the country, see Guilherme Vargas Castilhos, ‘A
Special EconomicZone in theBrazilianAmazonRainForest: Progress andHazards of theManausFreeTrade
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until recently22—a near-total exemption of income tax. The most widespread types of
income taxbenefits inLAC,however, are taxholidays of various lengths and full income
tax exemptions. Some jurisdictions havemore than one SEZ regime—sometimes with
different types of benefits. CostaRica, for example, offers a shorter tax holiday (8 years)
in SEZs located in the Greater Metropolitan Area23 than in SEZs outside the area
(12 years). Colombia offers benefits that are more generous to SEZs established in the
city of Cúcuta. A last type of benefits includes a switchover to gross instead of net taxa-
tion: In Paraguay, for example, SEZ firms can elect to be taxed at 0.5% of their turnover.
Finally, some of the jurisdictions of the region offer no corporate income tax benefits
in SEZs at all—Bolivia and Argentina, for example. The Bahamas and Cayman Islands
do not levy a corporate income tax, which is why there cannot be a more favourable
corporate income tax treatment in their SEZs than in the country in general.

The above categorization generally relates to the situation in 202024 and does not
show how corporate income tax benefits in the region have developed over time. Lon-
gitudinal data on the development of the regulatory regimes of SEZs are scarce. Based
on the literature on economic zones, however, it can be assumed that tax benefits have
always been part of the regulatory package.25

III. THE IMPACTOFBEPSACTION5ANDCOCGONSEZS
Since the end of the 1990s, aggressive tax planning and enabling policies and practices
of states have featured prominently on the agendas of international organizations and
have led to theOECD’s initiative onHarmful TaxCompetition26 aswell as to the estab-
lishment of the EUCode of Conduct on Business Taxation.27 Both organizations have
sought to establish standards to assess if the tax regimeof a country canbe considered as
‘harmful’ in the sense that it may contribute to the erosion of other countries’ tax bases.
Most aggressive tax planning structures rely on low- or no-tax jurisdictions: For exam-
ple, a company that invests in a subsidiary in another country can set up an intermediary
financing company in a tax haven (typically without any significant business activities)
to defer taxation on income from the investment. Similarly, intellectual property rights
may be transferred to a tax haven country to receive royalty income from subsidiaries in
other countries tax free.28 As shown in section III, many countries offer low tax rates or
tax exemptions for business conducted within SEZs. Hence, a company established in
an SEZ can fulfil a similar function as a tax haven company in an MNE’s tax structure.

Zone’, in JulienChaisse and JiaxiangHu (eds), International Economic Law and the Challenges of the Free Zones
(Alphen aan den Rijn: Kluwer, Global Trade Law Series, 2019) vol. 38, 43–60.

22 Curaçao abolished the tax benefit for its SEZs in 2020; see sub-section D of section III.
23 The urban agglomeration around the capital city, San José.
24 In the cases of Antigua and Barbuda and Belize, only information on 2019 was available. In the case of Cuba,

only information on 2016 was available.
25 François Bost, ‘Special Economic Zones: Methodological Issues and Definition’, 2 Transnational Corpora-

tions 26 (2019), at 141, 144–45.
26 See OECD, above n 12.
27 See Council of the European Union, above n 14.
28 See, e.g., UNCTAD, World Investment Report 2015: Reforming International Investment Governance (Geneva:

United Nations Publications, 2015), at 193–97.
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Thus, SEZs have also become the object of theOECD’s and EU’s initiatives for tackling
aggressive tax planning.

The following sections detail how the regimes onharmful tax practices of theOECD
(sub-section A) and the EU (sub-section B) relate to tax incentives in SEZs. Sub-
section C shows how SEZs in LAC have been evaluated by these regulatory initiatives,
and sub-section D assesses how countries have responded to evaluations.

A. SEZs in light of BEPS Action 5
The OECD’s work on harmful tax practices was in its infancy in 1998 and confined to
its Member States and to ‘tax haven’ jurisdictions during the 2000s. The latter group
included jurisdictions from the Caribbean; however, assessments focused on whether
these countries’ tax systems could be classified as a ‘tax haven’ in their entirety. More-
over, in the beginning of the 2000s, the OECD’s work was refocused on aspects of
tax information exchange and bank secrecy and, therefore, reforms asked from juris-
dictions in the region concerned this type of regulations and not the preferential tax
regimes in SEZs. However, the scope of the OECD’s work was extended both the-
matically and geographically with the endorsement of BEPS Action 5 as one of four
‘minimum standards’ in 2015 and the creation of the BEPS Inclusive Framework (IF)
in 2016. All 139 jurisdictions that have joined the IF (as of February 2021) have
committed to complying with the BEPS minimum standards.

The standard of BEPS Action 5mandates that countries must not resort to ‘harmful
tax practices’ and establishes a review process of tax regimes.Thereby, it is based on the
criteria of the 1998 Report on Harmful Tax Competition that already discussed which
features of tax regimes could be considered as ‘harmful’ but puts a stronger focus on the
issue of ‘economic substance’.29

Any preferential tax regime of a country that provides for a low tax rate or a
(temporary) tax exemption and can be accessed by mobile types of businesses (such
as, for example, financial services, holding companies, etc.) is in scope of a review.30

Subsequently, the Forum on Harmful Tax Practices (FHTP), a subsidiary body of
the OECD’s Committee on Fiscal Affairs, assesses the ‘harmfulness’ of the IF mem-
bers’ tax regimes that fulfil the scoping criteria. In addition, IF members can suggest a
review of a non-member’s regime, or non-members can submit their own regimes for
review.31

29 In the 1998 report, four key factors and eight ancillary indicators were used to evaluate whether a preferen-
tial regime that is available for mobile business income (such as income from the provision of intangibles
and financial services) can be regarded as harmful. These factors have been somewhat modified in the 2015
BEPS Action 5 report and the 2018 progress report by the BEPS Inclusive Framework. For a detailed discus-
sion of the criteria, see: Irma Johanna Mosquera Valderrama, ‘Regulatory Framework for Tax incentives in
Developing Countries after BEPS Action 5’, 4 Intertax 48 (2020), at 446.

30 As explained by Chaisse and Ji, ‘BEPS action 5 prescribes that in comparison with the relevant state’s general
tax principles, “a regime is considered preferential if it offers some form of tax preference”.[…] An SEZ is
accordingly a typical example of a preferential regime’. JulienChaisse andXueliang Ji, ‘ThePervasive Problem
of SEZs for International Economic Law: Tax, Investment, andTrade Issues’, 19(4)World Trade Review 567
(2020), at 576.

31 One example is the Philippines that is not a member of the BEPS Inclusive Framework, but its preferential
tax regime was reviewed under BEPS Action 5. See Valderrama and Balharova, above n 1.
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Table 2. Review

Result Meaning

Harmful The regime has harmful features and economic effects. The
jurisdiction is expected to take measures to remove the
harmful features of the regime

Potentially harmful
but not actually
harmful

The regime is in scope, meets the low or no effective tax
rate criterion, and implicates one or more of the criteria,
but an assessment of the economic effects shows that the
regime is not having a harmful impact in practice. The
regime is subject to a yearly monitoring process by the
FHTP and, when changes are identified, the FHTP can
reconsider the conclusion.

Potentially harmful The regime is in scope and meets the low or no effective
tax rate criterion, and features of the regime implicate
one or more of the criteria. However, an assessment of
the economic effects has not yet taken place to decide
whether the regime is (actually) ‘harmful’.

Not harmful The regime is in scope but does not have any features that
implicate any of the criteria.

Out of scope The regime does not grant tax benefits to geographically
mobile activities

Source: BEPS Action 5 report. Ibid.

Harmfulness is established if, in addition to the factorsmentioned above, the regime
is ‘ring-fenced’ from the domestic economy32 and/or if it is available to taxpayers with
insufficient economic substance (such as qualified employees and fixed assets).33 How-
ever, the FHTP would only label the regime as harmful if an economic analysis reveals
that the regime has detrimental economic effects in practice, i.e. that it effectively
attractsmobile activities that lack economic substance.34 If the latter is not the case, the
regime would only be considered as ‘potentially harmful but not actually harmful’ but
would be subject to continued monitoring. Table 2 summarizes the different possible
outcomes of a review as stated in BEPS Action 5.

B. SEZs in light of the EU code of conduct
In addition to the BEPS Action Plan, the EU’s Code of Conduct for Business Taxation
assesses SEZs. The code was first introduced within the EU Commission’s Package to
TackleHarmful TaxCompetition in 1997. In this Code, the EU identifies ‘taxmeasures

32 According toWeiner andAult, ‘Ring-Fencingmay take a number of forms, including: (i) a regimemay explic-
itly or implicitly exclude resident taxpayers from taking advantageof its benefits, (ii) enterpriseswhichbenefit
from the regime may be explicitly or implicitly prohibited from operating in the domestic market’. Joann
M. Weiner and Hugh J. Ault, ‘The OECD’s Report on Harmful Tax Competition’, National Tax Journal 51
(1998), at 601, 604.

33 For an analysis of these factors in Action 5, See Valderrama, above n 29, at 450–51.
34 OECD, Countering Harmful Tax Practices More Effectively, Taking into Account Transparency and Substance,

Action 5–2015 Final Report (Paris: OECD Publishing, 2015), at 19–40.
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that are potentially harmful and provides a framework within which Member States
can commit themselves to follow the principles of fair competition’.35 Notwithstand-
ing a few differences, the resulting criteria to assess the harmfulness of preferential tax
regimes were similar to those established in the OECD’s Harmful Tax Competition
Project.36 The code is monitored by the EU Code of Conduct Group (COCG), which
consists of high-level representatives of Member States and the European Commis-
sion.37 While similar to the OECD initiative, the EU Code of Conduct applied only to
EU Member States in its beginning. Yet, it already included the vision that ‘associated
territories’ should be included in the scope of the reviews. The SEZ regime of Aruba,
for example, was reviewed and amended in the early 2000s due to Aruba’s status as an
associated territory of the Netherlands.38

In 2008, however, the EU introduced the EU Standard of Good Governance in
Tax Matters, which mandates EU Member States to promote transparency, exchange
of information, and fair tax competition in third (non-EU) countries. The standard is
intended to be inserted in free trade agreements that the EUconcludeswith other juris-
dictions.39 To assess whether countries complywith the ‘fair tax competition’ criterion,
the EU Commission relies on the criteria developed by the code of conduct.40

In 2016, the EU further extended the territorial scope of the code of conduct via
its Communication on its External Strategy for Effective Taxation. This communica-
tion establishes a listing process of jurisdictions that do not comply with the standards
of good governance in tax matters.41 Thereby, the code of conduct becomes de facto
applicable to the entire world, and the COCG began reviewing tax regimes globally,
including SEZ regimes in the LAC region. However, while the OECD has sought vol-
untary commitment to the BEPS Action Plan from jurisdictions around the world,
the EU rather uses its market power and the reputational disadvantages that a country
could incur when being placed on an EU ‘blacklist’ to induce jurisdictions to comply
with the regulatory regime.42

35 Commission of the European Communities, A Package to Tackle Harmful Tax Competition in the European
Union: Communication from the Commission to the Council and the European Parliament (Office for Official
Publications of the European Communities, 1997), at 7.

36 For a comparison of the 1998 report and the EU Code of Conduct, see Eric Osterweil, ‘OECD Report
on Harmful Tax Competition and European Union Code of Conduct Compared’, 6 European Taxation 39
(1999), at 198.

37 Council of the European Union, ‘Code of Conduct Group (Business Taxation)’ (2020), https://
www.consilium.europa.eu/en/council-eu/preparatory-bodies/code-conduct-group/ (visited 15 September
2020).

38 Council of the European Union, ‘Code of Conduct Group (Business Taxation) − Overview of the Pref-
erential Tax Regimes Examined by the Code of Conduct Group (Business Taxation) Since Its Creation in
March 1998’, ST 9639 2018 REV 4 (2019), at 54, https://data.consilium.europa.eu/doc/document/ST-
9639-2018-REV-4/en/pdf (visited 4 August 2020).

39 Irma JohannaMosquera Valderrama, ‘The EU Standard of GoodGovernance in TaxMatters forThird (Non-
EU) Countries’, 5 Intertax 47 (2019), at 454.

40 European Commission, ‘Annexes to the Communication from the Commission to the European Parliament
and the Council on an External Strategy for Effective Taxation’, COM/2016/024 final (2016), at 3.

41 EuropeanCommission, ‘CommonEUList ofThirdCountry Jurisdictions forTax Purposes’ (2020), https://
ec.europa.eu/taxation_customs/tax-common-eu-list (visited 15 September 2020).

42 Jason C. Sharman, ‘The Bark is the Bite: International Organizations and Blacklisting’, 4 Review of Interna-
tional Political Economy 16 (2009), at 573.
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While the criteria that the EU uses to evaluate the ‘harmfulness’ of a tax regime
are similar to those of the OECD’s Forum on Harmful Tax Practices, a notewor-
thy difference lies in the importance that both organizations accord to the ‘economic
assessment’ of the reviewed tax regimes. While the OECD BEPS Action 5 Report
clearly states that a regime would only be regarded as harmful if it effectively attracts,
for example, shell companies that contribute to the erosion of other countries’ tax bases
(see sub-section A), EU documents refer to the use of economic factors and impact
data only as a ‘guiding principle’.43 This discrepancy could be one source of divergent
assessments of SEZ regimes.

C. Impact on SEZs in LAC
At its onset, the work of both the OECD and the EU had only limited impact on
countries of the LAC region, with Mexico being the only OECD member state from
the region until Chile’s accession in 2010. As explained above, the territorial scope
of both initiatives was extended with the creation of the BEPS Inclusive Framework
and the EU’s list of non-cooperative jurisdictions. As of February 2021, 29 out of 42
jurisdictions of the LAC region are members of the BEPS Inclusive Framework.44

In their review processes, the OECD’s FHTP and the COCG do not focus on indi-
vidual SEZs but on the corporate tax aspects of SEZ regulations that can potentially
relate to one, several, or all SEZs in each country. Worldwide, 60 SEZ regimes in 32
countries have been reviewed by the FHTP, and 77 zone regimes in 46 countries have
been examined by the COCG.45 Sometimes, these two organizations work in a com-
plementary manner while, in other instances, the same regime is assessed by both
organizations, which has led to divergent views on the harmfulness of a certain tax
regime in a few cases.46

As shown in section III, many countries in Latin America provide tax exemptions,
tax holidays, or low tax rates to companies in SEZs that signal they are potentially in
scope for a review by the FHTP and COCG. Taken together, the SEZ regimes of 15
countries in the LAC region have been evaluated since the publication of BEPS Action
5 in 2015 and the extension of the EU’s review process in 2016. Using the criteria out-
lined in sub-sections A and B, the FHTP and COCG considered the SEZ regimes of
nine countries as harmful, specifically, Antigua andBarbuda, Aruba, Belize, CostaRica,
Curacao, Panama, Saint Lucia, Trinidad and Tobago, and Uruguay. In addition, at the
time of publication of the latest report of the FHTP, the SEZ regimes of theDominican

43 Council of the European Union, ‘Agreed Guidance by the Code of Conduct Group (Business Taxation):
1998–2018’, ST58142018 INIT(2018), at 15, https://data.consilium.europa.eu/doc/document/ST-5814-
2018-INIT/en/pdf.

44 See OECD, ‘Members of the Inclusive Framework on BEPS’. Updated: December 2019 (2019).
45 Own calculation, based onOECD,Harmful Tax Practices—Peer Review Results. Inclusive Framework on BEPS:

Action 5. Update (as of July 2019), OECD/G20 Base Erosion and Profit Shifting Project (Paris: OECD Pub-
lishing, 2019), http://www.oecd.org/tax/beps/harmful-tax-practices-peer-review-results-on-preferential-
regimes.pdf. and Council of the European Union, above n 38.

46 See, for example, the case of Mauritius: Council of the European Union, ‘The EU List of Non-cooperative
Jurisdictions for Tax Purposes − Progress Report—Mauritius’, ST 5443/19 (2019), at 2, https://
data.consilium.europa.eu/doc/document/ST-5443-2019-DCL-1/en/pdf.
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Republic and Jamaica were still under review. The SEZ regimes of Brazil, Grenada,
Paraguay, and Peru were found to be ‘not harmful’ or ‘out of scope’ of the review
(see Table 3).

Both organizations prompted the evaluated jurisdictions to amend the regimes con-
sidered as harmful, sometimes resorting to political pressure. In an interview given in
a Costa Rican newspaper, Pascal Saint-Amans, the director of the OECD’s Centre for
Tax Policy and Administration, made Costa Rica’s entry into the OECD conditional
on the amendment of its SEZ regime.47 The Council of the EU sent correspondence
to the assessed jurisdiction, urging them to undertake changes in order to be removed
from the EU’s list of non-cooperative tax jurisdictions.48

D. Country responses to reviews
In response to the reviews by the FHTP and the COCG, all nine countries intro-
duced amendments to their SEZ laws. This indicates some degree of effectiveness of
the OECD and EU initiatives in curbing SEZ unilateralism. However, there is some
diversity in the strategies that various countries adopted to comply with the reviews.

For regimes designed to attract intellectual property (so-called ‘patent boxes’), the
OECD developed a model substance requirement, the ‘nexus approach’. Its essence is
that a country should only allow firms to benefit from a preferential regime in propor-
tion to the amount of the work to develop the intellectual property actually carried out
in the country.49 The OECD guidance contains a formula to calculate the nexus. For
preferential regimes that countries offer to other types of mobile economic activities
(e.g. financial or headquarter services), the guidance is less precise. The requirement
is, in essence, that countries must not allow companies to benefit from the regime if
the ‘core income generating activities’ of the company are not undertaken in a coun-
try, e.g. if an MNE establishes a subsidiary responsible for the firms’ investment in a
preferential regime, but the people who take the relevant investment decisions work
in another country. In practice, the OECD translates the concept of ‘core income
generating activities’ as ‘having an adequate number of full-time employees with nec-
essary qualifications and incurring an adequate amount of operating expenditures to
undertake such activities’.50

A few countries in the LAC region introduced theminimum requirement to comply
with reviews by proposing a substance requirement modelled on the OECD recom-
mendations in their SEZ law. Some jurisdictions made amendments that are more
significant than strictly necessary to comply with the reviews, for example, excluding

47 Marvin Barquero, ‘OCDE exige reforma a zonas francas para dar acceso al pais a ese bloque’, La Nacíon,
18 September 2017, https://www.nacion.com/economia/politica-economica/ocde-exige-reforma-a-zonas-
francas-para-dar-acceso-al-pais-a-ese-bloque/RFM3UHK2RNHBTG273WXB2EP7MY/story/ (visited 22
July 2020).

48 While the correspondence is not entirely publicly available, a compilation of the response letters received is
publicly available. Council of theEuropeanUnion, ‘TheEUList ofNon-cooperative Jurisdictions forTaxPur-
poses. Compilation of Commitment Letters Received from Jurisdictions’, ST 6972/2018 (2018), https://
data.consilium.europa.eu/doc/document/ST-6972-2018-INIT/en/pdf (visited 22 September 2018).

49 See OECD, above n 34, at 24–37.
50 OECD, Harmful Tax Practices—2017 Progress Report on Preferential Regimes (OECD Publishing, 2017), at

40.
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someor all ‘mobile’ economic sectors entirely from thebenefits of theSEZ tax regime.51

Other jurisdictions, however, introduced similar amendments but also measures that
could be interpreted as compensatory—for example, by making a certain type of
benefit applicable to all taxpayers (whether located in an SEZ or not).

Costa Rica, for example, introduced a so-called ‘strategic eligibility index for ser-
vice companies’.52 Theaim of the index is to reserve access to the regime for companies
that pay a certain remuneration to employees in Costa Rica and commit to a certain
amount of investment in fixed assets there, thus ensuring that companies have a suf-
ficient degree of substance.53 In addition, it only allows activities considered as being
strategic for the country’s economic development to benefit from the SEZs’ incentives.
By excluding financial services from the list of potential beneficiaries, some typically
‘mobile activities’ are prevented from accessing the regime.54

Trinidad and Tobago introduced changes of a more fundamental nature as well:
The country closed its ‘free trade zones’ regime to new entrants altogether, and the
government announced the introduction of a new ‘Special Economic Zones’ regime
that should contain, among others, substantial activity requirements and less benefi-
cial corporate income tax benefits (time-bound and dependent on the size of a firm’s
investment).55

Saint Lucia, on the other hand, attempted to compensate its change of the SEZ law
with the introduction of another benefit in its general tax law.Mobile activities, such as
financial services, were removed from the activities that companiesmayperformwithin
the SEZ, and a requirement for new companies to furnish information about economic
substance (such as the number of employees working within the SEZ and their quali-
fications) was introduced. At the same time, however, Saint Lucia changed its general
corporate income tax system from a worldwide to a territorial system.This means that,
after the reform, all foreign-sourced income of companies that are resident in Saint
Lucia is exempt from tax.56 Thetheoretical consequence is that businesseswithout sub-
stance formerly operating in the free zonemight simply relocate outside the zone since

51 It should be pointed out that these additional changesmight not be causally related to anOECDorEU review
but might have been undertaken for other (domestic) reasons.

52 ‘Índice de Elegibilidad Estratégica para las Empresas de Servicios’ Reforma Ley Régimen de Zonas Francas
Asegurar cumplimientode los est́andares internacionales establecidospor laorganizaciónpara la cooperación
y el desarrollo económico en el marco inclusivo del plan de acción de lucha contra la erosión base imponible,
Asamblea Legislativa de la República de Costa Rica, 24 May 2019, para 2.

53 Reforma Reglamento a la Ley de Régimen de Zonas Francas (Reform of the regulation to the law on the
Costa Rican free trade zone regime), Ministerio de Comercio Exterior (Costa Rican Ministry of External
Commerce), 20 December 2019, §146.

54 DefineSectoresEstratégicosConformea losArtículos 2 y21BISde laLeydeRégimendeZonasFrancas y sus
Reformas, Ministerio de Comercio Exterior: Comisión Especial para la Définicion de Sectores Estratégicos,
29 August 2019.

55 Ministry of Trade and Industry (Trinidad and Tobago), ‘Special Economic Zones Policy for Trinidad
and Tobago’ (2017), at 28, https://tradeind.gov.tt/wp-content/uploads/2017/08/National_SEZ_
Policy_TT.pdf (visited 20 July 2020).

56 EY, ‘Saint Lucia Complies with Its International Commitments While Maintaining Its Attractiveness to
Investors’ (2018), https://www.ey.com/Publication/vwLUAssets/Saint_Lucia_complies_with_its_inter
national_commitments_while_maintaining_its_attractiveness_to_investors/$FILE/2018G_012315-18
Gbl_St%20Lucia%20meets%20intl%20commitments%20maintaining%20attractiveness%20to%20investo
rs.pdf (visited 6 August 2020).
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the general tax system of the country is then de facto equally beneficial for any busi-
ness that earns primarily foreign income. On a theoretical level, this demonstrates an
unwillingness to repeal unilateralist policies. The EU COCG, however, corresponded
with Saint Lucia requesting the repeal of this reform as well.57 At the time of writing of
this article, Saint Lucia’s reaction to this request is not yet public.

Curaçao, on the one hand, introduced fundamental reforms to its ‘E-Zone’ regime,
limiting access to the regime to companies that trade in goods and thereby restricting
access for ‘geographicallymobile activities’ such as trade in services.Moreover, in 2020,
it closed the corporate income tax benefit for new companies altogether and will phase
out the benefit for existing companies until 2022.58 On the other hand, similar to Saint
Lucia, Curaçao introduced a general exemption for income earned abroad.59

Despite these variations among countries, the fact that no country ignored the
FHTP and COCG reviews can be considered as first evidence that countries do not
maintain SEZ policies that contradict with the international tax regime. While there
is no comprehensive study on the impact of FHTP and COCG on SEZs at the global
scale to the authors’ knowledge, the reports releasedbybothorganizations indicate that
countries in all regions of the world have made reforms in response to reviews.60

It should be noted, however, that a few of the LAC countries identified in section II
that offer corporate tax incentives in SEZs have not yet been assessed by the FHTP or
the COCG at the time of the writing of this article. Moreover, the economic effects of
the modifications to SEZ incentives enacted by countries are still unclear. In principle,
if all companies operating in an SEZ had ‘economic substance’, i.e. employees, assets,
etc., before the introduction of a substance requirement in the law, such a requirement
would not have any economic effect since all companies would already comply with
the new legislation. In the case of Costa Rica, as laid out above, the attraction ofmobile
economic activities with little substance was probably never an objective of the SEZs.
In such a case, the objectives of theOECDand theEUarenot substantially inconsistent
with the objectives of the country.

On the other hand, if many ‘shell companies’ without substance benefited from
a regime, the effect of a reform on these companies might be sizeable. However,
since the primary characteristic of shell companies is precisely a lack of economic
substance, the overall impact on the main economic indicators of an SEZ (such as
employment, production, assets, etc.) is likely to be minimal as well. In this scenario,
negative consequences would be expected for the corporate and legal services industry

57 Council of the European Union, ‘The EU list of Non-cooperative Jurisdictions for Tax Purposes − Letters
Seeking Commitment on the Replacement by Some Jurisdictions of Harmful Preferential Tax Regimes with
Measures of Similar Effect’, ST 5981 2019 INIT (2019), https://data.consilium.europa.eu/doc/document/
ST-5981-2019-INIT/en/pdf (visited 6 August 2020), at 20.

58 EY, ‘Curaçao Amends Profit Tax Legislation from a Worldwide Tax System to Territorial System, Global
Tax Alerts’ (2019), at 3, https://www.ey.com/Publication/vwLUAssets/Curacao_amends_profit_
tax_legislation_from_a_worldwide_tax_system_to_territorial_system/$FILE/2019G_005424-
19Gbl_Curacao%20changes%20to%20territorial%20system%20from%20WW%20tax%20system.pdf
(visited 18 August 2020).

59 Ibid.
60 See OECD, above n 45; See Council of the European Union, above n 38.
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of the jurisdiction61 that does not, however, necessarily operate within the SEZ itself.
However, as will be explained in the following section, the GloBE proposal, which is
currently under discussion at the BEPS Inclusive Framework, could signify a greater
direct impact on SEZs.

IV. TOWARDSA LIMITATIONOFTAXCOMPETITIONATTHE
INTERNATIONAL LEVEL?

After the BEPS reports were published in 2015, discussions on remaining policy issues
continued in the BEPS Inclusive Framework. Since 2019, these discussions have been
held within two work streams (also referred to as ‘pillars’). While ‘Pillar 1’ is mainly
about the allocation of rights to tax income from digital services among countries
and not likely to have an impact on SEZs, ‘Pillar 2’ (also known as the GloBE62

proposal) concerns the imposition of a global minimum tax that could have an impor-
tant impact—although more of an economic than of a legal nature—on corporate tax
incentives in SEZs.

A. TheGloBE proposal: genesis and objectives
At the heart of the GloBE proposal is the concept that the global income of all multi-
national companies should be taxed at least at a minimum rate (which has not yet
been established). Yet, the proposal would not mandate all countries to effectively
levy that rate. Rather it would allow a country to tax income that a foreign country
chooses not to tax up to the level of the minimum rate. Thereby, the GloBE rules63

represent what Mason refers to as a ‘fiscal fail-safe’, a concept encompassing rules that
provide ‘conditions under which if one country does not tax, another country fills the
tax void’.64

The OECD secretariat outlined two reasons for introducing the GloBE rules in the
2019 discussion documents: One objective was to reduce the incentives for taxpayers
to engage inprofit shifting and thereby address potential remaining issues that theBEPS
Project had not tackled.65 Another objectivewas to establish a limit for tax competition
among jurisdictions.66 Tax competition for real investment has been on the OECD’s
agenda for a long time, yet a consensus among countries was lacking on whether the
phenomenon should be addressed. Instead, the initiatives described above have finely
delineated (real) tax competition from ‘harmful’ tax competition. For example, when a
country levies a low tax rate, this couldbe consideredas tax competition.However, such
a practice would only be considered as ‘harmful’ tax competition if the tax regime also

61 See, e.g., the discussion of the political economy of the Dutch ‘Letterbox Sector’ in Jan Vleggeert and Henk
Vording, ‘HowTheNetherlandsBecameaTaxHaven forMultinationals’, Available at SSRN3317629 (2019),
at 3.

62 The acronym GloBE refers to ‘Global Anti-Base Erosion’.
63 The GloBE rules include an undertaxed payment rule, a switchover rule, an income inclusion rule, and a

subject to tax rule.
64 See Mason, above n 5, at 376.
65 OECD, ‘Public Consultation Document. Global Anti-Base Erosion Proposal (“GloBE”)—Pillar Two’

(OECD, 2019), at 6, https://www.oecd.org/tax/beps/public-consultation-document-global-anti-base-
erosion-proposal-pillar-two.pdf.pdf (visited 15 September 2020).

66 Ibid.
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allows multinational companies to artificially shift profits in that country (for example,
through the absence of any substantial activity requirements that the company needs
to fulfil to access the benefits of the regime).67

While an increasing number of reports by academics, international organizations,
and civil society organizations highlighted the redundancy of many tax incentives and
their role in a ‘race-to-the-bottom’ among jurisdictions,68 the OECD resumed discus-
sions on tax competition in general.69 However, the idea of regulating tax competition
at the international level remains politically controversial. The OECD’s discussion
documents mention the need to ‘shield developing countries from pressure to offer
inefficient tax incentives’ as a reason to address tax competition.70 Yet, not all tax policy
stakeholders in developing countries share this understanding. On the contrary, estab-
lishing low tax rates or introducing special incentives is often viewed as necessary for
developing countries to attract foreign investment.71 Hence, the inclusion of so-called
‘tax sparing’ clauses in double tax treaties has been considered by some stakeholders as
a policy favouring developing countries.72 The logic of a tax-sparing clause is the exact
opposite of the GloBE rules’ logic. The purpose of the clause is to ensure that a resi-
dence country grants a company a credit for tax that would have been due under the
source country’s generally applicable tax system but was not actually collected because
the company was granted a tax incentive by the country of source.73

67 See the discussion of the OECD’s and EU’s regimes on harmful tax practices in section IV.
68 See, for example, IMF, ‘Options for Low Income Countries’ Effective and Efficient Use of Tax Incentives

for Investment. A Report to the G-20 Development Working Group’ (2015), at 4, https://www.imf.org/
external/np/g20/pdf/101515.pdf (visited 28 January 2019); Saila Naomi Stausholm, ‘Rise of Ineffec-
tive Incentives: New Empirical Evidence on Tax Holidays in Developing Countries’, SocArXiv (2017),
https://osf.io/preprints/socarxiv/4sn3k/ (visited 10 October 2018); Christian von Haldenwang et al.,
‘Trade, Investment and Tax Cooperation: Tax Competition’, T20 Policy briefs G20 Argentinian Pres-
idency (T20, 2018), https://t20argentina.org/publicacion/tax-competition/ (visited 15 September
2019); Markus Meinzer et al., ‘Comparing Tax Incentives across Jurisdictions: A Pilot Study’ (The Tax
Justice Network, 2019), https://www.taxjustice.net/wp-content/uploads/2018/12/Comparing-tax-
incentives-across-jurisdictions_Tax-Justice-Network_2019.pdf?fbclid=IwAR2fpcPrqdZPI7sw7clT2f-
MGQfQmS2Uu9d_k4Q5AsdXBPWvipG4qngb81o (visited 15 March 2019).

69 See OECD, above n 65, at 28–29.
70 Ibid, at 7. See, for a short analysis, Irma Johanna Mosquera Valderrama, ‘Global Tax Governance in the G20

and theOECD:What canbedone?’,GLOBTAXGOVBlog (2019), https://globtaxgov.weblog.leidenuniv.nl/
2019/03/12/global-tax-governance-in-the-g20-and-the-oecd-what-can-be-done/ (visited 15 September
2020).

71 See, for example, a discussion by Indian tax experts on the GLOBTAXGOV blog: Smarak Swain, Shilpa
Goel, and Ashish Goel, ‘International Tax Law and Policy Amid the COVID-19 Pandemic’, GLOBTAX-
GOV Blog (30 April 2020), https://globtaxgov.weblog.leidenuniv.nl/2020/04/30/international-tax-law-
and-policy-amid-the-covid-19-pandemic/ (visited 4 September 2020).

72 For a discussion of the supporting and counterarguments, seeKimBrooks, ‘Tax Sparing: ANeeded Incentive
for Foreign Investment in Low-IncomeCountries or anUnnecessary Revenue Sacrifice’, Queen’s Law Journal
34 (2008), at 505. For evidence on tax treaties of developing countries that include such clauses, seeMichael
Lang and Jeffrey P. Owens, ‘The Role of Tax Treaties in Facilitating Development and Protecting the Tax
Base’, 2014–03WUInternational TaxationResearch Paper Series (2014), at 28, http://epub.wu.ac.at/4094/
1/SSRN-id2398438.pdf (visited 9 June 2018).

73 Consider, for example, that the generally applicable tax rate in a country of source is 30%, but the com-
pany must only pay 10% because of a special incentive. When the residence country then calculates the
company’s tax base, it would grant a credit not only for the 10% actually paid but for the full 30%, which
theoretically would have been due. On tax sparing, tax treaties, and FTZs, see Kristian Reinert Haugland
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Due to the controversy surrounding the desirability of tax competition for real
investment, it is still unclear what version of the GloBE proposal would be adopted
by countries. In its least effective version, it would contain wide ‘substance-based carve
outs’ and a low minimum tax rate. In this case, the GloBE rules would primarily be an
extension of the BEPS Project andwould not signify a fundamental departure from the
idea that a state is free to impose the tax rate that it considers appropriate—provided
that the features of its tax system do not facilitate profit shifting. The main difference is
that, under the Harmful Tax Practices regime as described in section III of this article,
‘economic substance’ of companies is defined and monitored by the state enacting the
tax incentive. Under the weak version of the GloBE rules, the assessment of substance
is instead undertaken by the home state of the investor and through a unified formula
(based on the company’s employees and tangible assets).74

In its most efficient version (without substance-based carve outs and a high mini-
mum tax rate), however, it would create strong incentives for states to adapt corporate
tax incentives provided in SEZs (and elsewhere), regardless of whether these encour-
age profit shifting. Considering the last discussion paper circulated by the OECD, it
seems unlikely that a strong version will be adopted any time soon.75 Nonetheless, the
authors will discuss how a strong version would affect SEZs, given that the TLO of
international taxation may be developed in this direction in a more distant future.

B. TheGloBE rules’ potential impact on tax rates in SEZs
Despite the many uncertainties about the future of GloBE, it is possible to reflect on
several potential consequences for SEZs worldwide. Even in its strongest version, the
GloBE proposal would not ‘legally’ require any country to eliminate tax regimes that
provide for a low rate such as those of many SEZs. However, it would provide a strong
‘economic’ incentive to the country to increase its tax rate up to the minimum rate as
can be explained with a hypothetical example: if a country previously granted a tax
exemption or a tax holiday to companies operating in an SEZwith the goal of attracting
foreign investment, foreign investors’ home countries would begin taxing the income
of the subsidiaries operating in foreign SEZs up to the minimum rate. As a result,
the tax advantage of investing in the SEZ would be neutralized to some degree. The
likely consequence would be that the country operating the SEZ would increase the
tax rate up to the globally determinedminimum rate rather than forego the tax revenue.
Consequently, an increase of corporate tax rates levied in SEZs would be witnessed.76

This indicates that, in the GloBE Project, countries continue to rely on ‘coordinated
unilateralism’ rather than on binding commitments throughmultilateral treaties.77 The

Nilsen, ‘TheConceptofTaxSparing’ (2013), https://www.jus.uio.no/ior/english/research/projects/global-
tax-tranparency/publications/the-concept-of-tax-sparing.pdf (visited 15 September 2020).

74 OECD, Tax Challenges Arising from Digitalisation—Report on Pillar Two Blueprint (2020), at 93–94.
75 Consider the prominent place of ‘Substance Carve Outs’ in the Pillar II blueprint released by the OECD in

October 2020. See OECD, above n 74.
76 Nevertheless, since the GloBE rules only apply to multinationals, countries might choose to differentiate

between multinationals and domestic companies investing in the SEZ and continue to grant a full incentive
to the latter.

77 Wolfgang Alschner, ‘Shifting Design Paradigms: Why Tomorrow’s International Economic Law May Look
More Like the Tax Regime than the WTO’, American Journal of International Law Unbound 114 (2020), at
270.
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legality of SEZ unilateralism is thus not questioned. Yet, the effectiveness of tax incen-
tives in SEZs as a policy toolmight be affected in amore fundamental manner, possibly
leading to their decline. The prospects of a global adoption of a strong version of the
GloBE rules are currently dim. However, the GloBE discussions are representative of a
general tendency towards more international embedding of corporate tax policies and,
therefore, a pushback against economic unilateralism in corporate taxation.

V. CONCLUSION
Unlike in the international trade and investment regimes, unilateralism has been the
norm regarding many aspects of corporate taxation. The TLO of international taxa-
tion has remained agnostic for a long time regarding corporate tax rates and corporate
tax incentives provided by countries. As evidence from LAC shows, countries have
often used corporate tax incentives to attract investment into SEZs. In the context of
increasing globalization, concerns about the potential role of such incentives in aggres-
sive tax planning schemes have grown.Therefore, theTLOof international taxation has
expanded through soft law standards developed by the OECD and coordinated unilat-
eralism by the EU, which have begun exercising an influence on SEZs all around the
world. When these organizations have concluded that the tax incentives in a country’s
SEZs might facilitate the erosion of other countries’ tax bases, they have demanded
reforms. In LAC, the SEZ laws of approximately one-third of countries with SEZs
have been found incompatible with OECD and EU standards. To formally comply
with the international standards, these countries introduced requirements or limita-
tions preventing companies without sufficient economic substance from accessing the
tax benefit. Reports published by the OECD and the Council of the EU suggest that,
beyond Latin America, many SEZ regimes around the world have been impacted.78

However, the impact of these reforms should still be qualified as limited in that the
most important features of tax incentives in SEZs (such as the tax rate) are not affected.
Yet, deliberations on a global minimum tax have been taking place since mid-2019
within the OECD Inclusive Framework, which suggests that further reforms are possi-
ble. An agreement on a strong version of such aminimum tax is not likely to be reached
in the short term; however, the mere existence of such discussions indicates that a
stronger international agreement might be reached in the medium to long term. Such
a reform would provide strong disincentives for countries to maintain special regimes
with very low tax rates.

DATA INDEX
Data Index is available at https://zenodo.org/record/4655365.

78 See OECD, above n 45; See Council of the European Union, above n 38.

D
ow

nloaded from
 https://academ

ic.oup.com
/jiel/article/24/2/473/6246114 by U

niversiteit Leiden / LU
M

C
 user on 29 O

ctober 2021

https://zenodo.org/record/4655365



