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This paper explores the aspects of political economy that have influenced 
processes of tax reform in Colombia over the last two decades. The main 
limitations to tax reform have come from the high fragmentation of and lack of 
programmatic discipline in Congress as a result of changes introduced by the 
Constitution of 1991 and from the strong lobbying power of special interest 
groups. Increasing revenues, the main goal of successive reforms, has 
been difficult, especially in the period 1991-2005. Given political constraints, 
various administrations increased nominal tax rates while at the same 
time expanding popular tax exemptions. In addition, the need for revenue 
led to the creation of highly distortionary taxes. As a result, a complicated, 
inefficient, and inequitable tax system emerged. There have been several 
efforts to establish a better tax system since 2006, but the same political 
obstacles prevented the achievement of this objective. The most recent 
reform, undertaken in 2012, addressed a number of structural problems in 
the tax system, but also raised the question of whether a more efficient 
and equitable tax system could be reached only through a gradual process. 
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INTRODUCTION

The political factors influencing tax reform in Colombia are rooted in the institutional and 
political changes introduced by the 1991 constitution.  Economic reforms undertaken 
in this period (which reduced the government’s role in economic matters) are also part 
of the backdrop for better understanding the tax reform process. 

The 1991 constitution was successful in broadening political participation and 
improving the representation of different sectors of Colombian society in the economic 
decision-making process. It also stipulated numerous guarantees to the Colombian 
people and accelerated the country’s economic decentralization process, provoking a 
sharp increase in public spending. The new constitution also created new challenges. 
Increased representation increased political party proliferation and fragmentation in 
Congress (Cárdenas y Pachón 2010). Fragmentation and the shift from a bi-partisan 
system made it difficult for the government to build coalitions in support of its initiatives 
in Congress (Olivera et al., 2010). Congressional fragmentation, combined with the 
reduced role of the government in economic matters (as a consequence of economic 
reforms), created incentives for interest groups to specialize and focus their lobbying 
activities on specific targets.  (Eslava and Meléndez, 2009). 

This combination of political party proliferation and fragmentation, economic 
decentralization, and increased influence by interest groups directly shaped tax 
reform in Colombia, creating a complex, inefficient, and inequitable system. In order 
to raise the additional revenue it needed, the government increasingly extended 
special sectoral benefits to rally support from the expanded range of actors in the 
congressional system. Simultaneously, the government introduced new distortionary 
taxes that created incentives for individuals and firms to act in economically wasteful 
ways.  These new taxes were aimed at increasing revenue, while at the same time 
successive governments attempted to reduce the growth of public expenditures and 
improve fiscal transparency and responsibility (Perry, 2010).

The gradual consolidation of the new fiscal framework described above opened space 
in the political sphere for a new round of tax reforms. These more recent efforts have 
focused on improving the tax system to make it simpler, more efficient, and more 
equitable. Nevertheless, some political forces have still presented challenges to this 
process.

A new tax reform proposal that incorporated structural changes was approved in 
Congress in December 2012. The government approached this round of reforms with 
a new strategy aimed at reducing congressional opposition by limiting the scope of 
reforms and moving step-by-step toward a more efficient and equitable system. The 
new strategy was also aimed at targeting and neutralizing the opposition of individual 
interest groups to the reforms. 
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This paper examines how political economy factors have influenced the process 
of tax reform in Colombia over the last two decades. The document contains 
five sections, including this introduction. The second section presents the main 
changes to the political system introduced by the 1991 Constitution and that 
document’s influence on the formulation and discussion of economic policy. 
The third describes the evolution of public expenditures in Colombia since the 
beginning of the 1990s. The fourth discusses the major political dynamics of tax 
reform in Colombia. The fifth section concludes with some final considerations. 

THE 1991 CONSTITUTION AND THE NEW ECONOMIC ENVIRONMENT: IM-
PLICATIONS FOR ECONOMIC POLICYMAKING PROCESS

For decades, Colombia’s political system was dominated by just two political parties. 
This bipartisan system began declining in the late 1980s, however, due to pressures 
from different regional and national political interests seeking greater participation in 
the political process. The implementation of the new constitution in 1991—in response 
to high levels of violence and insecurity in addition to new political tensions—not 
only introduced important changes into the political system, but also had significant  
fiscal repercussions as well. In the spirit of the Washington Consensus, Colombia 
embarked on an economic liberalization and reform process designed to reduce state 
intervention in the economy. The combination of political changes and a new economic 
environment certainly had an impact on the economic decision-making process. 

In additional to many other changes it imposed, the new constitution re-balanced 
the roles of the various actors in Colombia’s economic decision-making process:  the 
executive branch with the president at its head; the legislative branch; the political 
parties; the Constitutional Court; and interest groups. The way in which the new 
constitution modified this balance has been studied by numerous experts (See, for 
example, Cárdenas, Junguito, y Pachón, 2006, Cárdenas and Pachón, 2010, Olivera at 
al., 2010, and Eslava and Meléndez, 2009). 

These studies have indicated a number of important changes that affected tax policy 
and economic decision-making more generally. Primary among them were: (1) the 
proliferation of political parties and an increase in congressional fragmentation; (2) a 
reduction in the power of the president; (3) the greater independence of Congress 
vis-à-vis the executive branch, coupled with the legislature’s greater dependence on 
financial resources from the private sector; (4) the increasing power of the Constitutional 
Court; and (5) expanded lobbying activity by particular interests. 

One of the most visible changes introduced by the new constitution was the expansion 
of political participation and the decline of the traditional bipartisan political system. 
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New electoral rules1 and changes to campaign financing regulations successfully increased political 
competition. Greater political and administrative decentralization, reinforced by the 1991 constitution, 

2 also contributed to the explosion of new parties (Cárdenas and Pachón, 2010). Unfortunately, most 
new parties did not clearly articulate new programmatic commitments or impose the discipline 
needed to accompany this increase in competition. Excessive congressional fragmentation strained 
the economic decision-making process, making it difficult to build coalitions in support of government 
reform initiatives.3 The World Bank directly linked this increase in congressional fragmentation with 
the implementation of the 1991 Constitution. Subsequent political reforms and the Ley de Bancadas 
in 2003 and 2005, respectively, seem to have reduced incentives for further political fragmentation, 
but it nevertheless remains high in comparison to other Latin American countries.

 
Figure 1: Indicator of Congressional Fragmentation*

*Measured as the probability that two deputies picked at random from the legislature will be of different parties. Source: Keefer 

(2010), Political Institutions Database, World Bank.

The 1991 constitution also reduced the powers of the president while strengthening congressional 
and judicial oversight, thereby improving checks and balances in the Colombian political system. 
The president, as head of the executive branch, still retains important powers: he defines the 
economic and social agenda in conjunction with his cabinet. (Bills related to fiscal matters are 
presented to Congress by the minister of finance.) The constitution also limited the special powers 
of the president during a declared emergency or in exceptional periods (internal “commotion” or 
economic emergency). In these situations, the president can issue laws without going through 
ordinary procedures in Congress. The new constitution limited the duration of states of exception 
and stipulated that the Constitutional Court must review the constitutionality of the declaration of a 
state of exception and any laws issued during the special period.4 It also established—for the first 
time—that the laws issued by the president would remain in force only if Congress later enacted 
1The constitution established a low threshold for the creation of political parties or movements. Likewise, the rules for gaining a 
seat in Congress encouraged candidates to promote actions that favored a portion (geographically-speaking) of the electorate and 
not all of his or her constituency. Finally, the government’s financial support to campaigns or movements has also been identified 
as a source of political fragmentation (Pachón y Cárdenas, 2010).
2The process of political decentralization was initiated in 1988 with the popular election of mayors. The constitution allowed the 
popular election of governors. Previously, mayors and governors were appointed by the president. The new constitution also es-
tablished that the central government would transfer significant resources to local governments so that they could directly provide 
basic social services (health, education, and basic sanitation).
3The fragmentation of congress has been widely analyzed (Pizarro, 2005 and Cárdenas, Pachón and Junguito, 2008).
4If the Court considers that the circumstances that led the president to declare the exceptional situation were not “unpredictable,” 
it can rule that the declaration itself is unconstitutional, along with the laws enacted during that period.  
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them during a regular session.

The constitution also strengthened the process of judicial review in Colombia, allowing 
the courts to determine whether laws are constitutional. The Constitutional Court 
has a mandate to review all laws and constitutional amendments enacted and holds 
veto power over them. It also considers citizen-initiated lawsuits against legislative 
decisions and resolves disagreements in legal interpretation between Congress and 
the executive. In several rulings, the Constitutional Court may have even overstepped 
its bounds by effectively legislating economic matters (Clavijo, 2001). The Court has 
become more active since the implementation of the 1991 constitution. The “social 
rule of law” (Estado Social de Derecho), as detailed in the new constitution, has led to 
judicial activism as a result of the many social rights and guarantees it confers. 

Before the 1991 constitution, the Colombian executive had a monopoly on spending 
initiatives, while a small fixed percentage of the budget (auxilios parlamentarios) was 
left under congressional control. The auxilios parlamentarios served as a transparent 
mechanism that indicated congressional support for government proposals. Under 
the new constitution, Congress was given greater independence, but the removal of 
this traditional indicator of support made it more difficult for the government to build 
legislative coalitions. According to interpretations by the Constitutional Court, Congress 
gained the power to submit laws directing public spending after 1991 (Fedesarrollo, 
2011). Nevertheless, this power is limited as spending initiatives must still be consistent 
with the established fiscal framework and the country’s Fiscal Transparency and 
Responsibility Law.5 According to this law, any initiative with an impact on the country’s 
fiscal situation must provide estimates of associated costs and sources of financing.  
It also requires a favorable assessment by the ministry of finance. An unfavorable 
assessment does not necessarily invalidate the law, but assessments overall are an 
important aspect of the approval process. In fact, several congressional initiatives with 
an unfavorable fiscal review have nevertheless been approved. 

While the private sector and interest groups have always influenced the economic 
policymaking process in Colombia, the new political and economic environment 
that developed in the 1990s substantially changed lobbying practices in the country 
(Eslava and Meléndez, 2009). Economic reforms during the 1990s led both to the 
diversification of the productive sector and to a proliferation of private-sector actors 
with an interest in influencing the economic decision-making process. Prior to the 
1990s, a handful of major private-sector associations had a monopoly on government 
influence, but these organizations began to lose their lobbying power as a multitude 
5 In 2003, the Fiscal Transparency and Responsibility Law (Law 819) required the government to present annual 
updates of the Medium Term Fiscal Framework (MTFF). The 10-year macroeconomic framework of the MTFF 
must be comprised of multi-year fiscal primary balance targets that guarantee fiscal sustainability in the me-
dium term. In addition, the MTFF must present an assessment of the main fiscal risks and a quantification of 
the fiscal impact of economic decisions adopted in the previous year.
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of smaller, specialized associations, large companies and conglomerates, and other 
economic organizations (such as sector-specific business owners’ groups) increased 
their influence with  policymakers.  

The target of lobbying efforts also shifted in this period: prior to the 1990s, interest 
groups concentrated their activities on the executive branch, while post-reform lobbying 
focused on the legislature given its increased capacity for economic decision making. 
This new opportunity for influence over economic decisions was due to several factors: 
(1) a reduction of state intervention in the economy; (2) congressional fragmentation 
and the absence of programmatic commitments among parties and legislators; (3) the 
Congress’s reduced dependence on the executive; and (4) the increased availability of 
private sector resources to finance political campaigns. These factors led to increasingly 
specialized lobbies, resulting in many cases in which members of Congress sought 
protection for or the extension of an economic benefit for a small sector or company. 

THE EVOLUTION OF PUBLIC SPENDING AND KEY REFORMS FOR FISCAL 
SUSTAINABILITY

Between 1991 and 2003, public spending in Colombia rose from 8.6 percent to 16.5 
percent of GDP, for a total increase of 8 points of GDP (Figure 2). In the previous period, 
the accumulated growth had been significantly lower, with a spending increase of just 
0.3 points of GDP from 1981 to 1990.  Similarly, the growth trend of public spending 
decreased notably after 2003. Between 2003 and 2011, public spending increased 
from 16.4 percent to 17.3 percent of GDP (an increase of just 0.8 points).

The dramatic growth of central government spending between 1992 and 2003 can be 
explained by several factors, some of them related to the new constitution. The 1991 
constitution granted not only fundamental human rights but also economic and social 
guarantees within its social rule of law framework, as well as creating mechanisms to 
ensure and protect those rights. These guarantees have resulted in an expanded public 
sector and a significant growth in public spending. At the same time, the acceleration 
of political, fiscal, and administrative decentralization also contributed significantly to 
the sharp increase in public spending: the new constitution dictated that subnational 
governments should receive an increasing proportion of central government revenues.6 
Increased spending linked to the new constitution was coupled with other expenditure 
pressures, particularly those related to the financial imbalance in the pension system 
and increased resource demands from the defense sector.

6 Articles 356 and 357 of the Constitution established that transfers should increase from 32 percent of central 
government current revenues in 1992 to 46.5 percent in 2001. 
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Figure 2. Central Government Spending (Percentage of GDP)

 
In addition, in the late 1990s Colombia’s economy suffered both internal and external 
shocks. The fiscal deficit, already substantial, worsened. In 1999, central government 
and consolidated public sector deficits reached 6 percent and 4.9 percent of GDP, 
respectively. In that same year, an abrupt adjustment in the country’s balance of external 
payments took place, and for the first time since the national and income accounts 
records were produced, real GDP growth turned negative (-4.2 percent). These 
developments forced the Colombian government to adopt a structural adjustment 
program supported by the IMF.

In the period 1990-2012, twelve tax reforms were enacted with the goal of increasing 
revenues. The main purpose of these reforms was to increase revenues for the central 
government, although the most recent reforms also contain elements that look for 
a more efficient and equitable tax system, as will be discussed in detail in the next 
section. In order to ensure the sustainability of expenditures, the government also 
enacted reforms to the intergovernmental transfers system7 and the pension regime.8 

The government took a number of steps to improve its financial institutions and to 
ensure that economic decisions were made within a transparent and responsible 
framework. This includes the 2003 Fiscal Transparency and Responsibility Law and 
Medium Term Fiscal Framework (MTFF). In order to strengthen fiscal responsibility 
legislation, a quantitative “fiscal rule” for the central government was passed into law 
7 Constitutional reforms in 2001 and 2007 introduced changes to the formula regulating increases in inter-gov-
ernmental transfers. The primary change decoupled transfer rates from central government current revenue. 
Specifically, the constitutional amendment of 2007 established that the growth rate of transfers should equal 
the previous year inflation rate plus a real growth percentage defined in the norm.
8 To overcome financial problems, low coverage, and inequitable distribution in the pension system—which 
persisted for a decade after the 1993 reform—additional adjustments were introduced through two subsequent 
reforms and a constitutional amendment.  Among the most notable measures aimed at improving the financial 
equilibrium of the system were: increases in contributions, expansion of the contribution base, elimination of 
generous special regimes, regulation of the transition phase, and the establishment of a ceiling to pension 
benefits for the pay-as-you-go system. 

Source: Ministry of Finance and author’s calculations
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in June 2012.9 Finally, to limit the fiscal cost of both constitutional rulings and laws 
presented by Congress, the notion of “fiscal sustainability” was added as a principle in 
the Colombian constitution through the Constitutional Amendment 03 of 2011. In 2012, 
the Constitutional Court upheld the legality of the sustainability principle on its review.

In sum, having recognized the need for more sustainable fiscal policy, the 
Colombian authorities significantly strengthened the country’s fiscal-institutional 
framework (IMF, 2011). A variety of reforms since the 1990s have brought public 
spending back to a more sustainable level. These economic developments 
since 1991 have had an important effect on the motivations of the tax reforms. 

THE POLITICAL ECONOMY OF TAX REFORMS IN COLOMBIA

In an effort to increase tax revenue to offset increasing public spending, Colombia 
introduced twelve different tax reforms between 1991 and 2012: seven in the period 
1991-2005 (one every 25 months) and five in the period 2006-2012 (one every 15 
months) (Figure 3). 

Figure 3. Central Government Tax Revenues and Tax Reforms Estimated 
Impact (Percentage of GDP)

When compared to a sample of Latin American countries (LAC15), Colombia stands 
out as a nation that has significantly increased its tax revenues; that said, as a 
percentage of GDP, these revenues have remained below the regional average (Figure 
9 This rule establishes a structural deficit target of 1 percent of GDP from 2022 onwards, with a transition peri-
od between 2012 and 2021.  The rule allows for some fiscal response to cyclical fluctuations in output and oil 
revenue. Savings generated through the operation of the fiscal rule are held in a sovereign wealth fund.  At the 
subnational level, the recent royalties’ reform also introduced a counter-cyclical element to local fiscal manage-
ment, as it creates a subnational saving and stabilization fund to put aside windfall revenues from royalties.

Source: Ministry of Finance
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4). As Figure 4 demonstrates, Colombia’s total tax revenues were equal to 9 percent 
of GDP in 1990, well below the LAC15 average of 13.9 percent.  In that same year, the 
ratio of tax revenue to GDP reached 33 percent in OECD countries. Between 1990 and 
2006, Colombia’s total taxes as a percent of GDP grew from 9 percent to 18.4 percent, 
whereas in the LAC15, total taxes increased from 13.9 percent to 19.1 percent of GDP. 
 
Figure 4. Total Tax Revenues as Percentage of GDP 

Unfortunately, this series of reform efforts failed to have a sufficient revenue impact 
to fully offset the government’s accelerated increase of public spending. Central 
government revenues (excluding social security contributions) grew from 6.4 percent 
of GDP in 1991 to 13.9 percent of GDP in 2012 (an increase of 7.5 percentage 
points). Over the same period, central government spending grew from 7.7 percent 
to 18.6 percent of GDP (an increase of 10.9 percentage points) (Figure 5). Not only 
did successive tax reforms fail to produce a sufficient increase in revenues to cover 
higher expenditures, they also contributed to the development of Colombia’s complex, 
inefficient, and unequal tax system. 

Figure 5. Central Government Revenues and Expenditures (as percentage of GDP)

Source: Ministry of Finance and author’s calculations.
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Income tax

Firms contribute 87 percent of Colombia’s total income tax revenue, while individuals 
provide the remaining 13 percent. The standard income tax rate in place until the 
reform of December 2012 was 33 percent, although starting in 2013 the corporate rate 
was reduced to 25 percent. Compared to other countries, this standard corporate tax 
rate in Colombia was still high. Both the high rate and the excessive burden on firms 
have had a negative impact on real sector competitiveness. In addition, corporate and 
personal income tax productivity (how well taxes produce revenue for the government) 
has been low due to numerous—and increasing—special exemptions and other 
benefits. The number of tax expenditures (that is, deductions, exemptions, and credits) 
increased from 66 to 99 between 2000 and 2011 (Figure 6).

 
Figure 6. Number of Income Tax Expenditure Provisions in Colombia

 

The corporate income tax code contains numerous exemptions, special deductions, 
and discounts which effect tax productivity and horizontal equity among firms. For 
instance, while the standard rate was 33 percent (before 2013), this rate was reduced 
to 15 percent if the firm was located in a free trade zone and complied with specific 
investment requirements. Thus, horizontal inequity is reflected in different levels of tax 
incidence (burden of payment) among firms and sectors, as similar firms could pay 
very different effective tax rates (Perry, 2010).

The personal income tax has also been undermined by exemptions and deductions 
that impact its productivity and equity. The threshold for income taxation in Colombia 
is relatively high and progressive rates begin only at relatively high levels of income (5.5 
times the average wage), in comparison to other countries of the region (Figure 7a). In 
addition, the personal income tax code contains numerous special deductions related 
to education, health, and mortgage payments that benefit higher income households. 
Thus, only about 5 percent of Colombian households are income taxpayers (Figure 7b). 

Source: World Bank (2012)
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Figure 7
a. Average Personal Income Tax Rates by Income 
(relative to national median labor income, percent-
age)

b. Percent of Households which are Net Payers of 
Personal Income Taxes 

Source: OECD (2010).

In addition, people in lower income brackets pay the highest effective income tax 
rate. This is due to tax withholding on low-income workers who typically do not file 
annual income tax forms. Hence these workers do not have access to deductions or 
exemptions that usually benefit middle- and high-income brackets. According to the 
Ministry of Finance (2012), only 20 percent of the working age population (4.6 million 
out of 23 million) pay income tax. While non-filers (3.5 million) pay an income tax that is 
equivalent to 7 to11 percent of their gross income, those who have monthly wages of 
around COP$8 million (about US$4200) pay on average only 2 percent of that income 
in taxes. 

 
Figure 8. Personal Income Tax as a Percentage of Gross Income

 

Source: Ministry of Finance (2012).
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VAT

VAT (Value Added Tax) productivity is low because the high number of exemptions 
and exclusions reduces the taxable base and because the complex 8-rate structure10 
(including exempted and excluded goods) makes tax administration difficult, favoring 
high levels of evasion and avoidance.

VAT coverage in Colombia, measured as the share of goods and services taxed as a 
proportion of total GDP, is low (39 percent) compared to other countries in the region 
such as Bolivia (90 percent), Argentina (70 percent), and Chile (53 percent) (Figure 9a). 
In OECD countries this percentage averages 70 percent. VAT productivity, measured 
as the ratio of VAT collected revenues to VAT potential revenues (at the 16 percent 
VAT standard rate) is close to 30 percent in Colombia (Figure 9b). This figure is low 
relative to LAC and OECD countries (Ávila and Cruz, 2011).  Not only are these VAT 
expenditures unequally allocated among sectors, they also increased from 61 to 102 
between 2000 and 2011, with a fiscal cost of around 1.6 percent of GDP (Figure 10) 
(World Bank, 2012).

 
Figure 9. VAT Coverage and Productivity in LAC and OECD

a. VAT coverage (2009, percentage of GDP) b. VAT Productivity (2009, percentage)

 
Source: Ávila and Cruz (2012).

 
Two factors affect VAT efficiency indirectly.  One is the taxation of capital goods at 
the general rate (16 percent). Firms can only recover one-third of this cost through an 
income tax deduction as a depreciation expense. Another is that while VAT-excluded 
goods are taxed at a rate of zero, firms cannot apply for credits against the VAT paid 
on the purchase of inputs used to produce these excluded goods. These conditions 
actually increase the price of the final good, as discussed in Ávila (2012) and Perry 
(2010). 

10 The 2012 reform reduced the number of rates beginning in 2013.
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Figure 10. VAT, Number of Tax Expenditures

Primarily as result of political considerations and decisions by the Constitutional Court, 
a substantial number of basic necessities are exempted or excluded from the VAT.11 
However, the distributional effect of this measure is questionable, since in absolute 
value terms, higher income deciles gain the most from these tax breaks. According 
to Ávila (2012), while 38 percent of the value of a low-income basic basket of goods is 
exempted or excluded from VAT, this percentage is around 51 percent in the case of a 
high-income basket of goods.

 
DISTORTIONARY TAXES 

In an effort to complement government revenues, Colombia maintains several 
distortionary taxes—those that place an excessive burden on certain groups.  These 
include the financial transaction tax and the wealth tax. The financial transaction tax 
has led to disintermediation (the removal of funds from banks and bank-like entities), 
negatively impacting financial development by cutting out the traditional intermediaries 
with expertise in capital allocation. The wealth tax applies to large firms (and high 
income individuals), effectively taxing business capitalization and investment. 

Similarly, formal employment has been highly taxed in Colombia. Payroll taxes 
increased from 44.3 percent of a worker’s salary in 1999 to 58.1 percent in 2009 
(Santamaría et al., 2010). Such high taxes create an obstacle to formal employment, 
contributing to Colombia high levels of unemployment and labor informality. In order 
to create incentives for adding formal jobs, the 2012 reform established that the state 
would assume a percentage of payroll taxes, in order to reduce the burden on the 
private sector.    

11 In 2002, after difficult discussions, the congress approved the government’s proposal of a VAT rate of 2 
percent on these goods. But considering its impact on the vital minimum income, the Constitutional Court ruled 
this reform as unconstitutional. The court left open the possibility of taxing basic necessities as long as the gov-
ernment creates a scheme to reimburse poor households for these taxes. Because of high levels of informality 
in the retail sector, the design of such a scheme has not been easy.

Source: World Bank (2012).
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POLITICAL ECONOMY ASPECTS

The analysis of the political economy of tax reforms presented here divides these 
reforms into two periods. The first period covers reforms from the early 1990s until 
2005, while the second extends from 2006 to 2012. Between these two periods, the 
primary motivation behind tax reform shifted from a need to increase tax revenue to 
offset rapid increases in public spending, to later efforts that aimed to simplify the tax 
system and make it more efficient and equitable.

 
INCREASING REVENUE: REFORMS OF THE 1990S TO 2005 

The rapid growth in public spending beginning in the 1990s was a result of requirements 
imposed by the new constitution, along with growing resource needs in the pension 
and defense sectors in particular. Together, these created great demand for new fiscal 
revenues, which spurred the tax reforms of this era.

The country’s urgent need for additional resources and the new political conditions under 
the 1991 constitution together significantly influenced the structure of the Colombian 
tax system. With the high levels of heterogeneity and political fragmentation in the 
legislature, inadequate programmatic representation and party discipline, and less 
dependence of Congress on the executive, it became very difficult to build coalitions 
to support government initiatives. In addition, individual incentives for members of 
Congress to protect private interests increased due to new lobbying efforts. In this 
environment, the government decided to increase nominal tax rates while at the same 
time extending special tax benefits to the private sector in order to increase revenues 
while recognizing new political realities. Tax revenues increased but were accompanied 
by lower tax productivity and efficiency and higher costs in terms of equitability.

The low productivity of traditional taxes led to the creation of new taxes with greater 
distortionary effects in economic terms, but less political opposition. For example, the 
financial transaction tax was established on a temporary basis, originally to cover part 
of the costs of the financial crisis of the late 1990s, and was later extended to cover the 
cost of damages caused by an earthquake in the coffee-growing region. Because the 
Colombian constitution prohibits the establishment of national taxes with a specific 
destination, since 2001 the revenues from this tax have been diverted to finance the 
general budget, in compliance with court decisions. In later tax reform discussions, 
Congress showed a preference for preserving this tax over making changes to 
traditional taxes (specifically the VAT). In fact, in 2006 this tax became permanent as a 
result of congressional initiative.
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Similarly, in order to finance increased costs in the defense sector, the administration of 
President Álvaro Uribe introduced a wealth tax in 2002. Major private sector contributors 
and the defense sector were to monitor these revenues to ensure they were used 
for their intended, defense-related purpose. This tax, although temporary, has been 
periodically extended without opposition from the private sector, due to support for 
higher defense expenditures and the relative efficiency of its implementation. As the 
burden of this tax rests heavily on larger corporations and higher-income individuals, 
the wealth tax has not been opposed by the Congress.

 
SIMPLIFYING THE SYSTEM: REFORMS 2006 TO 2012

By 2005, structural reforms of the expenditure process had started to show some 
results in terms of public spending control and stability. This opened political space 
to think about a new series of reforms aimed at improving simplicity, efficiency, and 
equity in the tax system. From 2005 to 2009, five tax reforms were approved, although 
due to the political economy constraints under which they were adopted, none of 
these reforms could be called structural or comprehensive. Nevertheless, almost all 
the reform efforts of this period focused on developing a simpler, more efficient, and 
more equitable tax system.

 
THE 2006 TAX REFORM 

In 2005, during the height of the Uribe administration’s popularity, Finance Minister 
Alberto Carrasquilla proposed a comprehensive structural tax reform package. The 
initial proposal, presented to Congress, included the writing of a new simplified tax 
code. The new reform contained a series of structural elements, including: 

i. Elimination of corporate income tax rate surcharges and a reduction of the 
tax rate to 32 percent. 

ii. Elimination of all personal income tax exemptions and deductions except 
the minimum threshold. In the proposal, this threshold was increased 
from 4.7 to 7 times the minimum wage. 

iii. Introduction of a corporate income tax deduction of 100 percent of 
investment in fixed capital assets (without regard for depreciation) and 
removal of the 30 percent depreciation deduction.

iv. Reduction in the number of different VAT rates from 9 to 5. 

v. Taxation of previously exempted and excluded goods and services at a 10 
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percent rate, with the implementation of a compensatory measure for low 
income households. 

vi. The Ministry of Finance initially intended to eliminate the financial 
transaction tax; however, after discussions with Congress, the tax was 
kept on a temporary basis.12 

vii. Elimination of the remittances and stamp duties. The initial proposal also 
removed the wealth tax. The Ministry of Finance intended to replace 
it with another wealth tax with a broader tax base, but this would be 
presented in a future reform.

This structural reform effort was unsuccessful. In the approved reform, little of the 
initial proposal was kept: 

i. The idea of introducing a completely new tax code was abandoned and 
the reform only produced changes to the existing code. 

ii. The 3.5 percent corporate income tax surcharge was effectively eliminated 
but the general corporate rate was reduced to 33 percent.

iii. The deduction percentage on fixed assets investment was increased from 
30 percent to 40 percent.

iv. The reform did not affect the numerous exemptions and deductions on 
the personal income tax.

v. Eight of the nine VAT rates were kept and special conditions were 
increased.

vi. The financial transactions tax became permanent. (However, an income 
tax deduction of 25 percent on the paid tax was allowed.)

vii. The wealth tax was extended.

viii. The tax on remittances and stamp duties were removed.

Fierce opposition to the reform came from a number of different sectors. As with 
previous reform efforts, special interest groups offered incentives to Congress in order 
to protect their benefits. In addition, political concerns and poor understanding about 
the distributional effects of measures such as the expansion of VAT base or a more 
progressive personal income tax led Congress to extend the financial transactions 
tax and wealth tax. Finally, certain elements of the reform also found resistance from 
members of the government themselves (Perry et al., 2010; Fedesarrollo, 2006).
12 El Colombiano (July 2006) “No fue posible eliminar el 4 por mil: Minhacienda,” available at http://www.elcol-
ombiano.com/BancoConocimiento/N/no_fue_posible_eliminar_el_4_por_mil_minhacienda_/no_fue_posible_
eliminar_el_4_por_mil_minhacienda_.asp  
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Political obstacles were the primary cause of failure for this attempt at structural reform. 
The Ministry of Finance had worked carefully to design a robust structural reform, but 
it did not take into consideration the plan’s potential political difficulties. In particular, 
this integrated, structural reform affected a great variety of private interests without 
creating clear “losers” and winners.”  As each interest saw a similar risk of “losing,” all 
fought the reform and created a powerful opposition to the ministry’s initiative. 

 
TAX REFORMS IN THE SANTOS ADMINISTRATION (2010 - )

After a year of working on a new tax code focused on improving equity, efficiency, 
and progressiveness in the tax structure, Minister Juan Carlos Echeverry discovered 
opposition to his ministry’s initiative even before he was able to formally announce a 
proposal. In May 2012, a leaked informal draft united early critics, making it difficult for 
the minister to organize a formal review of the reform. In the end, the government 
decided not to present its original proposal in full to Congress.

The principal guidelines of the proposed reform were nevertheless soon presented 
(Echeverry, 2012). The ministry announced a comprehensive, structural reform 
embodied in a new tax code which intended to reduce the general income tax rate 
for companies from 33 percent to 27 percent, with dividends taxed at a rate of 4 
percent. The proposal would create an alternative minimum tax system (IMAN) for 
firms and individuals in order to increase progressivity and to limit the value of the 
multiple deductions and special treatments often applied in income tax. Under the 
IMAN system, individuals and firms could use their existing deductions and benefits 
but for each gross income range (excluding only some factors), a minimum tax would 
have to be paid according to a progressive schedule. Politically-speaking, this measure 
was novel; by limiting but not eliminating the numerous special benefits, IMAN would 
reduce the opposition of particular interests. The proposed reform also sought to 
simplify the VAT by standardizing the multiple VAT rates toward a general rate of 16 
percent. In addition, a consumption tax would be created for luxury goods. The reform 
would also allow a reduction of the VAT on capital goods. Initially, the ministry had 
considered a low VAT rate (5 percent) on basic necessities, but this idea was discarded 
due to political considerations.

After replacing Echeverry as Minister of Finance in September 2012, Mauricio Cárdenas 
immediately returned to the task of tax reform.  His package borrowed elements from 
Echeverry’s failed proposal and added new components, while adopting a different 
rationale. In this iteration, job generation and the reduction of informality were the 
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primary drivers for reform, giving less prominence to the goal of returning to a simpler, 
more efficient, and more equitable tax system. Therefore, the starting point of the 
reform was to reduce payroll taxes and to find ways to compensate for the lower 
revenues through other types of taxes. The ministry also announced at the outset that 
this would not be a comprehensive structural reform but only the first step in a broader 
reform project, focusing on improving specific deficiencies. 

This reform proposal included a variety of measures, including:

i. Reducing payroll taxes from 25.5 percent to 16 percent. 

ii. Reducing the corporate income tax rate from 33 percent to 25 percent.

iii. Creating a new tax on profits to compensate for the lower revenues 
resulting from reforms (i) and (ii). This new tax was designed to place a 
lower tax burden on firms with high personnel costs.

iv. Adopting the IMAN guidelines from the previous proposal for personal 
income tax requirements for employees of firms, self-employed workers, 
and capital income recipients.

v. Taxing high pensions.

vi. Reducing the number of different VAT rates from 8 to 3. 

vii. Establishing a consumption tax on luxury goods.

At first glance, this reform was presented under favorable conditions, especially from an 
economic point of view. The detailed technical design of the reform would require little 
additional tinkering. The economy was strong and major efforts to control tax evasion 
had shown positive results, reducing the urgency for revenue that earlier reforms had 
faced. The timing of the proposed reform was also somewhat favorable, as it was 
presented during the transition phase from the early years of an administration (when 
it was more likely to be successful) but before pre-electoral political discussions around 
the 2014 elections had begun. The governing coalition, La Mesa de la Unidad Nacional, 
was strong (Cepeda 2012), although the recent failure of a judicial reform package 
had created tensions between the executive and Congress. Despite these tensions, 
both branches of government expressed interest in working amicably together. The 
greatest initial concern about the proposal was having adequate time for Congress to 
discuss the proposal. In fact, there was an expectation that Congress would carefully 
review the proposal in order to avoid the problems that had impeded judicial reform.

Although the essential elements of the reform were approved in Congress and became 
law in December 2012, several changes emerged during the legislative debate. The 
IMAN-related elements were particularly affected. While the very creation of this 
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minimum tax clearly represented an effort to achieve a more progressive personal 
income tax system, in the end, self-employed workers and capital income recipients 
were excluded, diminishing the IMAN’s likely effect. In addition, the proposal to tax 
large pensions—which in particular benefit members of Congress and the judiciary—
was dismissed. 

The successful reform did contain two elements that were very important for 
improving tax efficiency and tax equitability. The reduction in payroll taxes and changes 
to the personal income tax were two important achievements, especially given the 
strong political opposition that had halted similar proposals in the past.  Nevertheless, 
the intended structural reform was never implemented, and several critical elements 
of Echeverry’s plan were never realized. Cárdenas, despite having insisted in the past 
on the need for structural reform (Cárdenas and Mercer, 2005), suggested a “step by 
step” approach. Further progress toward a truly structural tax reform will depend in 
part on the results of the December 2012 reform, especially regarding employment 
generation and a decline in levels of informality.

Several important political economy elements of the December 2012 reform stand 
out. First, while the limited time available to discuss the proposal could have influenced 
its scope, the ministry’s announcement that the reform would not be structural and 
would include limited components from Echeverry’s original plan helps to explain its 
approval in Congress. Limiting the scope of the reform, unlike in previous efforts, 
in effect limited the potential “losers” while also creating “winners” more likely to 
support the government’s proposal. For example, the government never insisted on 
establishing a tax on dividends and did not include an IMAN requirement for firms. In 
addition, the reduction in payroll taxes and the decrease in the corporate income tax 
rate also favored private companies. Therefore, it was possible for entrepreneurs and 
high-income classes to expect a favorable outcome and support the government’s 
proposal; this, in fact, is what they did. Colombia’s middle class, with less powerful 
political representation in Congress, did not strongly oppose the reform, also facilitating 
is approval. Finally, pragmatic considerations such as the decision not to establish taxes 
on dividends or high value pensions and not to include Cajas de Compensación (a 
sector with a powerfully lobby) in the payroll tax reform, helped to reduce opposition.

The IMAN portion of the proposal was critical to the approval of the reform. As 
mentioned above, this tool made it possible to reduce the opposition from several 
sectors for which business would be affected by the elimination of deductions on 
income tax. By deciding to limit but not eliminate these deductions, unlike what had 
been proposed on previous occasions, the government was able to rally support from 
these sectors. 
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FINAL CONSIDERATIONS

The new constitution enacted in 1991 increased political participation and the 
representation of different sectors in Colombia’s economic decision making process. 
It also gave rise to the proliferation of political parties and to the fragmentation of 
Congress. This made it much more difficult for the executive to build coalitions in 
the legislature. At the same time, the lobbying platforms of special interest groups 
grew more influential: because of its financial importance to political campaigns, the 
private sector found a more divided Congress to be an effective channel for influencing 
economic decisions. Meanwhile, demands of the new constitution and other specific 
government needs drove a rapid increase in public spending, forcing the government 
to seek additional resources through several tax reforms.

The urgent need for additional resources and the new political landscape combined 
to significantly influence the structure of the Colombian tax system. The government 
increased nominal tax rates while extending special tax benefits to the private sector 
in order to raise revenues while limiting or minimizing political opposition. Tax revenues 
increased but were accompanied by reduced tax productivity and efficiency and high 
costs in terms of equity. The low productivity of traditional taxes led Congress to create 
new, more distortionary taxes, which nevertheless faced less political opposition.

Structural reforms began to show positive results in controlling public spending and 
improving fiscal stability by 2005. This success opened the political space to discuss 
a structural reform aimed at making the Colombian tax system more simple, efficient, 
and equitable.  From 2006 to 2009, five different tax reforms were approved. Due to 
political constraints, none of these reforms was a truly structural and comprehensive 
reform, although nearly all contained elements oriented to this objective.

In December 2012, the Colombian Congress approved a new tax reform with 
important structural elements. Although it was a stepping stone towards, rather than 
a comprehensive reform, it embodied a new government strategy aimed at reducing 
opposition to reform by creating “winners.” This strategy involved limiting the scope of 
reform, moving incrementally towards the ultimate objective of a more efficient and 
equitable tax system. The creation of a minimum tax threshold (IMAN) for personal 
income tax may well have helped, even though only the least important part of it 
survived. While the 2012 reform may not have achieved the larger goal of overhauling 
Colombia’s complex, inefficient, and inequitable tax system, it serves as a model 
of gradualism that acknowledges the difficult political realities that, in Colombia and 
elsewhere, often stymie more ambitious reform programs. 
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