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1. INTRODUCTION. THE ISSUE OF CASCADING TAXES AND T HE OBJECT
OF VALUE ADDED TAXATION.

The influence from International Organizationstba Brazilian tax system has
been noticed in different fields, with varying insgties through the times, be it through
individual income or corporate taxes, or be it thyle the so-called “indirect” taxes on
consumption.

The growing globalization of the markets tendsnaltiply the interactions be-
tween governments, corporations and tax adminisiratystem$ In this context, it's
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important to notice that value-added taxation shibesdraordinary growth in the last 50
years. If in the 1960’s there were only ten cowstihat had it, including Brazil, in the
XXI century that number was already 136, makingnié of the most important sources
of income for governments. Currently every onehef 80 OECD countries have im-
plemented the value-added tax, except thé US

These are the reasons that led us to set ous fmtihe valued-added taxation in
Brazil. Thus, this article will address the impoxta of the VAT and the main external
influences that led to its adoption in Brazil.

Having said that, in order to correctly define purpose of the work, it is neces-
sary to point out that the cascade or the overfapx@s — which VAT’s adoption pre-
vents from occurring — may derive from three déf@rsituations, which are:

(a) Imposing two or more taxes on the same taxabletewdnch may be:
(a.1) double taxation; or
(a.2)bis in idem

(b) Inclusion of taxes in the tax base of other taxa@wvients, artificially inflating the
taxable amount;

(c) Levying a tax on two or more stages of the suppbjirt

It follows an analysis of them, one by one.

The first situation — imposing identical taxestba same event — may constitute
double taxation (in case two different entities mai identical charge over a single
matter) orbis in idem(if both charges are imposed by the same govertahentity).

Double taxationyerbi gratia occurs when two sovereign States intend to levy
income tax on the same amount. The issues ariging the conflict between territorial
source principle of taxation and the worldwide imeo principle of taxation (which

serve as guidelines to the worldwide income taxatlmring up such questions, which

3After the Second World War in 1948, the Organizatior European Economic Cooperation (OEEC) is
created based on the Marshall Plan and is suppbsteétie United States and by Canada, having as its
goal the reconstruction of the European econonWésh its reformation in 1961 to Organization for
Economic Cooperation and Development — OECD -hjeatives expanded to encompass the govern-
mental needs for lasting economic and social dgweémt. Its actions are not limited to activitiegadlv-

ing the 30 countries that make up its membersrdther it is associated with a network of otheredep-

ing countries. For example, in June 2007, when@Besummit at Heiligendamm decided to talk to the
emerging economies (South Africa, Brazil, Chinaidfhand Mexico), it requested OECD to propose a
program for an adequate process of dialogue simeegydal of the Organization is exactly to foster th
expansion of the international commerce withoutrisination.

4 www.oecd.org.



are often solved by the treaties against internatidouble taxation or unilateral solu-
tions eventually adopted by the States (such amptiens and the granting of pre-
sumed credits) At the national level of a federative State, deuhxation occurs when
two Member States or Municipalities wish to tax g@me event (the best example, in
Brazil, is the Tax on Services (ISSQN) — for whibbre is constant debate between the
municipalities as to which one should levy it. B&sm its own interests, each munici-
pality uses the criterion of service provider lé@ator that of the location where the
services are provided).

Thebis in idemin turn, is less common. After all, the Membeat8&tmay freely
exercise its right to levy taxes on a specific ¢yvgiven that it abides to the constitu-
tional taxation principles. Once there is interesincreasing the revenue, the public
authority may simply raise the rate of the existiag. For this reason, th@s in idem
occurs, commonly, whenever the taxation on somestyf events is already very high
and, even so, the State intends to raise it. Ierandt to be classified as a confiscation —
more clearly noticed when one single tax is le\aé@n abusive rate — the public Au-
thority uses the subterfuge of creating anotherat@the same event. This situation is
not accepted by the Brazilian Tax Law.

The second situation where tax overlap occurshisnataxes are included in the
calculation of the tax base of other taxable everis scheme, seldom present in other
countries, has been constantly used by the Braiia laws in taxes such as contribu-
tions to the Social Integration Program (PIS) aadSbcial Security (COFINS), in
whose calculations both the Tax on Sale of GoodscenServices of Interstate and In-
termunicipal Transportation and Communication (IQM8d the Tax on Manufactured
Products (IPI) are included. Therefore, the effectiax rate becomes higher than the

one literally defined by the law, because the datan is done based on an inflated tax

> SANTIAGO outlines that the issue of internatiodaluble taxation is so complex that, “even where
there is explicit conventional regulation, the i@ the capital, the inheritance and donations stidly
be subject to double taxation, which was to be deai(or subject to the opposite, double non-taratio
which is also not the purpose of the treaties), tuthe diverging interpretations of factual megter
legal matters by the States that are parties toréaties”. (SANTIAGO, Igor MaulemDireito Tributario
Internacional: Métodos de Solugdo dos Conflit®8o Paulo: Quartier Latin, 2006, pp. 77/78).
Nonetheless, there is worldwide guidance as todatlos double taxation, which creates barrierstiier
development of nations. As evidence of this, thdtédhNations (UN) and the previously mentioned
OECD have sample treaties against internationabldotaxation aimed at guiding the States that wish
eliminate this hindrance to free trade.



base. In spite of the errors of such scheme, tlagilBan case law has accepted the in-
clusion of taxes in the calculation basis of otiases$.

The third and last sort of tax overlap happensnine same tax is levied on
more than one stage of the supply chain, whichordy occur with taxes on consump-
tion (imposed on the production and trade of goaxd services). After all, only in
these cases there is a logic-operational link ftieenfirst tax imposed, in the beginning
of the chain, down to the acquisition of the goodgervice by the end consumer. Taxa-
tion on events that are isolated, not part of agse of value transfer, does not enable
this type of tax overlap to be observed.

Based on that, it is possible to classify thedhsguations in which there is tax
overlap:

(a) Double taxation on the same event: double taxatidos in idem

(b) Inclusion of taxes in the calculation basis of otizes;

(c) Repeated imposition of the same tax along a prashfatansportation process
of a good or service;

This last type of tax overlap is confronted by tlaue-added taxation. Hence,
for the purpose of the present article, the stattitat determine the inclusion of taxes in
the calculation basis of other taxes, as well assituations obis in idemor double
taxation do not have any importance. Our intergstestricted to the cases in which
there is cascading taxation due to the impositiothe same tax on different stages of

the supply chain and of the transportation of goods

2. ORIGINS OF THE VALUE-ADDED TAXATION.

Value-Added Taxes started to be implemented frioenhalf of the XX century
on.

Until then, the taxes levied on trade and ons@ices provided were similar to
thealcabalg imposed by medieval Spain on all its colonieg Evied on all commer-
cial transactions with rates up to 10% (ten pedcewithout any opportunity for deduc-
ing the taxes already paid in previous operati@ugeh system led to an increase in the
price of goods, which became more expensive — Isecall the tax being repeatedly

® The inclusion of ICMS in the calculation of theSPtontribution (conclusion also valid for COFINS) i
allowed based on the Judgment Docket N. 68 fronStimeerior Court of Justice.



levied on them — after each stage of the supplynchiis type of taxation, entitled
turnover or cascading (cascadgeto the French people), was used by most of th@-co
tries before the VAT — with all the vicissitudepigal of that taxation scheme.

The problem of cascade taxation was so pronoutitadA. SMITH, in the
XVIII century, blamed théAlcabalafor the economic decline of the Spanish empire. In
fact, the multi-phase cascading turnover taxationke against the free organization of
the market players (which, in order to avoid muétifaxation on the same product, tend
to verticalize) and incites tax evasion, as a tasfuts excessive burden.

However, even with these disadvantages, the temiaxation spread out in the
modern world, but with rates significantly lowerabmpared to the ancieAicabala
This is case of the Philippines in 1904, of ther@amUmsatzsteuein 1918, of France
(which adopted it 1920, cancelled it in 1936, rgadd it in 1939 and definitely aban-
doned it in 1954), of Spain (which went back toceaking taxation in 198% besides
Chile’, Mexico and Canada (the latter, only between E201923)inter alii*’.

The advantage of the cascading multi-phase takiehahelped it to spread out
worldwide — is its simplicity, since thguantumdue to the State is calculated through
the simple application of the percentage determimetaw to the value of the operation
or service, without the need for any additions eduttions. On the other hand, given
the fact that the tax is imposed on various stajeke supply chain, the rate does not
need to be high in order to assure a satisfac®rgnué’, which amounts to the resig-

nation of the taxpayers towards the payment of sagkhHowever, the disadvantages

" SMITH, Adam.Uma Investigacdo sobre a Natureza e Causas da RigdasNacdes, 22 ed. Trad. por
LIMA, Norberto de Paula. Sdo Paulo: Hemus, 1984,75.

® The rates were 1.5% and 3%, based on who thedaXawvied on, the Spanish nation or the colonies.

° Chile adopted the multi-phase cascading taxatiogands and services in 1954, with a base ratéwf 3
Nonetheless, after successive increases, in 1@6@th had grown to almost three times the iniadlie.

2 DUE, John FIndirect Taxation in Developing Economidgaltimore, London: Johns Hopkins, 1970,
pp. 117-20.

X DUE, John FIndirect Taxation in Developing Economidaltimore, London: Johns Hopkins, 1970,
pp. 117-20.



have overcome, along the years, the benefits atairough its adoptidh The disad-
vantages are, according to the list prepared BYJE"*:

(a) the verticalization of the economic players: afadly the more stages of the
supply and commercial chain one single companyetaompass, the less the
tax burden will be on its product;

(b) tax discrimination, given that the larger compankessides the normal benefits
from large scale production (present in any marke) also have fiscal advan-
tages for encompassing various stages of prodycéiscaping the numerous
burdens of thed cascadeaxation. Hence, such discrimination occurs, again
small and medium-sized companies, which in modeonemies account for
most of the jobs created.

(c) the unfeasibility of effectively removing the tamrden on exports: since the tax
is multi-phased and cascades, the good that isxpuirted directly by its manu-
facturer is subject to one or more taxes alongstigply chain, without having
the chance to recover or abate this amount atirtiee df the sale abroad. Thus,
the world rationale of not exporting taxes is raineesulting in a loss of compe-
titiveness of domestic products in the global mgrke

(d) the damage to the equality in taxation of impogedds, which, in most of the
cases, will be subject to a lower tax burden thet applied on domestic prod-
uct. The latter usually follows the chain manufaetu> distributor-wholesaler >
retailer until the end consumer, whereas the inggodoods, if directly pur-
chased by the end consumer, will be subject totitaxane single time at the
customs clearance. So the goods from abroad wilé leasmaller tax burden
than the domestic gootfs

(e) lack of transparency: it is not clear what the tbaxden is on the final price of

the sold product, because this burden will varyetiog to the number of stag-

12 1n Brazil, the multi-phase cascading taxation wdepted as a form of old taxes on sales and consign
ments — IVC — and on consumption, replaced, resgdgt by ICM and IPI.

3 DUE, John FIndirect Taxation in Developing Economiegaltimore, London: Johns Hopkins, 1970,
pp. 120-3.

% And it cannot be argued that the Import Tax (Iuld mitigate this difference. The Il is a tax thaust
be used as an instrument of the State’s developpwitty and not as a means to reduce the problems
created by an inadequate tax system that is diséaly@aous to domestic companies.



es in the supply chain. Thus, the consumer doekmaw the sum that is being

collected by the government — fact that does notptp with the fiscal transpa-

rency”;

(H in comparison with taxes such as the retail sabegaccording to which taxation
is imposed only once at the stage of final salé&}) multi-phase cascading taxes
the number of taxpayers is very high. They, funth@re, are not interested in
self-inspecting each other, since the tax paid tg i8 not deductible from the
tax amount due by another. This creates two pro&lem
(f.1) incentive to tax evasion: no member of thppw chain can gain from the
taxes paid previously (as opposed to what happ&hsviTs, where, if the tax-
es are indicated in the invoice, the buyer may dethat amount from the taxes
due by him/her);

(f.2) difficulties in inspection: the vast numberfstaxpayers inclined to evasion

makes the work of Fiscal Inspection excessivelylitesome, this has led A.

SMITH to state that its inspection “requires a cdoo¥ fiscal employeed®

(g) although it is an apparently simple tax, in praeticdue to the necessity to grant
exemptions for some goods and the need to diffatenthe rates according to
the nature of the product (based on the essentteeqdroduct or on the market
circumstances) — its application becomes compléis feature leads to the loss
of one of its few positive characteristics.

Faced with such issues and in search for altemstiv stir up economic growth
without harming fiscal revenue, the European coestiried, in the first half of the XX
century, to find a new form of imposing taxes oremgions with goods and services
that would not impact consumption severely and,sequently, would allow a more

pronounced development of the economies, which Wwgréhen significantly damaged

'3 1n accordance with the principle that states thaation on consumption must be done transparently,
the Brazilian 1988 Constitution determines:
“Article 150. (...)
85°. The law shall institute measures for the conssnerbe clarified about the taxes imposed
on goods and services.”

'® In France, th&faxe sur la Valeur Ajouté@VA) is categorized by MERCIER and PLAGNET ba
Taxe Unique a Paiements Fractionnédenoting by the very nomenclature (“single taattis levied in a
partitioned manner”) the taxation method that dmgtishes it from the cascading taxes. (MERCIER,
Jean-Yves e PLAGNET, Bernardes Impéts em Fran¢c@92 ed. Levallois: Francis Lefebvre, 1997, pp.
298-301).



by the two world wars. The solution appeared with &doption of a proposal by the
industrial VON SIEMENS, which was initially presendtto the German government in
1918, but only implemented first in 1948 (in a lied way) and later in 1954 (in a more
comprehensive manner) in France: the value-added ta

When it was instituted, thEaxe sur la Valeur Ajouté@VA)'’ demonstrated to
be an extremely complex tax, if compared to the aa@dcading taxes imposed on the
consumption of goods and services in Frafidés calculation method was absolutely
different from everything that was used until théme tax amount due was calculated
based on the commercial transactions carried othdyaxpayer during a certain period
of time. Nevertheless, the taxes paid for the aigon of the goods that were used in
the production were deducted from the tax amouet thuother words: in order to cal-
culate thequantum debeatuat system of debits and credits was applied, ated tking
into account all of them, the tax amount to beati¥ely collected by the governmental

fiscal authorities was determingd

" The indirect taxes in France can be divided imio targe groups: theaxes déterminéesvhich are
imposed on especial goods or operations (suchcahall sale) and thtaxes sur le chiffre d’affaires
which are levied on the sale of goods and senitgeneral. The latter can be further classifiethiree
categories, according to when they were adopté&dance:

(a) taxes cumulativesr a cascade multi-phase cascading taxes, adopted in 1920 leithrates
(around 1%), but cancelled due to a reform impleekiby an act published on Decembet 31
1936, because of the problems caused by cascadiatian;

(b) taxes uniquesadopted starting from 1937, along with the bifpme of the French tax system
that took place in the previous year. They wergeldwne single time, on production, at a rate of
6% (so, six times greater, on average, than tleafithetaxe cumulative However, the high
numbers of tax evasion related to this type ofdambined with the budget problems faced by
the French State led to their cancellation shoHlgnce, thex cascaddaxation was put in place
again in 1939, through thiaxe sur le transactionand local taxes. And they were in force until
1968, when the TVA more comprehensive was adopted;

(c) taxe sur la valeur ajoutéeadopted partially in 1948 and, fully, in 1954,do into force as of
1955. Also known aka taxe unique a paiements fractionnéshad the benefit of combining the
collecting advantages of the cascading system tivéhtaxation neutrality, which began to have
efficient mechanisms for transferring it to the eaetisumer.

18 TVA, initially, was imposed only on commercial hsactions carried out by wholesalers and retailers.
Only in 1968, with the cancellation of two othexaa that were imposed on services and on retdiétra
more comprehensive TVA was created, encompassimgrémsactions that involved goods (including
commercial rentals and leasing) and services ieigen

' The Treaty of Rome, first foundation of the presearopean Union, is anchored on four fundamental
freedoms, which are:

(a) free movement of persons;

(b) free movement of goods;

(c) free movement of services;

(d) free movement of capital.



The new taxation mechanism became, from the sdasticcess. In 1962, the
NEUMARK report (one of the most influential docunieron European taxation) rec-
ommended the adoption of VAT by the countries & European Common Market,
which occurred from the end of the 1960’s. The reptated that the taxation on value
added enables the free movement of goods and ssywidich is one of the basic prin-
ciples of the Treaty of Rorfi Thus, despite the fact that the tax calculat®rdnsi-
derably more complex (when compared with the nmplisse cascading taxation, which
was then the standard), and the fact that the \&&@srare necessarily higher thandhe
cascadetaxes, the advantages overcome the flaws, if feem the perspective of the
manufacturers or from the perspective of the coligcState. After all:

(a) the mechanism of abatement of the tax paid in tle®ipus stage generates a
cross inspection among the taxpayers themselvesppesed to what happens
in the multi-phase cascade scheme, through whietathevasion of the seller is
beneficial to the buyer of the goods or serviceslicing the prices charged),
through VAT the tax burden on the buyer/taxpayeresater if the product is not
sold with an invoice (given that the indicatfbron the invoice that the tax
amount paid by the seller permits the buyer/taxpdgededuct it from the
his/her VAT amount due). This fagier se is a great ally of the inspection au-
thorities;

(b) the deduction at each stage of the tax amountaidite previous stage, as to al-
low for the tax burden to be equivalent to the egaplon of the rate on the end
price, makes the dwpantumindependent of the number of stages in the supply
chain of the good or service. For this reason, \i&\€onsidered neutral (its bur-
den does not depend on the number of transactidojecs to taxation);

(c) with taxation neutrality, there is benefit to theoeomic players of the supply
chain, which do not have to verticalize to redwpedosts, thus being able to fo-
cus on the activity, to which they are best su{tednufacturing, distribution or

retail);

20VAT, by enabling taxation neutrality, allows theuf objectives to be achieved.

21|t is obviously not the buyer’s responsibilitygapervise the payment of taxes by the seller. deofor
it to be entitled to the credit, it is enough tovéa purchase invoice that is idoneous and thavshbe
tax paid. Nevertheless, the mere request, by thierbtor the invoice, makes an important contribatin
the prevention of tax evasion.



(d) for international trade, the advantages are sutiatathe tax burden on exporta-
tion can be effectively removed (the calculationtmod under analysis allows
for the reimbursement to the exporter of the tdeed on the materials used in
the production of the goods sold abroad — whicimisossible to be done with
multi-phase cascading taxes, through which it ig/ \@fficult to ascertain the
exact amount of taxes imposed on the supply ch&uthermore, the foreign
goods, when subject to taxation at the customgaiea, will be appropriately
equated — from a fiscal perspective — with the dgimogoods. This is due to the
fact that since the real tax rate will be equivalenthe nominal rate, regardless
of the number of supply chain transactions, the ekirm products will always be
subject to a fixed tax rate: the VAT rate deterrdibg law. Hence, it is only ne-
cessary to levy the same tax rate, at the custéeasanice, on the foreign good
in order to equate it with the domestic good,;

(e) the way through which the tax is charged makesti@xdransparent, so that in
each stage of the supply chain it is possible makhow much is being paid in
taxes, for it is indicated in the invoice.

At first, in spite of its vicissitudes (complexlculation and higher rate), the
French experience spread out in Europe and inipadlgtevery country in the gloBe
Nowadays VAT is used in 136 nations where more #a¥ of the world’s population
lives”®. And, as shall be shown next, the most common odetti VAT taxation does
not characterize it — despite the name — as antgwsed on value added. In fact, its tax
base is the total price of the sale transactiony @iter calculating the due VAT amount
based on the entire sum of the transaction, carethection in the&juantum debeature
obtained through the mechanism of deducting thestapaid in previous transactions

(indirect subtractive method).

3. THE ADOPTION OF VALUE-ADDED TAXATION BY THE BRAZ ILIAN
LEGAL SYSTEM: EXTERNAL INFLUENCES.

%2 Brazil adopted it in 1958, including it in the Guitution in 1965; Denmark, in 1967; Germany, in
1968; Sweden and Holland, in 1969; Luxemburg andndg, in 1970; Belgium, in 1971; Italy and Eng-
land, in 1973; Argentina in1975; Turkey in 1985ytagal, New Zealand and Spain in 1986; Greece in
1987; Hungary in 198&t caterva

2 EBRILL, Liam; KEEN, Michael; BODIN, Jean-Paul; SWMERS, Victoria.The Modern VATWash-
ington: International Monetary Fund, 2001, p. xiv.



3.1. The implementation of VAT in Brazil.

Considering the post-Second World War period, dhly major reform in the
Brazilian Tax System occurred in 1965, date on wh&gnong many other changes, the
value-added taxation was included in the countlgigal system at the constitutional
level.

The reform was carried out in two phases: firgtlg Constitution, enacted in
1946, was amended, through the Constitutional Ammemd N. 18, from December'l
1965; subsequently the National Tax Code was etattteough the Act N. 5172, from
October 28 1966. Further progress was made by the enactniestatutory laws by
each federative entity (federal government, states municipalities), fully reshaping
the legal system according to the new reality.

The Constitutional Amendment N. 18/65 created valoie-added taxes: a feder-
al one (Tax on Manufactured Products — IPI) anthe one (Tax on the Sale of Goods
— ICM). Only industries and importers are subjectite former, whereas the taxpayers
of the latter include, besides industries, merckgngl businesses in general and far-
mers.

These two taxes replace, respectively, the fédera on Consumption (IC) and
the state Tax on Sales and Consignments (IVC).|ather was a multi-phase cascading
tax; the former, although originally created aswdtiaphase cascading tax, was changed
into a value-added tax even before the constitaticgform of 1965. In fact, the Act N.
2974/56 already allowed importers to deduct thewarhof IC paid on importation from
the IC sum due to the sale of goods in the domesaiket. Then, the Act N. 3520/58
had broadened the span of the non-cascading I®liegandustries to deduct from the
tax amount due the value of the tax levied on #vematerials used in the production.

The aforementioned IVC was, in a way, equivatenitC at the state level, but
with two fundamental differences:

(a) was more comprehensive, for it was not restrictethé operations of industries

and importers, but encompassed trade in generl; an



(b) it was completely cascading, which was the reasoit to be considered “infla-
tion favoring, verticalizer of economic activityindering the development of the
Federation and technically wrorf§”

As mentioned before, the Constitutional AmendmentlB/65 eliminated IC,
replacing it by IPI. At the same time, it also ¢ezhthe ICM — at the state level — and
constitutionalized the non-cascading feature ofl@d?®> and of IPf®. Pursuant to the
Constitutional Amendment N. 18/65, tlggantum debeatuof these taxes would be
calculated “by deducting, at each transaction,téixeamount charged in the previous

ones™’.

24 COELHO, Sacha Calmon Navarr@urso de Direito Tributario Brasileiro7th ed. Rio de Janeiro:
Forense, 2004, p. 384.

% At the time when the Constitutional Amendment B/65 was enacted, ICM could also be imposed by
the municipalities, at a rate not higher than 3G%at imposed by the states.

% The Amendment was an outcome of the first majar rform in Brazil, which rationalized and
systematized national taxation. It is worth notihg section on “Taxes on Production and Sale’:
“Article 11. The tax on manufactured products falighin the federal government’s competent
jurisdiction.
Single paragraphThe taxis specific according to thessenciality of the products, amdn-
cascading with the tax amount charged in the previous tratisas being deducted at each
transaction stage.
Article 12. The tax on transactions related to shée of goods, undertaken by merchandising
businesses, industries and farmers, falls withénstiates’ competent jurisdiction.
(-.)
§ 2°.The tax is non-cascading, with the tax amount chdrig the previous transactions, by the
same state or by another, being deducted at eaats#éction stage, according to the provisions
set forth in supplementary laand it shall not be levied on retail sales, madeady to the end
consumer, of first need items, defined as suchrbga of the State Executive Branch.” (high-
lights made by us)

%" In fact, one of the objectives of the 1965 taxoref was the very elimination of IVC, replacing it the
value-added taxation, as RIBEIRO DE MORAES reports:
“In the ‘Government’s Economic Action Program, 49B966°, prepared by the Ministry of
Planning the Economic Coordination, a reform ontthesystem was already foreseen, planned
as follows:
‘The Tax Reform must (...), supported by a constitodil reform, put into practice a
coordination system for the tax policies of thaestaand municipalities with the Federal
Administration, particularly the Tax on Sales arsh€ignments, which must be revised
according to the criterion of added value.’
In August 1964, through an invitation from our Gowaent, Prof. Carl Shoup, from the Univer-
sity of Columbia, was in Brazil. After studying ot@tx system, he came to the conclusion that it
was necessary to adopt the method of value-adatatida. The idea of replacing IVC, a cascad-
ing type tax, by a value-added tax, was being daleted.” (MORAES, Bernardo Ribeiro de.
Doutrina e Prética do 1SSSao Paulo: Revista dos Tribunais, 1984, p. 45).



The subsequent 1967 Constitution kept the non-dasgdeature of IPf and of
ICM?® based on the exact terms of the Constitutional Adneent N. 18/65. This me-

thod continued with the Constitutional AmendmentLK&6S™°.

3.2. External influences on the adoption of the VATmodel by Brazil.

With the adoption of the value-added taxation bp#Adralready in 1956, by
means of statutory law applicable to the federal ®a Consumption, and taking into
consideration that at that time:

(a) the European Economic Community had not yet votedhe adoption of one
single VAT system, which only took place on Aprii™ 1967, through the
enactment of the First and Second Council Direstiye

(b) the IMF and OECD were not preferentially devotethitopic;

(c) only France, in the entire world, had VAT effectiven place;

the French influence must be primarily recognizedaashape the Brazilian preference,
which would be consolidated in the following decadewards the value-added taxa-
tion. In that European country, VAT was first imgted in 1948, in a limited way, and

later in 19542, in a more comprehensive manner.

28 Article 22, 84° of the 1967 Constitution.
29 Article 24, 85° of the 1967 Constitution.

% The Constitutional Amendment N. 1/69 read:
“Article 21. It falls within the competent jurisdion of the Federal Government to levy tax on:
(...)
V — manufactured products (...);
(...)
§ 3°. The tax on manufactures products will be ifigesccording to the essenciality of the prod-
ucts, andnon-cascadingwith the tax amount charged in the previous tratisas being de-
ducted at each transaction stagpighlights made by us)
“Article 23. It falls within the competent juristtion of the states and of the federal district to
levy taxes on:
(...)
Il — transactions related to the sale of goodsjedout by farmers, industries and “mer
chandising businessemxes that shall not be cascading and from whiotgoading to the
provisions set forth in supplementary law, thedaount charged in previous transaction stages
by the same state or by another shall be deducigighlights made by us)

%1 FENA-LAGUENY, MERCIER, PLAGNET .Les Impbts en France — Traité de Fiscal808/2009
Paris: Francis Lefebvre, 2008, p. 315.

%2 The French VAT at that time was restricted toititustries and wholesalers of goods. It would &lso
combined with another Tax on Services and with eal@ax on Wholesale Trade. In Brazil, similarly,



Once the value-added taxation model was adopteBrayil through statutory
law, other external factors influenced its consoalization. One of them was the
NEUMARK Report, published in 1962 by the Fiscal dfidancial Committee of the
European Economic Community. The aforementionedneiti@e was composed of dis-
tinguished experts, all university-level professatsaired by Prof. FRITZ NEUMARK,
from Frankfurt, who was also rapporteur. Prof. CARLSHOUP from New York also
took part in the committee. We have excerpted sogfevant conclusions from that
report, such as:

(a) the need of all Member States of the Communityujgpsess the cascading tax
on gross revenue, levied on all stages. Insteaa adscading tax, a tax on net
revenue would be imposed, that is, non-cascading;

(b) the non-cascading principle should be implemerteough granting tax deduc-
tions not only to the taxes imposed on the matenakeded for production, but
also to the taxes imposed on the acquisition oitalagoods for permanent as-
sets. This view of the Committee resulted in treeasment that VAT should not
a burden to the company, but to the consumersprity so would VAT reach
neutrality in the market;

(c) the VAT mentioned above could eventually be comthiwéh a single tax on re-
tail sales, with rates that could vary accordingh® country, however without
causing distortions in competition;

(d) in intra-community relations, until harmonizatiomsweached, the application of
the country of destination principle could be apglfor goods (meaning that the
country of destination would be responsible folinigxhe sale). Nevertheless, at
the end of the harmonization period, the countrgrigin would be adopted for
the purposes of taxing trade between the MembéesStdue to the fact that this
system is more appropriate to integrated markets.

The influence of the NEUMARK Report occurred notlyobecause of the
close connection between France and Brazil, botdle to the collaboration from Pro-

fessor CARL SHOUP (who was a member of the commibtethe above cited report)

the Tax on Consumption (IC), non-cascading as \as restricted to the industrial production, though
another tax on sales of goods was imposed by tertton member-states on all transactions andavith
cascading characteristic (IVC). Later, as mentioakadve, IVC was changed into ICM through the 1965
Reform, becoming non-cascading.



to the Tax Reform Committee of the Brazilian Minysof Financé®, instituted in 1962,
which led the way to the 1965 reform. The outcorinthe collaboration from the Amer-
ican professor to the Brazilian Reform Committees wee SHOUP Repdft published
in 1965, with the following recommendations regagivalue-added taxation:
(a) as for the federal Tax on Consumption:
(a.1) tax deductions should be granted for themi@ased on the acquisition of
machinery (permanent assets’ goods) and other it@tnallowed at that time. In
fact, despite the fact that IC was non-cascadirtaittime, its deductions were
restricted to the materials used for the manufagguof the end product. With
this suggestion, SHOUP followed the same guidameengn the NEUMARK
Report, which stated that the tax deductions shbalthrge (the financial type),
in order for the tax to reach the desired neujralitd not to hinder the economic
development;
(a.2)IC should be extended to certain services, aftaralimg the Constitution.
This suggestion was never adopted, hence the T&&eorices continue to fall
within the competent jurisdiction of the municipis.

With respect to the states’ cascading Tax on SaldsConsignments, which is
imposed on all stages of production, manufactuand trade, the SHOUP Report sug-
gested:

(a) the replacement of the states’ cascading tax fingle tax on sales or, alter-

natively, the creation of a tax on added value;

(b) in interstate transactions, the payment ofgdrehe product’s state of origin

and not to the state of destination. By doing sterstate customs barriers, “in-

tolerable in a federal Stat& would be avoided.

These were the same solutions proposed in tHéMVERK Report, which rec-
ommended that the destination principle for gooel®bly temporarily kept in the Eu-

% The Reform Committee of the Ministry of Financeswaade up of distinguished Brazilian experts on
taxation, including the prominent Professor RUBENSOMES DE SOUSA, speaker during the large
meetings that took place, and that were open terathtional authorities and experts, who were @ukit

% SHOUP, Carl SummeThe Tax System of Braztio de Janeiro: Fundac&o Getulio Vargas, 1965.

% SHOUP, Carl SummefThe Tax System of Brazitio de Janeiro: Fundac&o Getllio Vargas, 1965, p.
79.



ropean Community, until the harmonization was catgyland then the origin principle

would enter into forc¥.

After NEUMARK and SHOUP, there was the 1965 Refowhich shaped the

Brazilian tax system that, since then, has beerergdiy adopted by the subsequent

Constitutions, including the current one from 1988 shall be observed in the follow-

ing chapter).

At this moment, the chart below is useful to destmte, based on the fact

chronology, the external influences on the formabbthe Brazilian VAT:

1918: original proposal by the German industrial VON SIENIS, made initially to thé

\1*4

government of his country in 1918. After repeated &ustrated attempts, Germany

would only adopt VAT, through a decision made ia Buropean Economic Communi-

ty — EEC, in the 1960's/1970's;

1948: the French tax on industrial production is chang®d “tax on partitioned
payments”,in other words, this is the start of the VAT in kea. In 1948, the tax

imposed on each industry or taxpayer, after dedgdtie tax levied on the acquisition

of raw materials and of goods used in the manufexjof the end produtt

1954: the comprehensive VAT is instituted in France, wiig for the deductions

associated with taxes levied on investments anergemexpenditures of the comp

nies®:

1956 in Brazil, Act N. 2974/56 altered the regulatidntiee federal Tax on Consum
tion in order to allow importers to deduct the I@aunt paid on importation from th

very IC sum due to the sale of the goods in theaktim market;

1958 in Brazil, based on the Act N. 3520/58, the reakcthe non-cascading charact
ristic of IC was extended as to allow industriedealuct from the tax liability the ta

amount imposed on the raw materials used for proahyc

1962:the NEUMARK Report is published, as a result of wark by the Fiscal an

Financial Committee of the European Economic ComityuBEC, created in 1960;

e

e-

X

% |t is known that, up to now, the change recommdridehe NEUMARK Report was not implemented.

% C. LAMORLETTE; T. LAMORLETTE. Fiscalité Francaise, 1994-1998.5" ed. Paris: Economica,
1994, p. 372.

% C. LAMORLETTE; T. LAMORLETTE. Fiscalité Francaise, 1994-1993.5" ed. Paris: Economica,
1994, p. 372.
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1964: national consolidation of VAT on the federal Tax @onsumption, for thg
provisions set forth in the Acts N. 2974/56 and @58 were kept in the subsequent
consolidation, enacted by the Act N. 4502/64;

1965:the SHOUP Report is published, written in 1964; @wnstitutional Amendmern
N. 18, from December®11965 is enacted.

—+

We can arrive at the conclusion that the inflgeatthe successful French expe-
rience was pivotal to convincing national lawmakdsscause of it Brazil adopted a
federal, non-cascading Consumption Tax since 1@8&h is in effect until today. It is
obvious that the NEUMARK Report and the SHOUP Rgpehich were not necessary
to the changes at the federal level, were impott@mput pressure on the states, because
the shift from the old, cascading Tax on Sales @adsignments would only be imple-
mented through the Constitutional Amendment N. 88féhich was capable of altering

the Constitution.

4. THE 1988 CONSTITUTION AND THE VALUE-ADDED TAXATI ON MOD-
EL.

As mentioned before, Brazil's current Constitatitollowed the tax system
model of the Constitutional Amendment N. 18, altjlout made a great effort to en-
hance state and municipal tax reverities

The 1988 Constitution kept the federal Tax on Maatwred Products (IPI) with

the same name and characteristics it had hitherto.

%9 A comparison of the constitutional evolution ofaBi's tax system shows the decentralization of tax
revenues brought about by the Bill of 1988:

Previous Constitution (1967, Amended in 1969)

Federal taxes (9): imports and exports; rural-lpraperty; income; manufactured products (value-ddde
tax); interstate and intermunicipal transportatmed communication services; credit operations.

State taxes (2): transfer of real estate; salemoflg (value-added tax);

Municipal taxes (2): urban real estate propertyyises (except communication and transportation).
1988 Constitution

Federal taxes (7 + contributions): imports and etgpancome; manufactured products (value-addey] tax
credit operations; rural-land property; great fogs. Besides these taxes, the federal governmeraisa
impose contributions for the social area and ferdbvelopment of segments of the economy.

State taxes (3): sale of goods; communication atefdtate and intermunicipal transportation sesvice
provided (value-added tax); inheritance; propeftgudomotive vehicles.

Municipal taxes (3): services of any nature (exdefgcommunications and interstate and intermuaicip
transportation, subject to state tax on the salgoofls and services); urban real estate propeatysfer

of real estate.



The great turnaround occurred in the state TaxhenSale of Goods, which
gained importance. The range of events subjedtabtax was widened, as the taxation
of some commodities and services hitherto subdederal excise taxes, was trans-
ferred to the states. In fact, in the previous @artgn, the taxation of oil and its by-
products, electrical energy and minerals was alibto the Union, as well as the taxa-
tion of telecommunication and interstate and intarmipal transportation services. As
all of these were reallocated to the states tagimger in 1988, the tax on the Sale of
Goods (ICM) was renamed to Tax on the Sale of GaodsServices (ICMS).

The VAT model continued being applied both to thex on Manufactured
Products and to the Tax on the Sale of Goods andcBse, as the experience since its
adoption by the Constitution Amendment N. 18, d83,%had been successful.

In the years 2002 and 2003, the last chapter &ziBs value-added taxation his-
tory (until now) was written: a legislative refotmansformed two federal turnover taxes
into two new federal value-added taxes levied amsgrevenue: the non-cascading con-
tributions to the Social Integration Progf&rand to Social Security After the legisla-
tive chang&, a Constitutional Amendment (N. 42/2003) was passensolidating the
new form of taxation. In the new non-cascadingeysof social contributions, taxpay-
ers are allowed to deduct from the social contrimg due (calculated based on gross
revenue), the taxes paid on transaction expenses.

The adoption of this taxation system for the damdatributions on gross income
was influenced by the International Monetary Fuaespite the fact that the Brazilian
government had already been seeking an alterngtivie, due to strong internal pres-
sures from all business sectors. In fact, the buaodesocial contributions in the cascade
system is highly prejudicial to business, as amgduer tax is. Recognizing that, Brazil
made a commitment to adopt, by the end of 2002ntimecascading system for the PIS
social contribution. Once it was successfully inmpéated, the reform of the other so-

cial contribution on gross revenue (COFINS) facedlifficulties in the following year.

5. CONCLUSIONS.

“0 Contribution to the Social Integration ProgramlS.P
“1 Contribution to Social Security — COFINS.

“2The change was enacted by Acts N. 10.637/02 aig83/M3.



5.1. External influences and the particularities oBrazil’s tax system.

The external influences, whether indirect, derifredn successful experiences
of other countries regarding value-added taxati@s -# was the case with France and
later with EEC — or from international economicpmiitical institutions, IMF, OECD,
can seldom be applied elsewhere in their raw fommthout important changes and
adaptations. Besides the different economic, palitand social structure, the current
Constitution, the academic culture and its tradaioconceptual structures, the repeated
practices of the tax administration system, ait dfas an impact on the desired theoreti-
cal model, in such a way that it will hardly evex teplicated somewhere else with the
same consequences. Let us, then, point out the impstrtant reasons that interfere
with the Brazilian VAT model or models, which guai@e us with many national cha-
racteristic features, some of which are worth asddhought, adaptations and, if very
detrimental, changes to the VAT model adopted.

The national tax system currently in force hadsitsictural outline modeled by
the Constitutional Amendment N. 18/65, which modard it, incorporating in the
Constitution the non-cascading concept for the nmauiti-phase taxes that caused a
burden on consumption, namely, the Tax on Manufadtiroducts (IPI) and the Tax
on Sale of Goods (ICM). The new system adoptedstaxailar to the European Value-
added Tax (VAT), leading the way as far as the rsoitkeLatin America are concerned.
Later, new alterations were made, by means of ssoee changes, such as the one
brought about by the Constitutional Amendment N20Q3.

The intangible principles of the Constitution, swhthe federative principle
and the democratic State ruled by the law, constinesuppositions of the tax system
and, thus, of any proposed reform, in order to eahilegal security, freedom, social
justice and development, which are objectives esghyeassured in art™f the Consti-
tution. Furthermore, new methods of tax collectiorspection, evasion control and
simplification have been implemented, which somesrtead to errors in the Brazilian
VAT's.

At last, let us highlight in this brief article gntwo factors — among many oth-
ers — which make the Brazilian system very peculiar

» the federalism, which fuels the proliferation oé tBrazilian VAT's;



» the new inspection and control techniques, marthexh derived from
distrust, whether regarding taxpayers or assocmitdfederative re-
lations between states and municipalities amongsledres.

5.2. Some issues arising from federalism.

The Federation, throughout the last thirty yeaes lved with the vicious as-
pects of the system, especially with respect to 8 k&x of the member states, such as:
fiscal war, fueled by the unfair distribution okés in the transactions between the net
producing and net consuming states; disparitiesngnstate statutes; diversity of tax
rates that cause the accumulation of structuralitcre particular in interstate transac-
tions; loss of tax’s neutrality and of the rangdaxdable events, due to the ever growing
number of legal or illegal tax exemptions and fidmenefits during the predatory com-
petition among the states.

Since 1990, the Federal Government has presentegrous bills for a tax
reform, without success. At the nonconstitutiomadel, through many statutory laws, it
implemented the non-cascading PIS and COFINS, whadhto the consolidation,
among us, of the existence of various concurrent 8 Aworking non-harmonically and
in cascade: at the federal level, IPI+PIS+COFINBar@ taxes levied on added value;
at the state level, ICMS, multi-phased and nonadisg; and at the local level, sepa-
rately a Tax on Services is still imposed, the I18ISQ

It became common to state that the inclusion oéa WAT in our country,
which would combine simplification, harmonizationdanon-cascading characteristics
(in ideal sense), would only be possible if thédwing taxes fell within the competent
jurisdiction Federal Government: IPI+ICMS+ISSQN-+PCOFINS. Many bills for this
type of reform have been proposed in the lastdiftgears, since the 1988 Constitution,
but they are always set aside, defeated by thdioeaaf the states and municipalities,
which are worried about their revenue and thegdiisndependence, which are already
weak compared to the Federal Government.

As a matter of fact, federalization and the uniima of the Brazilian VAT's
would be the easiest and most efficient solutiaiinitively eliminating the cascading

effect on one another.



In fact, there is no federative country in whicle #doption of a national VAT
occurs without arguments and difficulties. Each bnds the equation that suits it best,
and that is compatible with its administrative,ifichl and social culture, so that it is
impossible to simply shift the experience of a doyto another.

This is demonstrated by SERGIO PRADO, who analyzedparatively, the
VAT in federative countries like Germany, AustralBrazil, Canada and India, from
three different prisms — competent jurisdictionri§diction to legislate and control
VAT), administration and collection (jurisdiction administer, inspect and collect the
tax) and revenue appropriatfGnlt seems certain that federalism is a matteregfrele
and that each country, in a tension field causeddnyrifugal, disintegrating and diver-
sifying forces, which are opposed to centripetategrating and unifying forces, finds
its own balance. It involves a concept of constastorical change (and aren’t all of
them?), where diversifications between two extrem@es known: the strong political
inter-dependence, characteristic of the German hexu® the predominantly dualistic
model of the North American regime.

Transferring to Brazil the German model (or the elaaf any other country),
in which the VAT is totally governed by uniform fe@l regulations, would have to
include the importation of other institutes chagaistic of that country, such as the Fed-
eral Council, that provides the states with theaopmity to strongly interfere in the
lawmaking process of the Federal laws, which maselan effect on their finances. It is
interesting to note that in the German federaligra,competent jurisdiction of the state
Legislative branch is reduced, but the state Exeeditranch actively participates in the
role of lawmaking with the Federal Government (fadlem of “joint policy”, rather
than cooperative federalism). Furthermore, the lofilthe taxes that exist in that coun-
try, not only VAT, in spite of being for the mosanp instituted by the Federal Adminis-
tration, is administered and collected by the statecluding the income tax. Finally, its
system for revenue distribution, maybe the mostpiemof all in the planet, works
efficiently and is able to balance the quality loé services provided to the residents of
each state. It is not only based on vertical digtion (Federal Government states),
but it is also supported by horizontal distributi@arried out among the states them-

selves, aiming at equating and reducing inequaslitie

43 PRADO, SérgioEqualizacéo e federalismo fiscal: uma anélise coraga — Alemanha, india, Cana-
da, Australia Rio de Janeiro: Konrad-Adenauer-Stiftung, 200&8



The German model, in the meantime is unthink&dnleis. Certainly, in the near
future, we will be capable of perfectly integratitige tax administration, with loyalty
and trustworthiness, as it is done in an envialdemer in Germany.

Canada, in turn, functions with a pronounced indepace of the provinces
and territories, led by Quebec. In 1991, a modederfal VAT was created and, with
that, the Provinces were encouraged, through fiahimzentives granted by the Federal
Government, to harmonize their internal Sales Baké federal VAT. Only three Prov-
inces, exactly the three poorest ones, acceptedftdye The adoption by Quebec of the
federal model was achieved by other means andreegants, namely, the institution in
1992 of its own state VAT (the Quebec sales taxharmony with the federal VAT by
transferring the entire administration and collectiof both taxes to that Province,
which redistributes part of its revenue to the Faldéovernment. In Alberta, the richest
of the Canadian Provinces, no sales tax is collearly the federal VAT is imposed.
SERGIO PRADO acknowledges the existence, in tofahine different taxes in Cana-
da*. Conversely, the XIX Report of the Tax Council Francé® reduces those nine

mentioned taxes to only four different regirtfes

BEV DAHLBY, economics Professor at the UniversifyAdberta, argues that

the Quebec model — combination of two harmonic V@ Tcollected and administered

“ PRADO, SérgioEqualizacéo e federalismo fiscal: uma anélise coraga — Alemanha, india, Cana-
da, Australia Rio de Janeiro: Konrad-Adenauer-Stiftung, 2006,60.

5 The European Union became interested in the Canaglperience after other federative countries
were included in that Community.

% |La Taxe sur la Valeur AjoutéXIX Rapport au Président de la République. Corgesl Impots. Paris.
Ed. des Journaux Officiels, 2001, p. 326. HerbésReport's position:
“In summary, Canada is presently characterized ltyy ¢oexistence of four different regimes of taxes
on consumption:
1) Two VAT's, one at the federal level and the o#tighe provincial level, which are different, but
with the tax administration being done by the Pngei. This is the situation in Quebec. The provin-
cial VAT is imposed on a tax base that also encasgmthe federal VAT. The collection of both tax-
es is carried out by the Quebec’s revenue offidechvensures the administration of the federal VAT
pertaining to Ottawa.
2) Two VAT'’s, federal and provincial, shared amdhg following states and administered by the
Federal Government: this is the situation of theeéhAtlantic provinces.
3) One federal VAT, besides the provincial salesadministered separately.
4) One single federal VAT: this is the case of Athewhich does not impose any general tax on
sales.”



by the state, without economic overlapping on ometizef’, and without the problems
of having a state tax, whose incidence is onlyaiailr sales — should be adopted by the
other Provinces.

In summary, based on the small illustration of ViTiederative countries giv-
en, we have an example of the extraordinary pdiggibf combinations (besides many
other imaginable). Because of that, we must nengtt to apply the model of a certain
country to another one without careful consideratid the peculiarities of both, for
such attempts have been a cause of frustration nefipect to the expectations to im-
prove the tax system.

In the last years, no proposal that considered vergdhat competent jurisdic-
tion of states over VAT has evolved in Brazil. Sarly, the idea of transferring to the
hands of the Federal Government the taxation ofribst important services, included
in the SHOUP Report, was not successful either.st&ss the fact that the following
should not be obstacles to the improvement of tfeziBan tax system: the current po-
litical impossibility to unify VAT in the hands dhe Federal Government or the insis-
tence by the municipalities on having competensgliction to collect the ISSQN, the
main source of revenue of the big capitals. ltasimpossible, in spite of the legislative
complications and of the number of governmental dgents, to reach harmony and,
above all, to reduce substantially the cascadifecefThis is shown by the Canadian
model. In order to do that, it is only necessanytfe ICMS and the ISSQN to be de-
ductible from the tax bases of PIS and COFINS.

5.3. Special tax collection techniques that distothe Brazilian VATSs.

The national tax system makes use of several edpemliection techniques,
which tend to simplify the enforcement of the laeguce its costs and fight fiscal fraud
and evasion. All of this may be summarized in om@dwy practicality. The techniques
are: fiscal accountability of third parties for ésxdue by the taxpayer (such as the
sources of income); charging the tax payment anatgf the taxable event at an earlier
stage (such as the progressive or “forward” suligiit); assumption of the tax base,
through which the treasury authorities disregael ribal value of the event and stipu-

lates an assumed value, fictitious value, etc.

“"In fact, Quebec’s VAT is levied on the tax basat tiready includes the federal VAT, 7%. Due td,tha
its rate was reduced from 8% to 7.5%, thus, aetltg the total effective rate of both equals 15%.



In principle, such techniques are allowed by stajutaw. But if excessively
used, as is the case in Brazil, they cause mangrtiess. With regards to VAT, they
distort the nature of the tax, its neutrality, thegke it cascade-like and they remove the
greatest attribute that is characteristic of itngea tax that is adequate to the market.
The progressive tax substitution takes place viiehICMS — state VAT — when the tax
is no longer collected at each stage of the supbgin, but rather previously by the
manufacturer only, though it is imposed on all esagown to the end consumer. The
forward tax substitution, so called exactly becatle entity accountable replaces the
future taxpayer (which is still to come, afterwgrdslater transactions. The tax base is,
thus, assumed, everything is assumed, for theirsdlee next stages has not yet taken
place. The administration establishes then, estichptices, determining the tax bases,
based on which the taxpayers will pay taxes tqothigic treasury, ahead of time.

If the future taxable event does not take plasdhere the obligation to reim-
burse the tax paid unfairly? Yes, there is, buyohthe event does not happen at all,
that is, if the sale is cancelled, for instancease the good has degraded or was lost.
But if the taxable event happens, with a smallerbiase or at lower prices than the as-
sumed ones, there is no right to a rebate of theuatthat was paid in excess; this is
the Constitutional Court precedents. Why isn’t ¢hére right to reimbursement? The
Court’s arguments are practicality reasons (easjregBciency).

The Constitutional Amendment N. 03/93 included & article 150 of the
Federal Constitution of 1988, with the very objeetof eliminating the claims regard-
ing the unconstitutionality of the progressive sabstitution. In fact, it can only be in-
cluded in a statutory law. However, new debatearbscause the tax authorities began
to interpret the new constitution provision litdyatthat is, would only accept to reim-
burse the tax paid in excess if somehow the taxadat had not taken place. The Bra-
zilian Constitutional Court, in the trial of the A(direct action for the declaration of
unconstitutionality) N. 1851-4/A1, by a majority wbtes, ruled in favor of the constitu-
tionality of the progressive substitution, definib@s a fiscal instrument of practicality,
and moreover, authorized the tax base assumptiohe tefinitive, that is, did not re-
quire the treasury authorities to reimburse theptad in excess.

This ruling made by the Supreme Court cause manyadas to the system,

namely:



(a) if on one hand it is true that in the weighteg@rage of the cases there may
be fairly accurate estimates, with small differentieat can be disregarded, on
the other hand it is also true that many taxpayera,free market, may sell their
goods at a price substantially lower than the esthvalue, or may — through a
legal trade strategy —intentionally sell the prddiae its cost. Due to the eco-
nomic capacity, they should not be subject to exdagation and later being
forbidden to equating the differences. Nor canghee of the transaction be im-
posed as in the Procrustes’ bed. It is clear ti@ttajor industries and wholesa-
lers are not at the end stages of trade, theyarsubject to withholding and on-
ly do their tax returns and pay according to tta value of the transactions; this
proves the relative unfairness of the techniqueuis a greater burden on the
small sellers and industries than on the large .oflee marginal cases, on the
other hand, which go against equality, economicaceyp and the concept of
non-cascading taxation, in their personal-subjecttensequences, should al-
ways deserve the administrative control and, wheedad, the interference by
the Judicial Branch, which assures equity and idda justice;

(b) the mistaken ruling by the Court served as it for the state treasury au-
thorities to multiply the cases where forward tastitution is applicable, so
that ICMS, the state VAT of Brazil, will shortly @ no resemblance with the
multi-phased, classic, non-cascading tax, from thicoriginated, or with the
European VAT. For example, the states of S&o Panlb Minas Gerais ex-
panded this odd regime to products such as: cigarefuels, automobiles, soft
drinks and beers, paints and varnishes, cemess, dimd ice creams, hygiene and
cleaning products, manufactured food, wines, Chs, &s a matter of fact, a
few goods are subject to traditional tax collectibased on the system of debit
and credit at each transaction until the end coesuror instance, clothes,
shoes, textile, and some electronic house appkan@e principle, all other
goods may be included).

(c) and moreover, the non-cascading concept isongelr used. The taxpayer
that is replaced (who is at the end of the suppbirg for instance, the retailer)
no longer pays any tax directly, but he/she cariesburden of taxation, for

his/her supplier, the manufacturer, already off¢lés sum associated with the



future transaction. Since he/she is not includethentaxation system, he/she is
not entitled to any tax deductions related to tbguasition of goods as assets or
machinery. Obviously, when estimating the tax bafsé¢éhe future transaction,
the calculation is based on the net value, nogthes one, as to avoid the over-
lapping with the tax levied on the previous stagenetheless, if the replaced
taxpayer acquires goods as permanent asset (machimeniture and other
goods that were subject to ICMS at the acquisifitim} associated tax credits
will be lost, contradicting the statutory laws &hd Constitution. In order to ob-
tain such credits, if the taxpayer works exclusivahder the especial regime of
progressive substitution, which happens in varicases, he/she will be faced
with barriers that are difficult to overcome andVi§, in that regime, will con-
tradict the non-cascading principle.

Anyone who has seen the movie MINORITY REPORT, poadl in Holly-
wood, and starred by TOM CRUISE, which portraits punishment and elimination of
people before the crime is committed (so the cnvoeld not take place in the future),
knows that, in Brazil, in the field of Tax Law, thia not science fiction. It is the pure
truth. The obligations to pay may exist even betbeetaxable event takes place. Defi-
nitively.

We hope this technique is not copied by other tngaauthorities, especially,
the Federal Government, with respect to the Incdiaoe It is evident that the federal
tax, withheld by the source of income, is a sintpleanticipation, whose origin should
occur in the future, when the taxable event happ€nerefore, the settlement with the
treasury authority will always exist, once theéisyear or the balance sheet is closed.

The progressive substitution or the withholdingtte¢ source of income, or
even the accountability for a future taxable evemifferent names for similar pheno-
mena — is the most desperate way of speeding upthat we know. With VAT, it is
carried out so intensely only in Brazil, despite flact that a similar tax is adopted in
over 130 countries. This type of anticipation (with a settlement afterwards) is a tech-
nique to surmount the insurmountable: the timehef itaw, which is not (and should
not be) the time of the economic and social envirents where the events take place.
Through excessive simplification and distrust (\@suane that all taxpayers are dishon-

est) and in the urge of reducing the time diffeeenave are distorting the ICMS, IPI



and the social contributions. We will not experiertbe concepts of multi-phase and
non-cascading taxes in the near future, becausierivard tax substitution is becoming
the standards, not the exception.

A survey carried out by the National Industry Asation (CNI), encompass-
ing the entire Brazilian territory, showed that 8. of the companies reject the tax
substitution regime. According to them, the antatgal collection of the state VAT at
the beginning of the supply chain cuts the prdfith@ companies, reduces the cash flow
and causes the loss of clients, especially by saral medium-sized companies. The
survey diagnosed that the rejection is greater gnsamall companies, around 62.%%

In summary, we highlight only two principles or eslof the Brazilian system,
the federalism and the practicality (with distrusthich illustrate the peculiarities of the
value-added taxation in Brazil: multiplicity of VAT assumption of tax bases and antic-
ipation of the revenue at the manufacturer or atwholesaler, so that there is harm to
the equality among small and large companies, tdralty and to the non-cascading
concept. Certainly this reality deserves changest @oesn't reflect the VAT's charac-

teristics that had made it a worldwide phenomenon.

“8 www.cni.org.br.



