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This chapter describes and illustrates the maitufea of the Brazilian tax system
from 1980 to 2004. During this period, the Brazileconomy experienced a faulty
economic growth process in the presence of verly fages of inflation.and a significant
upward movement of the total tax revenue collebiethe central, state and local
governments from a level of 25 percent of GDP tal&time high of 32.8 percent in
2004. This effort to raise additional revenue opediin the 1990s and is primarily
explained by social security expenditures and bgr@st payments on public debt.

The data collected also indicate that the tax sys¢éedominated by indirect forms
of taxation. The use of taxes on goods and serveesented nearly 50 percent of the
total tax revenue for most of the period.

The chapter also identifies the key changes inakéaws in the period and the
current problems of design and administration eftdx system.

Finally, the macroeconomic context is presented,anattempt is made to relate
the ups and down in the rates of economic actasity inflation to tax revenues and

internal and external debt.

Tax Structure
The 25-year period 1980-2004 was characterizedgyfisant changes in the
Brazilian tax structure and in the amount of motieyt the three levels of government

diverted from private use through taxation.



The tax system that had been in place in the 488@s was designed as part of a
tax reform program implemented from 1965 to 10@his reform promoted major
changes, the most important being the introduatioralue-added taxation. This new
mode of taxation came to replace two cumulativesathe tax on sales and
consignments (IVC), which was the backbone of thtes’ revenue, and the misnamed
federal “consumption” tax, which in reality taxelflsales within the industrial sector and
imports in general. In addition, the 1965-1967r&lorm revitalized, or perhaps more
appropriately, truly instituted income taxationrBrazil with the implementation of
modern tax administration procedurgs.

During the late 1960s, the Brazilian public sectosed revenues equivalent to 25
percent of GDP with the use of a dozen taxes ame ttontributiond.This picture
changed as time progressed, however. The tax sydtdre 1980s had essentially
remained unchanged from the system implementdukitate 1960s. New demands for
expenditures, mainly in the social area, howeesl tb a new federal contribution,
FINSOCIAL, in 1982. In addition, a new state taR\{A) was created in 1986, based on
ownership of automobiles and other means of trateson>

In 1988, the picture shifted even further, as Braaacted a new constitution. Even
though the constitution was successful in ternthefconstruction of democratic values
and institutions, it failed to develop an effecttae system. It should be recognized,
however, that the constitution improved the taxatdgoods and services by eliminating
federal excises on fuel, electricity, minerals, caumications, and interstate

transportation, and by incorporating the correspumnthx bases in the Tax on the



Circulation of Goods and Services (ICMS) (a VATttisathe main source of revenue of
the states).

To summarize briefly, the new constitution reinstbthe tax structure that existed
in 1988 and added four new taxes and contributions: d tageon the retail sale of
fuels, a state personal income tax, a federal Wweak, and a federal social contribution
on profits (CSLL). With the exception of CSLL, thther new taxes were abandoned in a
few years for a variety of reasons.

In 1994 the federal government introduced a (promed) bank debit tax with the
purpose of raising some extra revenue for thatquaar fiscal year. This revenue source
reemerged in 1996 as a contribution (Provisionait@loution on Financial Transactions
— CPMF) to finance heath care. In 2002, the Brazijovernment implemented a
federal fuel tax (a contribution earmarked for roagintenance and construction).

Given these changes the main taxes and contritsutioltected in 2004 by the

federal government, states, and municipalitieshoavn in Table 7.1.

Table 7.1. Main Taxes and Contributions in Brazil,2004

Level of Government and Taxes R$ million % GDP | % Total
FEDERAL GOVERNMENT 442,280 | 2278 | 69.72
FISCAL BUDGET 155,855 8.03 24.57

Income Tax 110,308 5.68 17.39
IP1 (VAT Industry) 22,538 1.16 3.55
Import Tax 9,181 0.47 1.45
IQF (Loans, foreign exchange, and 5209 0.27 0.82
insurance tax)
ITR (Rural Property) 245 0.01 0.04
CIDE (Fuel Tax) 7,816 0.40 1.23
Others 558 0.03 0.09
SOCIAL SECURITY BUDGET 246,466 | 12.69 38.85
Social Security Contribution 93,765 4.83 14.78




COFINS (VAT) 77,593 4.00 12.23
PIS/PASEP (VAT) 19,417 1.00 3.06
CPMF (Financial Transactions) 26,34( 1.36 4.1
CSLL (Contribution on Net Profits) 19,575 1.01 3.0
Others 9,776 0.50 1.54
NON CLASSIFIED 39,959 2.06 6.30
FGTS (Workers' Retirement Fund) 28,269 4.46
payroll 1.46
Others 11,690 0.60 1.84
STATES GOVERNMENTS 165,324 | 8,52 26.06
ICMS (VAT) 138,275 7.12 21.80
IPVA (Vehicles) 8,910 0.46 1.40
ITCD (Inheritance Tax) 710 0.04 0.11
Others 17,429 0.90 2.75
MUNICIPALITES GOVERNMENTS 26,786 1.38 4.22
ISS (Services) 9,682 0.50 1.53
IPTU (Urban Property) 8,965 0.46 1.41
ITBI (Property Transfer) 1,851 0.10 0.29
Others 6,288 0.32 0.99
TOTAL 634,390 32.77 100.00G

Source: IBGE/FRS.

Note: GDP (2004): R$ 1.9 trillion = US$ 663.6 ioifi.

The data reveal that the federal government r&8etl percent of Brazil's total
revenue, while the states collected 26.06 peraahtize municipalities raised the
smallest fraction, 4.22 percent.

Taxes and contributions collected by the federakgament are divided to
finance two independent budgets: the fiscal andstitéal security budgefsThe fiscal
budget’'s main source of revenue is the incomeparspnal and business). Other major
sources of revenue include IPI, a value-addedeaxeced in the industrial sectors, an

import tax, IOF (a tax on loans, the purchase tdifm exchange, and insurance



premiums), and CIDE (a recently created federdldartribution tied to road repair and
construction).

The social security buddds fed by five contributions: (1) contributions of
employees and employers, a 30 percent rate onlp&@qgercent paid by employers and
10 percent by employees); (2) COFINS — ContributmRinance Social Security, a
turnover tax created in 1982 that was convertedVVAT in 2004; (3) PIS, a
contribution on turnover created in 1970 that waisverted to a VAT in 2002; (4)

CPMF, a contribution created in 1996 to financalttecare (its rate of 0.38 percent to be
applied to bank debit entries of current and savigrounts and other similar
transactions); anb) CSLL (contribution on net profits).

This brief description reveals that Brazil has owg, but four VATS. The states
have one VAT, and the federal government has tif#eonsidered, this mode of
taxation raised 13.3 percent of GDP in 2004.

The primary source of revenue for the states i$@¢S—a broad-based
consumption-type VAT that produced revenue of p8icent of GDP in 2004 and is the
most important tax collected in the country.

The states also raise revenues with two otherdegi¢ax on ownership of
vehicles (IPVA) and an inheritance and donation(faD). The municipalities tax
certain services (ISS) and urban property (IPTU).

The FGTS contribution (workers’ retirement fundhi an item of revenue of the
federal treasury. It was created in 1996 to redaicer market rigidities, and its proceeds
are deposited in individuals’ accounts. Sums cawitiedrawn in the case of unmotivated

dismissal, retirement, or death of the beneficiary.



BOX 7.1. Tax Bases and Tax Rates

FEDERAL TAXES AND CONTRIBUTIONS

PERSONAL INCOME TA>
Anrual Taxable Inconr
Under R$ 12,69 exempte
From R$ 12,696 to R$ 25,0C- rate of 15.0% -) R$ 1,90

Above R$ 25,380 - rate of 27.5% (-) ;3§76

BUSINESS INCOME TA>
Annual Taxable Income (profi
Basic rate: 15
Additional rate ( annual profits above R$ 200): 10%

IPI - Tax on industrialized produt
A value added tax with differentiated rates initimustrial sector, wholesale and impo
54% of the tax revenue is derived from the sald&jobr & beverages, automobiles, tobacco,
and imports by industr

SOCIAL SECURITY CONTRIBUTION
(a levy based on payrol
Employees pay a 10% r:
Employers pay a 20% r:

SOCIAL CONTRIBUTION ON PROFIT
The taxbase is the same as the one used in the busimessdriaxes. The rate is ¢

PIS AND COFIN¢
Pis and Cofins are earmarked taxes and have the tsarbase. For smdirms the
common base is gross revenue and the rates a8y &led 3,0% respectively. For large firms
the common base is value added (computed usirguthteaction method) with rates of 1,65%

CPMF. Taxes debit entries of current & savingoamts at a rate of 0,38
FGTS. The tax base is payrolld the tax rate is 8¢
CIDE is a specific tax on fur
STATE TAXES
ICMS
Rates on value added, computed using tt-credit methoc
Internal rates (within the State) : 1- 18%- 25%
Interstate commerce : - 12%
Exports : Nc-taxable (zero debit rate and creditation in f
IPVA. Taxes the market value of vehicles atta td 2% to 4% depending on the sl

ITBI. A inheritance tax based on the value afueest at a rate of (fruentily) 4%

MUNICIPALITIES




TAX ON SERVICES. A tax based on the value of a wefined (nationally) list of service
with a flat tax rate of 2% and a maximum rate %f.

URBAN PROPERTY TAX. Modal rates are: 0.25% on bmitgs and 2.0% on be land

Sources: Elaborated by the authors from diffesentces.

The Evolution of the Tax Burden (Central Government States, and Municipalities)

In 1947, when the first national account statistvese published in Brazil, the
overall tax burden corresponded to 13.8 percef®@®. In the late 1960s, the ratio was
pushed to 25 percent, as a result of a compretetestvreform. The 25 percent ratio,
with some fluctuations, prevailed through the 19804 even until 1989, as shown in
Graph 7.1. In the troubled years of 1990 to 19@8vdver, the ratio reached a record
level of 29.6 percent in the presence of very maghs of inflation and a stagnant
economy. The ratio was subsequently restored tasterical level of 25 percent in the
following years.

A new benchmark was established in 1994 when thbueden corresponded to
27.9 percent of GDP. In that year, inflation wasught down to manageable levels as a
result of a successful set of policies known asRbal Plan. (For a discussion of the Real

Plan, see the Appendix to this chapter.)



Graph 7.1. Total Tax Revenue

(As a percentage of GDP)
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Source: IBGE. Data available at IpeaData, elabdrayethe authors.

Remarkably, in the period from 1993 to 2004, th®racreased eight percentage
points, moving from a 25 percent ratio in 1993tsopresent level of 33 percent.

At this juncture, it is natural to ask why suchedfort was made and how it was
made. The short answer to the first question isdtditional revenue was needed to
sustain social expenditures (primarily pensions laealth care), as determined by the
new constitution, and to bring the public defiaitder control. The mechanisms used

were the traditional ones: rate increases and agest

Direct and Indirect Taxes
Table 7.A.2, which can be found in the Appendithis chapter, shows the several levies
collected under the usual titles of direct andrect taxes; Graph 7.2 exhibits some of the

results.



Graph 7.2. Direct and Indirect Taxes, 1980-2004

20

18

" /\v
) ~ /"
—N— N A A\~

N N -

10

Percentof GDP

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1921 1E3B 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

—Direct Taxes =—Indirect Taxes

Source: IBGE and Varsano and Others (1998), eladxiay the authors.

For most of the 1980s, an almost fifty-fifty padit prevailed between direct and
indirect taxes. In the 1990s, indirect modes of taxation dominatedng to the creation
and rate increases of social contributions (FINSRCPIS, and CPMF). More recently,

since 1997, the old parity has been restored, téhdirect taxes prevailing.

Tax Categories
To shed further light on the evolution of the tgstem in Brazil, we can break down the

tax burden into five categories, as presented bieTa.A.3 of the Appendix. The
categories are: taxes on foreign trade, goodseandces, property, income, and payroll.

As shown in Graph 7.3, taxes on goods and serdiagsnate the picture. Contributions



based on payroll occupied a distant second placeighout the period, though income

taxes have closed in on this category recently.

Graph 7.3. Tax Categories, 1980-2004
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As shown above, property and import taxes havdéeeh important in the
formation of total revenue of the public sectoBrazil. More specifically, import taxes,
which raised 50 percent of the federal governmaevenue in the 1920s, have lost
ground since the 1940s and continue to decline.

From 1980 to 2004, the total tax burden in proporto GNP grew eight
percentage points. Of this increase, almost fiveg@age points were the result of
increases in taxes on goods and services—mostlyilootions to finance social security.
The remaining increase of three percentage poiassdue to an increase in income
taxation.

The data reveal how social security expenditures lnecreased in the last 15
years. In 1989, the revenues that sustained tba Bs1d social budgets as a percentage of
GDP were 7.4 percent and 5.2 percent, respectiireB004, the proportions changed
significantly—12.7 percent of GDP was allocatedaaial security versus 8.0 percent to
the fiscal budget.

Contributions on payroll listed in Table 7.A.3 dotmepresent the only economic
impact resulting from governmental interventiodbhor markets in Brazil. Other legal
provisions, associated with the hiring (and firiogworkers, are also relevant for
economic analysis. In fact, payroll taxes represaht 35 percent of the total burden
imposed by legal obligation on hiring workers. Mredge that exists between take-home
pay and the wage paid by employers is around 10&pe It seems that Brazil is, by far,

the country that imposes the heaviest load ondniniarkers in the world (Table 7.2).



Most analysts agree that this fact has contribtdexh increase in informal labor relations

and unemployment.

Table 7.2. Hiring Costs: Social Security and OtheCosts (Selected Countries)
(As a percentage of total payroll)

Brazil 103.46
France 79.70
Argentina 70.27
Germany 60.00
England 58.30
Italy 51.30
Netherlands 51.00
Uruguay 48.06
Belgium 45.40
Paraguay 41.00
Japan 11.80
Denmark 11.60
Asian Tigers (average) 11.50
USA 9.03

Source: Pastore (2005) p. 49.

Taxation of Mineral Resources

Brazil is a country rich in natural resources;sita big exporter of iron ore and
aluminum, and a self-sufficient producer of pettwh. The mineral industry is exempted
from the federal tax on industrialized productsl)l&nd is taxed by the states’ VAT
(ICMS). In addition, it pays a financial compeneati (royalties) to the federal
government and to the state and municipality whieeeextraction process takes place.

By far, financial compensations for oil productiare more significant compared
to those for other minerals. On this account, i6£®il producers paid R$ 11.1 billion

(0,63 percent of GDP) to the federal governmeatest and municipaliti€d.In the same



year, non-oil mineral producers paid financial cemgation amounting to R$ 326.0

million.

International Comparisons

Table 7.3, based on the work of Tanzi and Zee (R00@icates that Brazil has a
tax revenue to GDP ratio equivalent to that of eettgped country and a tax structure that
combines elements found in the tax structures tif developing and developed
countries.

We can conclude from Table 7.3 that Brazil hadhilggest tax burden among
developing countries (the block “other countriesthe lower right-hand side in the
table). The data seem to indicate that tax reven@ECD countries rests on three pillars
of almost equal size: income (14.2 percent), comdiom (11.4 percent), and social
security (9.5 percent). The proportion of incomedasumption taxes in OECD countries
is close to 1.2, while in Brazil, the ratio is abOuW. With respect to social security taxes,
Brazil exhibits a GDP ratio very similar to theioabf OECD countries and well above

that of other developing countries.



Table 7.3. Composition of Tax Revenue by Regions985-1997
(As a percentage of GDP)

1985 — 1987 1995-1997
Income Taxes on Consumption Income Taxes on Consutign
Of which: Of which: Of which: Of which:
Social Social
Total | Businesg Personal Total | General SelectivelmematIonal Security Total | Business Personal| Total | General | Selective International | Security
Trade Trade
OECD
. 13.9 2.8 11.3 11.3 6.0 3.8 0.7 8.8 142 31 10.8 11.4 6.6 3.6 0.3 9.5
Countrie$
America 14.0 25 11.4 7.6 3.4 2.2 0.6 5.9 15.43.0 12.3 7.0 3.7 2.0 0.3 6.1
Pacific 17.1 3.9 13.2 7.5 2.3 3.7 0.8 2.8 16.34.3 11.4 8.4 4.3 2.6 0.6 3.5
Europe 13.3 2.7 11.0 1214 6.8 4.0 0.7 10.1 13.7 2.9 10.6 12.4 7.3 4.0 0.3 10.8
Other . 4.9 2.8 1.7 10.3 2.3 2.6 4.2 1.2 5.2 2.6 2.2 10,5 3.6 2.4 35 1.
Countried
Africa 6.3 2.9 3.1 11.7 3.2 2.3 5.7 0.4 6.9 2.4 3.9 11,6 3.8 2.3 5.1 0.
Asia 5.7 3.6 2.1 9.5 1.9 25 3.6 0.1 6. 3.0 30 7 Pp. 31 2.2 2.7 0.3
:\E/I:l(tjle 4.7 4.3 1.0 9.1 1.5 2,4 4.4 1.2 5 3.2 1.3 103 5 1 3.0 4.3 1.1
Western | 4 5 1.8 10 | 108 26 3.0 3.7 24| 3 2.3 1.0 106 48 23 2.6 2.5
Countries
Brazil | 52 | 20 | 32 | 88] 74 | 09 | 0.5 83 | 5.4 2.2 | 3.0/ 9k 8.1] 0.7 0.6 | 9.




Income/Taxes on Business Income/ Fiscal Extraction - % of GDP
Consumption Personal Income
1985-1987| 1995-19971985-1987 1995-1997 | 1985-1987| 1995 — 1997
OECD 1.2 1.2 0.2 0.3 OECD 36.6 37.9
Countried Countried
America 1.8 2.2 0.2 0.2 America 30.6 32.6
Pacific 2.3 1.9 0.3 0.4 Pacific 30.7 31.6
Europe 1.1 1.1 0.2 0.3 Europe 38.2 39.4
Other 0.5 0.5 1.6 1.2 Other 17.5 18.2
Countrie$ Countrie
Africa 0.5 0.6 0.9 0.6 Africa 19.6 19.8
Asia 0.6 0.6 1.6 1 Asia 16.1 17.4
Middle East 0.5 0.5 4.3 25 Middle East 16.5 18.1
Western 0.4 0.4 1.8 2.3 Western 17.6 18
Countries Countries
Brazil 0.6 0.6 0.6 0.7 Brazil 23.45 29.03

Source: Tanzi, V and Zee H. Hax Policy for Emerging Markets: Developing CouetriMF Working Paper, March
2000.

'Excluding Czech Republic, Hungary, Korea, Mexicd &wvland.

A sample of 8 African Countries, 9 Asian Countriesf Middle East and 14 Western Countries.

3Considers only ICMS and IPI.



Revenue Sharing

To understand how revenue sharing is carried oBtaazil, one must consider the
country’s institutional organization. Brazil is cposed of 26 states, 1 federal district and
nearly 5,600 municipalities. Together, these esditiollect 35 percent of total revenue
and incur a similar percentage of public sectoreexiitures. The regional governments
have an equal legal footing with the central gowgent, and they form a decentralized
federation:* From the early days of the republic (1889) andeniotensively since the
1930s, there have been increased calls for thenttadization of expenditure capacity
through mandated revenue-sharing mechanisms.

The constitution determines that 21.5 percent efrévenue of IPl and income tax
(personal and business) must be distributed inrfaf/the states and 22.5 percent of the
same sources in favor of local governments. Angbheviso states that an additional 3
percent of those taxes must be reserved for regitEvelopment programs. This implies
that almost half (47 percent) of the total reveatid®| and income tax are allocated to
regional governments. Constitutional rules alsosagathat 25 percent of ICMS
revenue, the states’ VAT, and 50 percent of IPVéh{eles tax) be given to their
respective local governments.

Table 7.4 indicates that mandated revenue shagasgncreased the states’ and
local governments’ share of total disposable taemee since 1980, while the federal

government has had its share reduced to 58.9 gemndarms of revenue raised, the



federal government has been losing ground—75.1epem 1980 compared with 67.9

percent in 2004.

Table 7.4. Revenue by Level of Government: The Rot# Revenue Sharing, 1980 —

2004
% of GDP % of Total
Federal | States| Local Total | Federal | States| Local Total

Revenue Raised

1980 18.50 5.40, 0.70| 24.60 75.1 22.00 2.9/ 100.0

1988 15.81 5.94| 0.65| 22.40 70.6 26.5| 2.9/ 100.0

2004 2496 9.81| 1.99| 36.76 67.9 26.7| 5.4 100.0
Disposable Revenue (after transfers)

1980 17.00 5.50| 2.10| 24.60 69.2 22.2| 8.6/ 100.0

1988 14.00 6.00{ 2.40| 22.40 62.3 26.9| 10.8] 100.0

2004 2156 9.03| 6.05| 36.64 58.9 246/ 16.5| 100.0

Source : Khair et al. (2005).

Earmarking and Other Budgetary Constraints

Brazil uses revenue earmarking extensively, paerty at the federal levelt
has been estimated that about 80 percent of federatévenues were earmarked in 2003
against less than 60 percent in 1888his includes mandated revenue sharing in favor
of states and municipalities, as well as speciabpse funds. Revenue sharing accounts
for about 15 percent of federal tax revenues awdngentrated on the income tax and
IP1, which are the federal government’s most incetastic taxes.

Efforts to increase federal revenue net of mandiatedfers to the regional

governments have resulted in greater reliance atribations whose revenues are

earmarked to social security but not shared wigioreal governments.



To mitigate this problem, a provisional arrangetiterwithhold federal
earmarked revenues has been in place since 20€@nditutional amendment now
permits the federal government to hold back 20gm@rof all federal revenues (net of
intergovernmental transfers), thereby reducingetttent of de facto revenue earmarking
at the federal level.

In addition, there are significant expendituredities at the federal and regional
government levels. The constitution requires aléle of government to earmark a share
of their revenues (18 percent for the federal gorent and 25 percent for state and
municipal governments) to finance education. Moegpthe states and municipalities are
required to earmark 12 percent and 15 percenteaf thvenues, respectively, to finance

health care.

Key Changes in the Tax Laws

Opening Up to International Trade

Brazil has a long history of utilizing tariff andmn tariff barriers to promote its
industrialization and growth. This policy can beasiered successful, given the creation
of a broad and diversified industrial sector in $eeond half of the twentieth century and
the GDP growth rates observed for more than 50sygato 1980.

Despite these results, based on short- and longemnsiderations, in the late
1970s, the social costs of protection appearedsskaeto analysts and government

officials. Consequently, legal (nominal) and effeettariff rates have been substantially



reduced since 1988. Average nominal tariff ratesevieought down from 55 percent in
1987 to 13.4 percent in 1998. The same path wasnet by the effective rate, which
was reduced from 67.8 percent in 1987 to its ptdegrl of 15 percent (see Graph 7.4).

The process of eliminating trade barriers may besictered successful. The levels
of imports and exports observed in 1987 (US $15Wa$26.2 billion, respectively)
increased fourfold by 2004 (US $62.7 billion and £26.4 billion), and there are strong
indications that imports of capital goods contrézito the modernization and
productivity gains in the economy as a whole.

Graph 7.4. Nominal and Effective Tax Rates

Source: Kume et al. (2003).
Weighted by value added.



Taxation of Small Businesses (SIMPLES)

In 1996, the federal government enacted a law tet e recurring demands of
small businesses for lower taxes, simplificatiand aeduced compliance costs.

For this segment, tax rates on sales vary from73gercent, progressively, and
this payment substitutes for the payment of siefatitaxes and contributions: the
business income tax, social contribution on profiS, COFINS, IPI, and the employer

contribution to social security.

Taxation of Capital Goods under ICMS

Until 1996, capital goods were taxed under ICMSaitt the benefit of a tax credit.
ICMS was then a gross-income VAT. With new natideglslation (law 87/1996),
however, a tax credit is permitted in 48 monthistatiments, thus at least partially

correcting an important distortion of the tax.

Taxation of Exports under IPl and ICMS

The rules and regulations of both IPI and ICMSidgtish two types of non
taxed products: the exempted or zero-rated anghthreine ones. The former is a tax
status that can be changed by ordinary legisldtaams and decrees), whereas the

immune type is a constitutional provision.



Typically, for both taxes, the seller of an exendpbe zero-rated product in the
domestic market do not have the benefit of a taditrOf course this rule has negative
consequences when the zero rate occurs in thenetiate stages of the productive
process, in the form of cascading effects in therlstages of production and distribution.

The treatment of exports is a different mattethi case of IPI, since its
inception in 1967, sales abroad have a zero rat@erducers can recoup the tax paid on
raw materials, domestically produced or imporfdte same rule applies to exports
under ICMS after 1996. Before that date only indakgoods had the right to full tax
credit while exports of agricultural products wéaged (at a 13 percent rate).

It was the law 87/1996 that corrected this peaobby granting tax immunity to

all exports and the benefit of full tax credit.

Transformation of Federal Turnover Taxesin Value-Added Taxes

Beginning in January 2002, the federal contribukoown as PIS was tentatively
converted in a VAT. As a turnover tax, it had aB0p&rcent rate and was replaced by a
1.65 percent VAT rate. Subsequently, in 2004, gukefal government transformed

COFINS, also a turnover tax, in a sort of VAT watlY.6 percent rate.

PIS and COFINS are earmarked taxes (to social égcand have the same tax
base. For small firms the common base is grossiteyeand the rates are, 0.65 and 3.0

percent, for PIS and COFINS respectively. Forddigns the common base is value-



added (computed using the subtraction method) natts of 1.65 and 7.6 percent,

respectively.

The conversion of PIS and COFINS in the VAT cari®teen as a definite
improvement in the direction of eliminating cascageffects. Indeed, the option of
taxing value-added is only open to large firms mhaexporters). These firms pay the
tax, computing value-added by using the subtragtiethod (sales — value of inputs and
materials used). Small and middle-size firms coltbe tax based on their monthly
turnover. On both counts, it can be said that theudative or cascading effects are still

present.

The Creation of CPMF in 1994

CPMF (Provisional Contribution on Financial Trarsacs), a tax earmarked for
health expenditures, is a tax on certain finartcaaisactions levied on withdrawals from
and other debits to bank accounts.

According to Coelho (2001), a bank-debit tax wast introduced in Argentina in
1983 and was later implemented in Peru (1989),iB{H#294), Venezuela (1994),
Colombia (1998), Australia (1998), and Ecuador @9 all cases, the tax was
introduced on a temporary basis, though in the oaBeazil, successive extensions have
given it a permanent status. At present, only Br&lombia, and Ecuador continue to

enforce the tax, while the other countries havendbaed the experiment.



Overall, Coelho (2001) considered CPMF to be thetraoccessful example of
this mode of taxation in Latin America. It has bgemerating revenue of 1.5 percent of
GDP, a level that has been sustained for seveaat\see Table 7.A.2).

Coelho (2001) points out that there is evidence @RMF altered financial and
investment behavior, especially in the wake ofefatroduction at the end of January
1997. In summarizing their analysis, the authocememended that such taxes should be
avoided; if they are to be used, they should oelyelvied at low rates, and the base

should be defined so as to exclude, among othegshiransactions in securities markets.

Current Problems of Design and Administration of the Tax System

Construction of a better tax system in Brazil wéitjuire a profound revision of
certain expenditure patterns that have developedgithe last 15 years. Ultimately, it
was this upward surge in public expenditures thedted the demand for new resources.

Most analysts consider a 33 percent tax burdenesgpre, and some even
consider it abusive. Regardless of which descripanore accurate, the percentage
attained in 2004 is high for a developing counaggcording to international standards.
Making matters worse is that this increase in &xeburden has been followed by a
deterioration in public services at both federal aggional levels.

The underlying cause of deterioration in publio/gsss can be traced to the
increase in current expenditures since the ea®49Such increases are due to social

security concessions and to interest payments blicplebt, which have increased



twofold since 1994 (interest payments in 2004 repmé&=d 6.4 percent of GDP). In other
words, the necessary fiscal adjustment has beemgudished primarily by increasing
taxes and by compressing public investment. Thatgsé challenge now is to reconcile
the need for continued fiscal consolidation withttbf alleviating a high tax burden.

In the short run, progress can be made if inteegst can be reduced at a more
rapid pace than that intended by the monetary aititg In the long run, progress will
demand more reforms of Brazil's public pension egstCurrently, the public pension
system costs 9 percent of GDP (above the OECD g&grthe system is unjust and
expensive, and drains resources away from otheegic areas such as health, education,

and infrastructure.

Complexity

The most common criticisms of the Brazilian taxteys are that there are too
many types of taxes and that the tax laws and atiguk in effect are overly complex

and difficult to control and comply with. Both ¢disms are accurate.

Regressive Distribution of Tax Burden

A study by Vianna et al. (2000) reported incideastmates for the Brazilian tax
system. The results indicated that the tax syssemghly regressive. Despite the fact that
direct taxes are progressive, the final resulbimichated by highly regressive indirect

taxes.



Earmarking

A great amount of earmarking is embedded in tfereént taxes and
contributions. In the case of the federal govermyr@snoted earlier, earmarking is an
especially serious problem. The obvious conseqeniche phenomenon are the loss of

budget flexibility, as well as the inefficient uskpublic money.

Tax on Payroll

Regulation of the labor market and taxation of piynore than double the private cost
of hiring labor. This fact seems to explain a digant part of the informal economy,

which is a manifestation of disguised unemployn{8oix 7.2).

The Move to Reform ICMS

After an unsuccessful attempt to create a single VATWatd consolidate most
of the indirect taxes in Brazil, the call for sinfiglation of the tax system was directed
toward creation of a single VAT legislation for athtes. At present, Congress has set the
basic rules of the VAT, and the states have a tegree of autonomy in setting internal
rates. Congress also has been discussing newatiggmswith far-reaching implications,
the most important being a provision that subtrércis the states the prerogative to

legislate and regulate the tax.



BOX 7.2 - The Informal Economy in Brazil

The Brazilian Institute of Geography and Statis{iBs5E) conducted two survey

of the urban informal sector, known as ECINF 198d BCINF 2003. Based on the 20

survey, IBGE reported that the informal sector bam areas was comprised of 10.

million small businesses, half of which had no leggistration.

According to the 2003 survey, the annual revenutho$e firms was R$ 217
billion, which corresponded to 14% of GDP. The stwents they made were R$ 1
billion, equivalent to 2.3% of total investment istgred in the national accounts. T
most common economic activities in the informal remay were retail trade and rep:
(33%), construction (17%), and manufacturing anttagtion (16%). The survey als
registered that 31% of the owners of informal firohsclared that they opened t
business because they could not find any job angP4 because they needed to impr¢
their family’s income.

IBGE has estimated that between 1997 and 2003, cyymgint in the forma

sector increased 4% while the urban informal seicitnreased by 8% (from 12.9 to 13.

million workers). This last graph corresponde@®66 of the labor force and, of the to
employed, only 6% had social security registration.

Concern with the informal sector in Brazil is imgmort because of jo
precariousness and its social consequences (@cg.of unemployment compensatio

retirement income, access to financial services). etA substantial share of Brazil
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workers is without legal registration (60%) and mmately the same percentage

(62%) of private sector workers have not been dmuting to social security.
The graph below contains data collected by Cardos& Fernandes (2000) i
which occupied workers are classified accordiniggal status in the 1980s and 1990s|.

The formal segment of the labor market is comprisédvorkers with lega

registration in the private sector and public ergpts (civil and military). The second

group is comprised of those workers without legajistration, the self employed, and

workers without pay.

The data indicate the dominance of informal lakedations in both periods. |

>

>

addition, the data show an increase in informaiitythe 1990s, which seems to be

independent of GDP cyclical behavior in contrapositto the (cyclical) behavig
observed in the 1980s.

Barrros (1993) and Amadeo & Camargo (1996) provatapirical results
supporting the hypothesis that labor market regaiatand payroll taxes are the ma

factors behind the high degree of informality ie Brazilian labor market.
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Graph 7.5. Occupied Workers According to Legal Stais, 1981-1998
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Tax Administration: Methods and Experiences

In the last decade Brazil has made significangss in tax administration and

in reducing tax evasion . These developments desatditional attention and are

presented below.

Technological Advances



Most Brazilian taxes and contributions are selieassd, with the exception of
property taxes and CPMF (tax on financial transasi. For this reason, tax
administrators in Brazil try to monitor physicahmisactions among taxpayers by tracking
invoices and accounting books. Such activitiesrareeasingly accomplished through the

use of information technology.

Internet Tax Filings

According to Bill Gated? several countries, including the United States and
Australia, allow the electronic filing of taxes.dil, however, was the first country to
enable large-scale tax filings electronically. Téadution was implemented on March 30,
1997, and was made available to the public dutiegrionth of April, the last month
required for an individual’s income tax filing (bosss filings are due at the end of May).
In 2002, 100 percent of businesses and 95 peréemdigidual taxpayers filed electronic

returns in Brazil.

SISCOMEX

Another important development in tax administratieas the creation of
SISCOMEX in 1993. This system integrates the atiwiof registration, follow-up, and
control of foreign trade in such a way that alldesd agencies that play a role (including
taxation) in the control of imports and exports rgpe exclusively using the data source

provided by SISCOMEX. The benefits of such a syséeenrepresented by a paperless



environment, the reduction of red tape, and themshaf information among agencies

and the private sector.

SINTEGRA

In the area of control, the creation of SINTEGRAB00 deserves attention.
SINTEGRA is a system that allows for the electrachange of information of the
states’ VAT (ICMS), linking databases of the states mean of controlling interstate
trade and standardizing procedures. The systentalgains a portal where taxpayers can
check data on suppliers, ensuring that they areeatztxpayers in the cadastres of each
state. This is important because the amount of ICIM&is the result of a debit/credit
calculation on multiple stages of the economic th8INTEGRA is based on the
experience of the European VIES-VAT informationlextge system (see
http://europa.eu.int/comm/taxation_customs/datadfamsen. htrjy and it has resulted in

gains of scale due to the shared collection, treatpand storage of information.



Appendix

The Macroeconomic Setting: 1980—-2004

The story of the Brazilian economy during the BStyears can be deduced from
GDP growth rates, as exhibited in Graph 7.A.1. flinguation of these rates resembles
that of a faulty engine. After 50 years of steadyngh, averaging 6.5 percent per year,
GDP growth in Brazil has almost ground to a haleraging only 2.4 percent a year from
1980 to 2004.

Graph 7.A.1. Real GDP Growth 1980-2004

Percent change, annual rate
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Source: IBGE. Data available at IpeaData, elabdrayethe authors.

Brazil entered 1980 facing a macroeconomic sitaatat combined high

inflation rates, high external debt, and a crit&#ation in its external accounts. In 1980



the inflow of external resources (US $9.6 billiovgs insufficient to cover the current
account deficit of US $12.7 billion. This graph whe result of the trade balance deficit
(US $2.8 billion) and, more importantly, of resoescsent abroad to service external
debts'® In 1980, the country’s gross external debt waspe& 3 billion (27 percent of
GDP), and the annual inflation rate was 110.2 pgrce

From 1981 to 1983, Brazil faced a period of corttoacin its economy, with GDP
growth dropping to an average rate of 2.16 perpentear. This situation was the result
of a restrictive monetary policy (high real intdrestes) aimed at two objectives: redirect
internal production to exports by reducing interd@mand and attract foreign capital to
overcome the balance-of-payments imbalance. Titialiresults of this policy came in
the form of small trade surpluses in 1982 and 1888;ever, these surpluses were not
sufficient to cover the balance-of-payments deficitl 982, after a significant loss of
international reserves, Brazil signed an agreeméhtthe International Monetary Fund
and raised US $4.2 billion in loahsln 1983, the government promoted another 30
percent devaluation of the exchange rate and adadagood results. The restrictive
monetary policy, assisted by the maturation of stneents carried through the I
National Development Plafiresulted in an increase of the trade balance &l a
surplus in 1984. Also, in 1984, a promising recgw&reconomic activity was observed,

with a real growth in GDP of 5.4 percent.



Graph 7.A.2. Trade Balance, 1980-2004
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Graph 7.A.3. Balance of Payments, 1980-2004
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The adjustment of the external accounts was paitifalratio of external debt to
GDP increased in the early 1980s, reaching itsdsglevel in 1984 and representing 54
percent of GDP (Graph 7.A.6). Brazil was confronagtih the fact that the external debt
was predominantly public but the commercial surp¥as private?® This worsened the
internal fiscal problem, resulting in a higher palaeficit, since the government was
unable to obtain sufficient tax revenues to paycibes of this indebtedness. However,
the public external debt was not only the resubhwdget deficits accumulated over the
years, but also the outcome of a government prabassonverted a significant share of
the external private debt into internal public d&bt

During the 1980s and the first half of the 19988, éxternal debt played an
important role in forming the net public débtWith the renegotiation of external debt
and the implementation of the Real Plan, intereditdook the dominant position (Graph
7.A.4). This development was related to monetaficpoHigh interest rates attracted
foreign capital that was converted into domesticancy, expanding the monetary base.
At the same time the government, concerned witlatioh, issued public bonds to

sterilize the monetary base increase.



Graph 7.A.4. Net Public Debt - Consolidated PubliSector 1981-2004
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The price level throughout the 1981-1984 periodaased at an accelerated pace.
In 1981, annual inflation was 95.2 percent, folloviy 99.7 percent in 1982, 221 percent
in 1983, and 223.8 percent in 1984 (Graph 7.A.5).

In 1985, democratic elections were restored afterdecades of military
dictatorship. At that time inflation—its causes annles—was at the center of the
national economic debafé.

In 1985, the inflation rate was 235.1 percent, tedtrade balance registered a
surplus (US $12.5 billion). However, this resutiptigh aided by the inflow of foreign

capital, was unable to cover the current accoufitildnterest payments alone



represented a diversion of resources of US $11li6rbiRemarkably, GDP grew 7.8
percent in 1985.

In 1986, the government implemented the first v ftabilization plans designed
to bring inflation under control. The Cruzado (1p8&®ng with other plans—Bresser
(1987), Verao (1989), Collor I (1990), and Collb(1991)—identified the generalized
indexation of contracts—a process in which consracé adjusted according to past
inflation in an attempt to recover real income laith the rise of the price lev@—as the
main cause of inflation. The principal instrumedopted to solve the inflationary
problem was the use of price control mechanismalllcases, the results were very poor.

Table 7.A.1 indicates the period that price contmsted in each stabilization plan,
as well as its results. Looking at Graph 7.A.5,0&e observe that price controls
generally were not effective. The only exceptiorswee Collor | Plan, which managed to
reduce inflation from a rate of 81.3 percent in 8at990 to levels around 20 percent per
month until the adoption of the Collor Il Plan (Apr991).

Table 7.A.1. Price Control Effectiveness

Stabilization . Duration Accumulated Inflation
Plan Begin End (in months) (%)
Before | During| After

Cruzado March 1986/ November 1986 9 11.1 10.38 14.5
Bresser June 1987 August 1987 3 15.4 21.6 16.5
Veréo January 198§May 1989 5 27.3 100.8| 37.6
Collor | March 1990 | June 1990 4 72.8 71.1 183
Collor 1l January 1991April 1991 4 18.3 41.1 21.1

Mean 5 28.8 44.4 21.6

Source: Franco (2005).

Note: “Before” refers to the last month before girice control was introduced.
“After” means the sixth month after the end of praontrols. The mean for
“during” considers the duration of the price cohtro



Under the Cruzado and Bresser plans, the econontinaed to grow: 7.5 percent
in 1986 and 3.5 percent in 1987. However, usesifictive fiscal and monetary policies
reduced GDP growth to —0.1 percent in 1987. In 198% the Verdo (summer) Plan, the
economy grew 3.2 percent, but in 1990, GDP corgthét3 percent. This was the result
of a severe monetary base reduction promoted b@afler | Plan, which seized, for a
period, all financial funds over 50,000 Cruzadovdo(approximately US $1,310).

The crawling-peg exchange rate system that had inesffect since 1968 was
also affected by the stabilization pl&ighe Cruzado Plan established a monetary
reform that substituted the old currency Cruze@db) for the Cruzado (Cz$) at the rate
of Cr$ 1,000.00 four Cz$ 1.00. The exchange ratefixad at the value prevailing the
day before the adoption of the plan, and the crapfieg system was abandoned.
However, new inflationary pressures provoked thereaiuation of the domestic
currency and led the government to reinstitutectiagvling-peg mechanism. In 1987, the
Bresser Plan devaluated the domestic currency@pércent and kept the crawling-peg
mechanism. In 1989, the Verao Plan also promotealraast 18 percent devaluation of
the exchange rate and a monetary reform that regldne Cruzado with a new currency
called the Cruzado Novo. The value of the Cruzaded\was fixed against the dollar at
the rate of one to one. In 1990, the Collor | Ridopted a floating exchange rate regime
following the opening up of the Brazilian economyeixternal competition. However,
this was a “dirty” floating since the Central Bainkquently interfered to reduce
exchange rate volatility.

The Cruzado Plan was also characterized by a defadbreign debt. In 1986, a

BP deficit of US $3.8 billion and the low level fafreign reserves (US $6.7 billion)



forced the government to suspend payment on exteehés as of January 1987In
January of the following year, this anomalous situeceased, but the thorny issue was
only solved in 1992 with the Brady Pl&h.

The small GDP growth (1 percent) in 1991 was nenaepeated in the next year.
In 1992, Brazil suffered a political crisis thadea with the impeachment of President
Fernando Collor. Although the balance of paymeeggstered a surplus of US $14.7
billion, high interest rates and the political @iked to a fall of 0.5 percent in GDP. The
country’s economy recovered only in 1993, whenGi¥> growth was 4.7 percent.
Inflation accelerated again after the failure & @ollor | and 1l plans, reaching 480.2
percent in 1991, 1157.8 percent in 1992, and 270&@ent in 1993. Of course, this state
of affairs was unsustainable and, at last, in 188 government implemented an

extraordinary set of policies entitled the ReahPla

Graph 7.A.5. Inflation Rate, 1980-2004
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This time, inflation was brought down rapidly amsrained low. In contrast with
previous plans, price controls were not appliedrtial inflation was eliminated through
the complete indexation of the economy, followedabyjonetary reform that created a
new currency—the Real. At first, the stabilizedcps were guaranteed by a combination
of an overvalued exchange rate and high interéss.radhe overvalued exchange rate
allowed the use of imported goods to prevent lpcatiucers from raising their prices,
and the high interest rates attracted short-tesouees to ensure a balanced?BP.

The results of those policies were immediately entdAlong with lower inflation
rates, there was a reversal in the trade balaiscdtsgGraph 7.A.2). After successive
surpluses from 1981 until 1994, the economy suffeansecutive deficits during the
period when the exchange rates anchor was in effeetdeficit in the current account
was compensated by the inflow of foreign capitajnty short-term resources. In 1995,
from the resulting US $28.7 billion in the financacount, US $9.2 billion were
portfolio investments and US $8.2 billion were gHerm commercial credits. In 1996,
the amount of foreign capital used to buy stocldlzonds increased: with a US $33.5
billion financial account surplus, US $21.6 billiarere portfolio investment, and only

US $11.3 billion were represented by direct investm



BOX 7.3 - Seignorage
Given the very high rates of inflation observedha 1980s and early 1990s, one shou
note the behavior of seignorage revermigring this period. Following Rocha &
Saldanha (1992), seignorage as a percent of GDRaladated and the results shown

below?

Seignorage Revenue as % of GDP (1980 -2004)
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Source: Data available at IpeaData, elaboratatidguthors.

As it should be expected, seignorage revenues sigméicant during the period 1988-
1994 when annual inflation rates were above 1006%9093 it reached 2708%). After
the Real Plan (1994), when inflation was brougldeasrcontrol, seignorage as a percer

of GDP was reduced significantly.

Id

—




"The amount of real purchasing power that [a] govemt can extract from the public
by printing money." (Cukierman, 1992)
2Seignorage as % of GDRS{ was calculated using following definition:

— H -H - H + H - @Q+7n)H,
Y Y Y

. Where:

S

H, = monetary base at the endtpfn; = rate of inflation betweefrl andt and Y =

nominal GDP irt.

In the first three months of the Real Plan, thehexge rate followed a free
floating system; however, negative results in tade balance and the valuation of the
exchange rate led the government to intervene.drch1995, the government adopted a
crawling band system, in which the Central Banklgsthed a minimum and maximum
value for floatation of the exchange rate. Forlihief period between March and June of
1995, these limiting values remained fixed.

In the late 1990s, the Asian financial crisis dmel Russian default caused a drop
in the inflow of foreign resources to Brazil. Thesl to a deficit in the balance of
payments (Graph 7.A.3) and difficulties in finargithhe successive current account
deficits that reached US $33.4 billion in 1998. $him January 1999, despite some
desperate measures and a US $42 billion loan frentiMF, the Brazilian government
was unable to defend the currency and a new deti@tu@ok place. As a result, the
government boldly reoriented its monetary policywtigh the adoption of inflation

targeting and implemented a floating exchangenegane?®



GDP behavior since the Real Plan has been frusgrdtiitially, price stability
enabled growth, due to gains in the real purchgsavger of the poor. In 1994, GDP
grew 5.3 percent and in 1995, 4.4 percent. Howekiergovernment’s attempt to attract
foreign capital through the adoption of high inttnates adversely affected GDP growth,
which was 2.2 percent in 1996, 3.4 percent in 188d,only 0.04 percent in 1998, a year
in which the basic interest rate (Selic) reachegpd@ent per year. Again, in 1999, high
interest rates resulted in a GDP growth of onlyfge&ent. Despite the GDP growth of
4.3 percent in 2000, the next two years exhibiteddates of growth—1.3 percent in
2001 and 2.7 percent in 2002—due to conservatiegdst rate policies.

The year 2002 saw the election that brought estefarty to the presidency. The
fact that candidate Luiz Inacio Lula da Silva waading in the polls caused instability in
the financial markets, which provoked a new devadneof the Real and entrance into a
new agreement with the IMF. In 2002, the annudatidn rate reached 26.4 percent
against 10.4 percent in 2001. To ensure the stabilithe price level and to affirm to the
financial markets a commitment to low inflationastthe newly elected president
tightened monetary and fiscal policies. The resak a small GDP growth of 1.1 percent
in 2003 and an inflation rate of 7.7 percent.

One very important development in the Brazilianreway after the adoption of a
flexible exchange regime in 1999 has been the oatis improvement in the trade
balance and in the balance of payments.

In 2004, the excellent performance of the tradarad, due to a 32 percent

growth in exports compared to 2003, surpassedaéfieitdn the financial account and



guaranteed a BP surplus of US $2.2 billion. Theaespn of the exporting sector

stimulated GDP growth (5.7 percent), and the anmii@tion rate was 12.1 percent.

Graph 7.A.6. Gross External Debt, 1980-2004
(As a percentage of GDP)
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Since 1980, Brazil has endured great economicacditfy. As a result, the country
continues to search for a new paradigm that walbd® a new path of sustained economic
growth. The result of this search has been a tiandrom a model that relied heavily on

public investments and initiatives favoring impsutstitution to a more liberal approach

with less government intervention.



Economic liberalization began in 1990 with the GoHeduction of tariff and non
tariff barriers and the privatization of state-owr@mpanies. The government of
Fernando Henrique Cardoso continued this trendrobilzeralization by eliminating the
state monopoly in telecommunications and oil angtdyatizing utilities and public
service state-owned companfédost recently, it appears that the Lula admintiira
has kept things on track. Still, there continuebdgontense debate on the best means of
using newly conquered price stability and a conaflolig position in Brazil's external

accounts to achieve sustained economic growth.



Table 7.A.2. Direct and Indirect Taxes, 1982004

(% do PIB)
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Table 7.A.3. Tax revenue by Category, 1980-2004
(% do GDP)

1980| 1981 1982| 1983| 1984|

1985| 1986| 1987| 1988| 1989| 1990| 1991| 1992| 1993| 1994| 1995| 1996| 1997| 1998] 1999| 2000| 2001| 2002| 2003| 2004

Total Tax
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Table 7.A.4. Tax Burden, 1980-2004
(As a percentage of GDP)

RATIO RATIO
YEAR (%) YEAR (%)

1980 24.45 1993 25.30
1981 25.18 1994 27.90
1982 26.24 1995 28.44
1983 26.84 1996 28.63
1984 24.19 1997 28.58
1985 23.83 1998 29.33
1986 26.50 1999 31.07
1987 24.25 2000 30.36
1988 23.36 2001 31.87
1989 23.74 2002 32.35
1990 29.60 2003 31.90
1991 24.43 2004 32.77
1992 24.96
Source: IBGE. Data available at Ipa&Delaborated by the authors.

Notes
José Teofilo Oliveira (PhD in Economics, Purduevdrsity, 1976) is secretary of
finance, State of E. Santo and Ana Carolina Giulmgedssistant professor, Federal

University of E. Santo.

? Detailed information regarding the 1965-1967 &fonm can be found in Giambiagi
and Além (2000), pp. 242-246.

% Income taxation was formally introduced in Brarill923.

* In the Brazilian tax system, contributions argpetof federal tax; the revenues raised

from these contributions are earmarked to a spedéstination.



®>The Brazilian constitution authorizes governmeatsripose three types of levies: taxes,
contributions (social and others), and user charfes legal distinction between a
contribution and a tax is that the contributiomased to finance a specific governmental
activity (mostly social security), whereas the meds of taxes are used for general
purposes.

® The 1967 law that established the new tax systammodified over the subsequent
years so that by 1988 the tax structure had changed

" Public budgets in Brazil are submitted to thedkgure annually, in a single piece,
containing all expenditures and sources of reveBudgets also contain the investment
projects of state enterprises which need to beaaeprby the legislators.

8 Social security in Brazil encompasses pensioralftheare, unemployment insurance,
and social assistance. Private pension scheme=igrémited, and the public sector is
the main provider of pensions and of health cat@encountry.

% In the table direct taxes are those based on iacproperty, payroll, and inheritance
taxes, and indirect taxes are those based on ttamssof goods and services.

19 Financial compensations in the oil industry have main components: royalties—up
to 10 percent of the gross value of productionamddditional compensation — called
special compensation — that is paid by good-qualiigh-productivity oil wells as a
percentage of net income (profits) with rates wagyirom 10 to 40 percent. Detailed
information regarding financial compensation in giledndustry can be found at

http://www.anp.gov.br.

1 Explanation and analysis of fiscal federalism na#l, see Afonso and Mello (2000),

Serra and Afonso (1999), and Shah (1990; 1994).



12 Ministry of Planning and Budget (2003).

131n 2004 “small” businesses were defined to bedHmssinesses with annual sales up to
R$ 1.2 million.

!> From the site:
http://www.microsoft.com/billgates/speedofthougttaional/brazil.asp.

' The balance-of-payments data are from Banco QafdrBrasil (Brazilian Central
Bank), available at www.bcb.gov.br.

" Hermann (2005), p. 110.

18 An analysis of the Il PND’s roll in the 1983—198¥ternal adjustment can be found in
Castro and Souza (1985).

19 Giambiagi and Além (2000), p. 136.

2% 1pid.

%L The concept of net public debt is the result se#sheld by the public sector and the
Central Bank minus their liabilities. In this copt¢he monetary base is included.

22 A characterization of the inflation debate carfdaend in Castro (2005).

23 For the theory of inertial inflation, see Lope8%6).

24 A discussion of the crawling-peg exchange ratéesysan be found in Zini (1992).

2> Source:Brazilian Central Bank. Available at www.bcb.gav.b

%6 A detailed analysis of the Brady Plan conditiomsBrazil can be found in Portella, F.
P. (1994).

%" For a description of the Real Plan, see Castr@FR0\n analysis of the origins of the

Real Plan can be found in Franco (1995).



28 An analysis of the inflation-targeting system ésdesults can be found in Fachada
(2001) and Fraga, Goldfajn, and Minella (2003).
29 For an analysis of the reform of the state angthatization of state-owned

companies, see Giambiagi and Além (2000).
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