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 Large country, became multi-racial (rainbow nation) after 
Portuguese colonisation; widely varying socio-economic 
development across regions, but low level of poverty and 
excellent basic public services – large tracts still virgin 

 Has a federalist history since 1889 till 1930, with the first  
Constitution in 1891 modelled on the American one 

 Between 1930 and 1987, varying governance structures with 
military coups and centralisation 

 1988 Constitution established democracy with Presidential 
system, bicameral (Senate and Chamber of Deputies) 
national legislature, and a standard judicial system 



 1988 Constitution establishes democratic federation – 
still operative – three-tier system, all tiers important 

 Elected Governor heads the state executive and 
appoints Secretaries (our minister and secretary rolled 
into one) – state level legislatures and judiciary too 

 Municipalities are headed by elected Mayor and 
consist of districts that include both smaller urban and 
rural areas; constitutionally ordained powers and 
functions, though exercise of the same not uniform 

 26 States and a Special Federal District (Brasilia) 
 



 Functional assignments are roughly as per benefit area   
 Federal government : defence, foreign affairs, monetary 

policy 
 State: Education, health, police, fire service, justice 
 Local: Water supply and sewerage, street cleaning and 

lighting, public transport, waste management, urban 
infrastructure 

 Several functional responsibilities are shared between 
different levels of government:  
 Federal-State: Justice, Higher education 
 State-Local: Basic education, Health, water supply 
 Federal-Local: Social Protection 

 



 High level of taxation – highest mong developing and higher 
than developed country average  at around 35 per cent of GDP 

 Tax system is somewhat centralised in terms of collection – 
federal government collects 65-70 per cent, states 22-28 per cent 
and municipalities around 5-7 per cent of total revenues 

 Federal govt. collects all custom duties, personal and corporate 
income tax, tax on financial transactions, rural property tax and 
tax on industrial products (IPI). A special feature of Brazil, 
federal government can collect ‘social contributions’ on 
profits/imports to finance social welfare schemes – this is an 
important revenue source  

 Except social contributions , most other taxes are shared with 
states/municipalities – tax sharing constitutes the overwhelming 
part of intergovernmental transfers to cover vertical imbalance 
 
 



 States’ main revenue source is VAT, called ICMS, covering 
both goods and selected services 

 Other sources are: tax on inheritance and gifts, and on 
motor vehicles 

 Municipalities levy taxes on: selected services (ISS), 
property/real estate, transfer of real estate  

 Revenue from natural resources has become a major 
revenue source after discovery of oil and natural gas in 2007 
– there are substantial deposits of other minerals too. 

 Revenue from mineral resources are collected by the 
centre, but liberally shared with states and municipalities 
(even those from offshore) largely on an origin basis, 
causing concentration in a few regions 



 Both direct and indirect tax systems are complex, but 
indirect taxes more so 

 Main elements of indirect taxes: 
 ICMS – State level VAT on goods and selected services – 

biggest revenue among indirect taxes (6-8 per cent of GDP)  
 IPI - Federal, single-stage tax that falls on manufactured 

goods only 
 COFINS (Contributions for Financing Social Security) - A 

federal, cumulative tax on goods and services 
 PIS (Social Integration Programme) - Another federal, 

cumulative tax on goods and services 
 ISS - Municipal, cumulative tax that falls on services 
 CIDE - Federal, single-stage tax that falls on gasoline and 

diesel 
 
 
 
 
 



 Brazil was one of the first set of countries to introduce 
VAT in the shape of ICMS  (1967), initially with a single 
rate (15%) 

 Within a short time, states started competing with 
each other in providing fiscal incentives, and effective 
tax rates diverged 

 The 1988 Constitution broadened the base of ICMS by 
incorporating into it the production of oil and oil by-
products as well as selected services: electrical energy, 
telecommunications, and inter-state transport services 
(Financial services are taxed by the federal govt. and 
other services are taxed by the municipalities (ISS) 
 



 The intra-state rates are set by each state within a 
range determined by the Brazilian Senate: 
 Basic necessities: Exempt and zero-rated or 7% 
 Industrial sectors: 12 –18% 
 Utilities and oil/fuels: 25% 
 Luxury and excisable goods: 30 –35% 

 ICMS follows the origin-principle (revenue accrues to 
the state where the good or service is produced) 

 It has many rates (intra-and inter-state) - there are 
more than 40 rates and 27 legislations 
 
 
 
 



 Excessive complexity, high compliance costs for 
taxpayers, and opens scope for evasion and predatory 
tax competition 

 Preservation to some degree of the cumulative 
taxation due to the exclusion of many services from 
the tax base (which prevents the crediting of the tax 
paid on service inputs in the production process) 

 Adversely impacts regional equity, because states with 
concentration of manufacturing get most of the 
revenue 

 There is no administrative integration (vertical 
coordination) between the IPI and the ICMS 
 



 Problem of cross-border trade among states, as also 
false invoicing because of the origin principle 

 Fiscal wars create distortions because the allocation of 
resources is based on tax costs, not on the relative 
prices of the factors of production – it also disturbs the 
harmony in the federation, encourages tax planning, 
and facilitates tax evasion 

 High level of evasion, part of which is due to the 
difference between the rates applied to intra-state and 
inter-state transactions 
 
 
 
 



 The CONFAZ (National Tax Policy Council) a committee of 
all the Treasury secretaries of the Brazilian states initially 
was charged with approving any tax benefit granted by 
individual states 

 When the Brazilian states were granted greater autonomy 
in legislative matters of the ICMS in 1988, CONFAZ started 
to relax its stance on the ICMS  

 Direct ICMS exemptions still needed unanimous approval 
of CONFAZ, but indirect benefits were profusely utilized 
(Ex: the granting of state credits with below-market 
interest rates on ICMS owed)  

 With the passing of time, CONFAZ was blatantly ignored  
 



Proposal Taxes to be eliminated Taxes to be created 

Proposal of the 
Executive 
Federal 
Government 
(Constitutional 
Amendment)  
2008 

-COFINS 
-PIS 
-CIDE-Fuels 
-Contribution on the payroll -
Education 
-CSLL (Social contribution on the 
liquid profit), which would be 
incorporated in the corporate income 
tax.  

-Federal VAT 
-New ICMS which unifies the 27 state 
laws. 
-Adoption of the “destination 
principle” in the ICMS 
(compensations through the creation 
of the Fund for income balancing) 

Proposal of the 
Federal Senate 
2010 

 
-IPI 
-COFINS 
-PIS 
-CIDE 
-FUST  
-FUNTTEL and other federal 
contributions. 
-ICMS 

-All internal taxes on goods and 
services are merged into a sole and 
broad national VAT. 



 Inter-state problems are increasing rather than 
abating – two months ago, Sao Paulo filed a case in the 
Supreme Court against several states that have 
instituted a differential levy (internal tax rate – rate 
applied to imports from other states) 

 Similarly, serious problems are caused by internet sales 
serviced by warehouses in different states from which 
merchandise are dispatched – tax is collected by state 
in which warehouse is located 

 Destination principle applied to trade in oil and 
natural gas also being resented by oil producing states 
although they get the benefit of royalties  


	A Subnational VAT in the Federal System of Brazil
	Brazil: Background
	Brazilian Federal System: Highlights
	Functional Assignment
	The Tax Structure
	Tax Structure (contd.)
	Indirect Taxation
	Development of ICMS
	ICMS – Some Details
	ICMS – Major Issues
	ICMS – Major Issues (contd.)
	Lack of Efficient Co-ordination
	Recent Tax Reform Proposals
	Prospects

