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Abstract

Border Tax Adjustments and the Allocation of Tax Revenues:
The Case of the State Value-Added Tax in Brazil

Carlos A, Longo

So far as a general value~added tax is concerned trade theory
tells us that there would be no long-run difference between the origin
and the destination principles. When the international trade is
balanced and factors are immobile between countries, adjustments in
foreign exchange or price levels could be expected to wash out changes
in the principle of border tax adjustments. In this study we show
that, even when we allcw for the assumptions embodied in the standard
literature of border tax adjustments and furthermore restrict our-
selves to the case of uniform as well as general taxes across pro-
ducts and countries, ﬁhe choice between origin and destination prin-
ciples need not be irrelevant., In fact, when a triangular trade flow
of products takes place between two countries and the rest of the
world, and these two countries decide to form an economic union (or
a federation) and the restricted origin principle is adopted in this
union, a reallocation of tax revenues is generated between member
countries (or states) which cannot in general, be compensated by a
change in exchange rates or absolute price levels. We have seen
that the reallocation of tax revenues along these lines took place in
1969 and 1974 from the Brazilian Northeast to the rest of the country,
which amounts to approximately twenty percent of the value-added tax

collected in the Northeast in those years.



When we dropped the assumption that the regional or state trade
is balanced, the choice of border tax adjustments became dependent
on both the benefits of public expenditures, between producers and
consumers, and the tax induced change in the absolute price level.

By assuming that consumers get between sixty and seventy percent of
the state expenditure benefits and that product prices fully reflect
the introduction of the tax, we estimated the amount of tax revenue
reallocation due to the 'net" trade imbalance in the Northeast. It-*
turns out that, on both accounts triangular trade flow and 'met"
trade imbalance, the Northeast transferred to the rest of the country
approximately thirty and forty percent of their actual tax revenues

collected in 1969 and 1974 respectively.
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Chapter I

Introduction

This study investigates one aspect of the interstate incidence
of the state value-added tax in Brazil. In particular, we look at
the implications of border tax adjustments on state domestic and
foreign trade upon the allocation of state tax revenues. When a gen~-
eral product tax is imposed, a method for treatment of out-of-state
transactions on goods must be specified. The fiscal treatment of
out-of-state transactions on goods which complements internal product
taxation is called border tax adjustments, BTA, The BTA issue arises
usually in connetion with a value-added tax, VAT, since this tax, as
opposed to other forms of product taxation, can be put more or less
easily on either an origin or a destination basis.1 Hence, a choice
nust be made on how to treat interjurisdictional trade, that is
whether the tax should be collected by the state in which the earning
of income or production occurs, or by the state in which income is
spent or coansumption takes place.

The 1965 tax reform in Brazil sought to improve the structure
of the state taxes with the substitution in all states of a VAT
for a turnover commodity tax. As a tax on value added it eliminated
the well known disadvantages of the turnover method of taxation:
incentives for vertical integration of production processes and
variable tax rate on final goods. The new tax was meaut to be simply

an improvement over the turnover method of collection remaining

A retail sales tax 1s an almost perfect éxample of a destina-
tion principle tax, and the turnover commodity tax can be applied
easily only on an origin basis,

-1~
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basically a sales tax to finance state expenditures. In 1971, the
state VAT was responsible for about 67,5 percent of the fiscal reven-
ues at the state level which represented a little less than 30.0 per-
cent of the fiscal revenues at all levels of government., The federal
government prescribes most of the basic features of this tax with
minimal variance among states. The VAT is fairly general and uniform
across products and states, and the rate of tax is close to 15,0
percent everywhere, An approximation of the origin principle is
adopted for domestic trade and the destination principle is essential-
ly enforced on foreign trade,

Given the existence of a chronic deficit or surplus in the inter=
states balance on current account between certain states when the
VAT was introduced in 1967, a debate arose among state representatives
over the proper allocation of the VAT base on domestic trade. Deficit
nat, in effect, they were net transferors of tax
revenues to the surplus states because the origin principle was
adopted on domestic trade, On the other hand, surplus states claimed
that the origin principle was not that relevant in terms of potential
revenues at the state level since the federal tax and spending policies
would redistribute revenues from the surplus to the deficit states.
Incidentally, essentially surplus states are the developed Southern

states while deficit states are the less developed Northern and

Northeastern states,
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A compromise solution on this problem of the allocation of the
domestic tax base is currently being pursued by state representatives
and the federal government where the interstate tax rate would be set
at 50,0 percent of the national tax rate., Or, equivalently, a2 50.0
percent partial BTA would be enforced on domestic trade, since taxes
paid on traded goods in the state of origin are recognized as tax
credits in the state of destination. The proponents of this solu=
tion argue, along these lines, that the VAT revenue collected on the
Brazilian trade would be equally and fairly divided among the partici-
pant states. We take issue on this propositionby.suggesting that
the choice of domestic BTA need not be decided on such an ad hoc
basis, and set up a framework of analysis which allows us to decide
whether the origin or the destination principle should be enforced
on domestic trade., Furthermore, we point out that the state for-
eign trade as well as domestic trade must be brought into this
discussion, so that each state's total trade pattern is taken into
acount when the chéice of BTA is at stake.

A standard result that emerged from the literature on inter-
national tax harmonization is that changes in the principle of BTA
do not have, in the long run, allocative effects on the trade flow
of the countries involved. When exchange rates or absolute price
levels are flexible and taxes are truly general, internatianal
trade should not be disturbed if a country moves from the destina-
tion to the origin principle, or vice versa, provided that factors

of production are immobile between countries and that the inter-



-
national transactions on current account is balanced.

We qualify this result by showing that under special trade
conditions, i.e., triangular trade flow, BTA may not be neutral
with respect to international trade flows., In particular, we argue
that when a triangular trade flow of goods takes place between states
of a federation and foreign countries, unless the same principle of
BTA is adopted on both domestic and foreign trade, part of the state
tax base is transferred from one state to the other leading to a
reallocation of interstate tax revenues which cannot, in general, be
neutralized by a correspondent change in the exchange rate or the
absolute price level, Thus, in this case, BTA disrupts the horizon~
tal fiscal relationships between states involved as well as their
international and domestic trade flows,

During many years (1948-74) the Brazilian northeastern states
maintained a continuous deficit in their domestic trade with the
rest of the country, but the overall northeastern balance of trade,
domestic plus foreign was roughly in balance during that period. An
underlying triangular trade flow of commodities took place between North-
east, the rest of the country, and the rest of the world, the North-
east being a net foreign exporter of raw materials and agricultural
goods to the rest of the world, and a net domestic importer of manu-

factured products from the rest of the country. Under these trade
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conditions adoption‘by the Brazilian states of the origin principle
for domestic trade and the destination principle for foreign trade
led to a'reallocation of interstate tax revenues in the above sense,
from the residents of the Northeastern states to the residents of the
rest of the country.

Recently the Northeast' deficit on domestic trade is not en-
tirely financed by their foreign trade surplus as implied in the
case of a balanced triangular trade. As a result of.allocative and
distributive policies of the federal government, and the interstate
flow of private capital, a net transfer of income takes place from
the rest of the country to the Northeast, beginning in the late
sixties, which since then increasingly financed part of the North-
east's domestic trade deficit. 1In contrast with international bal-
ance of current account which must somehow be balanced, at least in
the long run, the interstate net transfer of funds might go on for
an indefinite period of time without causing major problems of inter-
state liquidity.l Hence, in the interest of examining general rules
of interstate tazation we dropped the assumption that the state com-
modity transactions, domestic plus foreign, are balanced.

Relaxing this assumption implies that the origin-destination
principle equivalence as indicated by the literature of international
tax harmonization breaks down. Whether, in this case, as a matter of

tax policy a state VAT should bz levied on the origin or destination

1The built-in compensation of trade imbalances such as federal
income taxation, private capital flows, and migration which operates
more or less automatically at the subnational level are usually
absent in the internmational context,
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principle depends on the nature of the benefits of public services
and the tax induced change in the absolute price level. As a matter
of efficiency we abandon the ability to pay rationale in the context
of state and local taxation and concentrate on taxes which can be
regarded as a measure of individuals enjoyment of general benefits
from public services, either through consumption or production.
When public expenditures are in the first instance a benefit to
residents of a state in their capacity as consumer of public ser-
vices, a product tax is designed to finance only the state's con-
sumption of public services. On the other hand, when public ex-
penditures are in the first instance a bemefit to business enter-
prises located and producing in the state, a product tax is designed
to finance only the state's provision of intermediaté public ser=-
vices. 1In this setting, whether the origin or the destination
principle should be applied on interjurisdictiona} trade will de=-
pend on the direction of the tax induced change in the absolute
price level. The question here is whether or not goods that cross
the borders carry, embodied in them, intermediate public services
provided by the state of origin, and if so, whether or not the price
of these goods reflect the value of the public service provided,
Chapter II provides the institutional background for the prob-
lem of the allocation of state tax revenues in Brazil., A brief

review of the major features of the Brazilian tax reform that
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introduced the state VAT is given here. Chapter III examines the
tax base controversy which surrounds the proper treatment of BTA
among the Brazilian states, The theoretical framework for the
analysis of'the allocation of state tax revenues is presented in
Chapter IV. 1In this chapter we adopt and extend some standard
implications of the literature of international tax harmonization
to derive useful results with respect to the optimal choice of BTA
principle. Chapters V and VI apply the result of this analysis

to the Brazilian case.



Chapter II

The State Value-Added Tax

2.1 Introduction

Unlike the former Spanish colonies in South America, which
founded republics after independence, Brazil established a constitu-
tional monarchy in 1822 and maintained it for sixty-seven years,
Brazil has had a federal system of government since the proclamation
of the Republic in 1890, The comstituion of 1891, which was modeled
after that of the United States, elevated the former imperial prov~
inces to the rank of states, giving them a large measure of political
and fiscal autonomy. However, acute awareness of the political
implications of public finance prompted the first republican Congress
to circumscribe the taxing powers in the constitution of 1891 in much
greater detail than is usual for such documents in Europe and America.
The system then adopted rested on the allocation to the federal gov- .
ernment, to the states, and to the municipalities (local governments)
of specific taxes designated by namelin the constitution itself. 1In
the short lived constitution of 1934, other specific allocations were
made to the local governments. The constitution of 1937 reflected
the political philosophy of the moment by evidencing a return to

centralization, but this trend was reversed by the constitution of

1946.1

See R. Gomes de Souza, '"Tax Reform in Brazil,'" Bulletin for
International Fiscal Documentation, Vol. 20, 1966, pp. 353-68. See
also A. B. de Araujo and others, Transferencias de Impostos aas
Estados e Municipios, IPEA, Colecao Relatorios de Pesquisa No. 16,
Rio de Janeiro, 1973. _8- ’
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As part of its program of economic, financial, and administra-
tive reform, the federal govermment a2 January of 1965 appointed a
special committee of official and private experts to revise the tax
system, with a view to submit to Congress a proposal for a constitu-
tional amendment. The bill produced by this committee was debated and
voted during November and approved, with few changes of detail, on
the first of December 1965 as amendment No, 18 to the constitution of
1946. The basic tax principles established in this amendment were
maintained by the new constitutions of 1967 and 1969, The amendment
defined three fields of taxable economic activity: (a) foreign trade,
(b) property and income, (c) production and distribution. Within
each field, it then selected the types of activity best suited to be
taxed, and allocated these to the level of government best indicated
in each case by economic, political, legal or administrative consid-
erations. The constitutions of 1967 and 1969, though not repeating
the definitions of the three fields of taxable economic activity,
nevertheless preserved the same system, as it retained, with certain

changes of detail, the same allocation of taxes to the three levels

1
of government,

2.2 Tax Reform at the National Level

The main purpose of the tax reform at the federal level was to

reorganize the tax system along national lines as opposed to the

1

See R. Gomes de Souza, "Taxation in Brazil," Bulletin for
International Fiscal Documentation Vol. 22, No. 10 October 1968,
pp. 415-55.
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former concept of three simultaneous and partially overlapping in-
dependent systems., Taxes, as we mentioned earlier, are divided into
three economic activities., First, taxes on foreign trade are fully
allocated to the federal govermment, Second, taxes on property and
income, include the tax on rural land collected by the federal
government and allocated to the municipalities; the real estate tax
on urban land, whether improved or not, which is allocated to the
municipalities; the real-property transfer tax which is allocated

to the states; and the income tax on domestic and foreign income
applied according to the source principle, which is collected by the
federal government and allocated according to the formula: 80 percent
of the tax proceeds to the federal government, and 20 percent divided
equally between state and local governments. Third, taxes on pro-
duction and distribution, which include the value-added tax collected
by the federal government and allocated according to the same formula
above; the value~added tax which is collected by the state govern-
ments and allocated according to the formula: 80 percent of the tax
proceeds to the state governmenis, and 20 percent to the local govern-
ments; the financial transactions tax which is allocated to the fed-
eral government; the service tax on international, interstate, and
intermunicipal transportation and communication services which is
allocated to the federal government; the service tax on commer-

cial, industrial, or professional services which is allocated
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to the municipalities; and the excise tax on liquid or gaseous fuels,
electric power and mining products which is collected by the federal
government and allocated to the three levels of government according
to various formulas.1

The percentage breakdown of the Brazilian fiscal revenues by
level of government is shown in Table I for the period 1968-75. As
observed, the federal and state share of fiscal revenues make up for
roughly 90.0 percent of public revenues at all levels of government,
at least until 1971, This is not too different from the vertical
distribution of tax revenues in the U,S. In 1970 the U.S. federal
and state government together collected 85.9 percent of total tax
receipts. However, in the U,S. the state share on total tax receipts
was 20.1 percent in that year, which is in sharp contrast with the
35.5 percent state share on total public revenues in Brazil.

Intergovernmental mechanisms of revenue transfers were devel-
oped to compensate subnational governments for reduced revenues
attributed partially to the centralization of tax decisions. Prior
tec 1965 states and municipalities were free to set their own rate
of tax, and the transfer mechanisms relied heavily on the method of
"grant in aid" from the federal to the state and municipal govern=-
ments, and from the states to the municipalities. This transfer
mechanism was generally criticized on three grounds: (a) political,

as it made the lower levels of government financially dependent on

1See Gomes de Souza, '"Taxation in Brazil,! ibid. See also J.
Linhares, A Reforma Tributaria e sua Implicacap nas Financas dos
Estados e Municipios, Fundacao Getulio Vargas, Rio de Janeiro, 1973.
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Table I

FISCAL REVENUES BY LEVEL OF GOVERNMENT
*®
US Millions

Year Federal State Municipalities
1968 3,472.7 3,164.4 950,9

1969 4,834,7 3,681.9 975.8

1970 6,498,1 4,161.9 1,060,9

1971 5,116.6 4,556,5 1,361.6

1972 6,643,1 5,337.6

1973 8,607.0 6,985.7

1974 11,143.4 8,942,8

1975 12,378.9 11,168.7

In Percentage

Year Federal State Municipalities
1968 45.8 41.7 12,5
1969 50.9 38.8 10.3
1970 55.4 35.5 9.1
1971 47.1 41.9 11.0

Scu

urce: Anvario Estatistico do Brasil-1976, Fundacao IBGE, Rio de
Janeiro.

‘Dollar exchange rate as published in Conjuntura Economica, F.G.V.,
Vol. 31., No. 4, April 1977,
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the higher ones, although all three levels have politically the same
status; (b) legal, as it tended to obscure and confuse the constitu=-
tional allocation of taxing powers; (c) economic, as the methods
adopted to compute grants were sometimes inspired by reasons of
expediency rather than based on analytical premises, and sometimes
had adverse economic effects, such as leading the beneficiary of
grants to lose interest in the administration of their own taxes and
other sources of revenue.1

The tax reform of 1965 replaced all former grants-in-aid with a
system whereby only a stipulated percentage of the proceeds from the
collection of certain taxes are defined as revenue of the government
exercising the power of taxation., The remainder is defined as revenue
of the government which formerly was the beneficiary of a grant-in-aid.
From the actual proceeds of the collection of the federal taxes on
production and on income, as seen before, 80 percent is federal
revenue, 10 percent is revenue of the states, and 10 percent of the
municipalities. These latter percentages are deposited, as and when
the taxes are collected, at the Banco do Brasil in a State Partici-
pation Fund and 2 Municipal Participation Fund respectively. The
share of each state in the State Participation Fund is then prorated
according to the following rule: (a) 5.0 percent proportionately to
the area of each state; (b) 95.0 percent according to the combination

of two factors, namely, (i) a multiplicative factor of 2 to 10

‘See Gomes de Souza, '"Taxation in Brazil," ibid. See also D. J.
Mahar, '"The Failures of Revenue Sharing in Brazil and Some Recent
Developments,' Bulletin for International Fiscal Documentation, Vol,
25, No. 3, March 1971, pp. 71=-79.
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depending on the direct ratio of the state's population to the
national population, and (ii) a multiplicative factor of 0.4 to 2.5
depending on the inverse of the state's per capita income to the
average per capita income of Brazil.1

Other taxes whose revenues are redistributed to the states are
the federal excise tax on fuels, electric power, and minerals. The
excise tax replaced all taxes, whether federal, state, or municipal,
capable of falling on the taxable transaction. The redistribution
rates are computed on the basis of former collection statistics which
indicated that those rates should be 40,0 percent to to the federal
government and 60.0 percent to the states and municipalities to-
gether in the case of fuels, and electric power, and 10.0 percent
and 90.0 percent fespectively in the case of domestic minerals. The
further redistribution of their common percentages among states and
municipalities is based in each case on a combination of four factors,
namely, the area and population of each jurisdiction where the col-
lection took place; and the production and consumption of the taxable
commodities in their respective territories.

The municipalities were stripped in 1967 of almost all of their
traditional sources of tax revenue, sources which had in any case been
limited and extremely inelastic., They were left with a relatively
minor tax on urban real property and a new tax on services, with
federal rate ceilings. In addition, 80 percent of the proceeds of

1See Gomes de Souza, "Taxation in Brazil,” ibid., and Araujo

and others, Transferencias de Impostos aos Estados e Municipios,
ibid., chapter 3,
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the rural land tax,‘levied by the federal govermment, is returned to the
municipal governments though the revenue is quite small, The service
tax, although potentially productive in urban areas, is not expected
to provide revenues of any magnitude in the poorer rural localities,
For most municipal governments, there is an almost complete lack of
locally raised funds and virtually total dependence on revenue trans-
fers from the states and the federal government, Beginning in 1967,
the state governments were required to return 20.0 percent of their
VAT receipts to the mumicipal governments. This transfer, unlike
that from the federal government, does not aim at fiscal equalization
since no allocation formula is used in the distribution of tax receipts.
It consists of returning the revenue to its point of collection. Each
year the state government adds up the total amount of VAT collected
in each municipality and then releases 20.0 percent of that amount

for them.l’2

2.3 Tax Reform at the State Level

At the state level the major impact of the tax reform was the
substitution of the VAT for the turnover commodity tax in all states.
The reform was basically designed to secure a greater degree of tax
coordination among states and to overcome the defects of the turnover

taxation. It was necessary to decrease tax competition among states

See J, Linhares, A Reforma Tributaria e sua Implicacao nas
Financas dos Estados e Municipios, ibid., chapter 8,

The revenue allocated to the municipalities along these lines
does not depend on the tax treatment of interstate or international
trade hence a strict origin basis is enforced,
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and municipalities, Also state taxes on imports and exports were
affecting the coordination of national policies in the foreign sector,
Thus, the Brazilian states had to abolish the export tax and the
heterogeneous turnover tax that they levied for 30 years and replace
them with a unified sales tax of the value added type.

The constitution now limits the states to the tax on value added
and a minor tax on the transfer of real property. Both taxes are
regulated by the federal government which sets ceilings on their
rates, The composition of state fiscal revenues for the period
1969-75 is shown in Table II. The importance of the VAT as a source
of revenue at the state level is difficult to overstate. Almost
70,0 percent of total state fiscal revenues comes from the VAT in the
period 1969-74,

For all practical purposes and for a long time the states had
depended almost entirely on the turnover commodity tax. It was the
only levy of sufficient scope and flexibility available to the states,
and the only one that could resist the erosion of inflation, The
turnover tax was an important source of revenue for the states since
it replaced a tax on domestic trade back in 1934, The export tax
which had been assigned to the states in Brazil's first republican
constitution was applied indiscriminately to interstate sales and
foreign exports. This tax‘was responsible for about half of the
state revenues in the early 1930s and was almost the sole source of
revenue in some of the northern and northeastern states. Also taxes

- on interstate imports were in use almost everywhere., As a result the
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constitution of 1934 explicitly prohibited taxes on interstate com-
mexce and placed a 10.0 percent ceiling on export taxes,l The states,
in compensation, were allowed to levy a turnover tax on commodity
sales. These quickly became the cornerstone of state finance through=-
out the country, The state turnover tax was a general tax on gross
receipts from the sales of goods by farmers, manufacturers, whole-
salers and retailers., It was normally levied at a uniform rate on
all transactions, The tax rates rose swiftly, as the states made
increagsing demands on the levy to meet their needs of revenue, By
1950 the rates were mostly about 2,5 percent, and in 1966 at the eve
of its abolition, the turnover tax was levied at an average rate of
about 5.8 percent. There was substantial interstate variation in the
tax rate, In 1966 the range was from 1.25 percent to 10,0 percent,
although most of the states had rates between 4,0 and 7.0 percent.2
The states could, and did, adjust the tax rate to their needs, with
the less developed states generally making up for their nmarrow tax
base by levying the tax at rates somewhat above the nation-wide
average. As a turnover tax it had the disadvantage of encouraging
vertical integration of production processes, as well as imposing an
erratic total tax on final products, depending on the number of times
the item changed hands before reaching the consumer and on how early

1In the U.8. the courts have long held that a state cannot apply

sales tax on interstate trade. But the courts permit the states to
employ a supplemental use tax, applied to the initial use in the
state of a good purchased in another state. Most of the U.S. states
now employ these levies, See J.. F. Due, State and Local Sales Tax-
ation, Structure and Administration, Public Administration Service,
Chicago, Illinois, 1971.

2See M. Guerard, "The Brazilian State Value-Added Tax," IMF
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“in the production cycle it received the greatest part of its final
value.

The new value-added tax was named ''tax on the circulation of
goods' (commouly referred to by its Brazilian initials, ICM - Imposto
de Circulacao de Mercadorias) and the innovation was meant to be simp-
ly an improvement over the turnover method of collection, not a new
type of levy in any fundamental sense, The tax remained basically a
sales tax, and it was still intended that it be fully shifted forward
to the purchaser of each succeséive transaction., An important merit
of the value-added tax is its neutrality with respect to allocation of
resources in the economy so long as the tax is not riddled with exemp-
tions. Unlike the turnover tax, the value-added tax is assessed at
each stage on only the increment in value acquired by the product since
the last taxable transaction., In its consumption variant, the tax also
makes no difference between present and future consumption while the
income tax discriminates against future consumption

The federal government presecribes most of the basic features of
the state VAT, including the scope of the tax, method of collection,
exemptions, rate ceilings, and with minimal variance across states.
Taxable activities include the production and marketing of virtually
all tangible goods., The tax is levied at each sale (or tramsfer) along

the production/distribution cycle, and the tax due on sales is computed

(continued)

Staff Papers, Vol, 20, No. 1, March 1973, pp. 118-69.

Strictly interpreted even the consumption type VAT is not
neutral since it discriminates equally in favor-of leisure against
present and future consumption.
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on the basis of the actual sale price. The tax applies also to im-
ports, Indirect taxes in general are included in the tax base, An
exception is made for the federal VAT on manufacturers which is not
included in the taxable value of factory sales. But the tax base for
imports includes all customs charges and fees, The tax extends through
all phases of distribution, including retail sales. Public enterprises
engaged in the production and sale of goods are generally within its
scope. The consumption variant of VAT is adopted in Brazil, since
taxes paid on the purchase of industrial machinery and equipment are
eligible for tax credits, and imported machinery is exempt from the
VAT too. However this tax is not a strict consumption tax since tax
credits are not allowed for office machines, furnishings, and trans-

portation equipment other than'equipment specialized for the internal

handling of materials.1

1The consumption variant exempts the full walue of investment
goods. In this form the VAT reaches only consumption expenditures,
and, if it is carried through the retail level, its base is identical
to that of a retail sales tax on consumer goods, For administrative
reasons sales of investment or capital goods by retailers to business
firms usually are taxed. Hence the equivalence between retail sales
tax and VAT of the consumption type breaks down. See C. S. Shoup,
"Theory and Background of the Value-Added Tax,'" Proceedings of the
48th Annual Conference on Taxation, NTA, Detroit, Michigan, October
1955, pp. 6-19. A complete description of the income as well as con~
sumption type of VAT, and the subtraction, addition as well as credit
method of computing liability under the VAT, is presented in C. S.
Shoup, Public Finance, Aldine, Chicago, 1969, chapter 9. See also
C. E, McLure, Jr.,, "The Tax on Value Added: Pros and Cons," in
Value Added Tax: Two Views, edited by American Enterprise Institute,
Washington, D.C., 1972, pp. 1-68.
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The value-added tax is collected according to the credit method
in Brazil., Each taxpayer determines his liability by computing the
total tax that is due on his sales during a given period and subtracts
from this amount the tax paid on eligible purchases made during the
same period. For this purpose, the tax paid on purchases is required
to be quoted separately on all invoices except those of final sales
to consumers. Excess credits in one period are carried over to the
next period, There are generally no provisions for refunds, except for
the prior-stage tax paid on their inputs by exporters of manufactured
goods and by manufacturers of capital equipment.

The state VAT falls short of an ideal comprehensive model in
many respects. The service sector is excluded from its scope, along
with a number of special activities, such as mining, fuels, and
electric power. Exemptions are governed by interstate agreements and
are subject to tight federal controls. There are a few exemptions,
and preferential treatment in the form of explicit rate differenti-
ation is non-existent. Most of the exemptions that do exist under
the state VAT have actually been granted by federal decree. They
concern, essentially, books, newspapers, and printing paper. A
limited number of unprocessed foods, agricultural producer goods,
industrial machinery and equipment and foreign exports of manufactures

1
are also exempted.

lComplete exemption from paying a credit-method VAT on sales of
any stage of the productive process besides the first and the last
could pose problems. The problem is not that the final output would
be undertaxed, since the tax would be made up at later stages. It is,
rather, that being exempt from the tax the firms in the exempt sector
might not be allowed credit for taxes paid on their purchases. If the
chain of credits is broken, the product would be overtaxed rather than
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The rate of the tax is 15.0 percent in the North and Northeast
and 14.0 percent elsewhere in the country. The rate on interstate
sales is 11.0 percent. As the tax itself is included in the tax base,
the effective ad-valorem rates are 12.3 percent on interstate sales,
and 17.6 percent and 16.2 percent on internal sales in the Northern
states and the rest of the country, respectively.1 The tax paid to
the state of origin is set off against the tax liability in the state
of destination. The assessed value in transactions between affilitated
firms in different states is likewise regulated by the tax statutes.
In general, the state of origin must levy its tax on a base equal to
the f.o,b, factory or wholesale price at which the vendor customarily
sells to third parties. On commodities destined for resale at a
fixed retail price in another state, the tax base of the state of
origin must not exceed 75.0 percent of the fixed retail price.2

The problem of interstate tax allocation, although not peculiar
to the VAT, comes into sharper focus under the VAT than under the
previous turnover tax regime. To be consistent with trade neutrality
and efficient allocation of resources among different states, the

levying of VAT requires the specification of an appropriate principle

(continued)

undertaxed, Note that the credit method of collection can be used
to discriminate among f£inal goods but it cannot apply differential
treatment on stages of production if so deemed necessary. On the
other hand, the VAT enforced according to the subtraction method caa
discriminate among stages of production but cannot allow final goods
to be taxed differentially. See McLure, '"The Tax on Value Added:
Pros and Cons," ibid.

See appendix for the evelution of the state VAT since 1967.

2See Guerard, "'The Brazilian State Value-Added Tax,'" ibid.






