The Painful (and Taxing) Realities of
Doing Business in Brazil

Introduction

Countering the trend trumpeting Brazil’s
current economic appeal, this article seeks
to demonstrate that doing business in Brazil
is still very complicated, costly and can
be surprisingly painful as well. Due to the
natural limitations of the format, the article
covers only the basic aspects of a foreigner
doing business in Brazil. Certain topics—
such as, but not limited to, tax compliance,
trade and customs, and transfer pricing—
are not included; each of those topics alone
is worth study.

While there seems to be little doubt that
Brazil’s economy will keep growing, mak-
ing the country attractive to foreign capital,
prospective investors should give special
consideration to their tax planning: the
recent thirty-point increase in the country’s
industrial-product tax on imported cars is
just the latest measure that contributes to
legal and economic uncertainty.

Brazil’s Form of Democracy

Brazil has always been protectionist to
varying degrees, and its formal democ-
racy includes tools that give the federal
government powers not found in many
other democratic countries. Economic pro-
tectionism has been a part of the political
landscape since Brazil gained its indepen-
dence from Portugal in 1822. This can be
found in the economic policy of import
substitution—replacing imports with do-
mestic production based on the premise
that a country should attempt to reduce
its foreign dependency through the local
production of industrialized products—
that the country practiced for most of the
twentieth century.! Such policies can be
instituted through a far stronger executive
branch than exists, for example, under the
U.S. Constitution. For instance, except on
certain matters, in Brazil the President of
the Republic has the constitutional power
to legislate by what is called Provisory
Measure (Medida Provisoria) “in case of
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relevancy and urgency.”” Every Brazilian
President has used (and some have argued,
abused) the Medidas Provisorias (“MPs”),
because almost anything can be “relevant”
and “urgent” to the government, and this of
course avoids messy congressional debate.

As of 19 September 2001, a new num-
bering system was assigned to the MPs,
starting with “No. 1.”* Since that time, the
President of the Republic has issued 546
MPs, an average of 55 per year or 4.5 per
month, to create legislation. While it is true
that Congress must approve the MPs and
the current Constitution allows Congress
to amend the original text submitted by the
President,* their existence in the Federal
Constitution certainly makes for a weaker
Congress. Thus, the Brazilian executive
branch has primary power, with a weaker
legislative branch, and the Federal Justice
becomes the ultimate check and balance. As
a consequence, the federal justice system
has faced an onslaught of hundreds of thou-
sands of lawsuits filed by private citizens
against the federal government.’ In 2004,
2.6 million new lawsuits were brought
before the Federal Justice in Brazil,® and in
2010 the number increased to 2.98 million,
which makes 1,933 new federal actions
per 100,000 inhabitants.” And this is only
the Federal Justice, disregarding the entire
Federal Labor Law Courts and all of the
state judiciaries, whose numbers are much
higher. For the sake of comparison, in 2010:

[Plaintiffs [in the U.S.] filed 272,000
new civil suits in federal District Courts,
including 34,000 contract claims, 4,000
real property claims, and 77,000 tort
claims (15,000 of them relating to
asbestos). The rest of the claims were
statutory: 53,000 prisoner petitions,
32,000 civil rights cases, 19,000 labor law
cases, 13,000 social security claims, and
11,000 intellectual property disputes.®

Brazil’s Blended Civil Law
System

Brazil has a civil law system, mean-
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ing that that the law is based on written
codes, consolidations, and “statutes.” (In
Brazil, “statutes” refers to regulations of a
certain class of people (e.g., Statute of the
Indian, Statute of the Foreigner) or of a
certain activity or profession (e.g., Statute
of the Lawyers, Statute of the Land, etc.).
A “code” is a methodical set of rules of a
specific field of law intended to be a body
of permanent law. When certain legisla-
tions have not been codified, however,
but have been assembled together (as, for
instance, the several laws on labor), it is
called “consolidation of laws.” Not as sys-
tematic as a code, a consolidation of laws
merely assembles legislations in the same
field of law in an organized single volume.
In Brazil only the federal Union can leg-
islate on civil law, commercial law, penal
law, electoral law, agrarian law, maritime
law, aerospace law, labor law, and criminal
and civil procedure.’ As a consequence, for
each of those areas, there is either a single
national code (e.g., the Civil Code, the
Commercial Code, the Tax Code, etc.), ora
consolidation (for instance, the Labor Laws
Consolidation), or a single statute (e.g., the
Statute of Child and the Minor).

In Brazil, as in most civil law systems,
court decisions usually do not serve as a
source of precedent, and they bind only the
litigating parties. Decisions of a Brazilian
tribunal made by the absolute majority of
its members are, however, the object of a
Sumula, or a “summary” that constitutes
a precedent for the purpose of making the
jurisprudence uniform.'® In 2004, Con-
gress amended the Federal Constitution
to establish that the final decisions issued
by a two-thirds majority of the members
of the Federal Supreme Court (“STF”)
would have binding legal effect on the
entire judiciary.!! The so-called Sumulas
Vinculantes, (binding summaries, or bind-
ing precedent) are regulated by Law No.
11,417 of 19 December 2006 and enable
the judiciary to decide in a definitive and
final way thousands of cases dealing with
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the same issue.'? Additionally, the STF
can declare the constitutionality (“ADC”)
or the unconstitutionality (“ADIN™) of a
certain law in the abstract,'® erga omnes,
although only a certain few people or
entities have standing to file those spe-
cific lawsuits.' The decision of STF in an
ADC or an ADIN has the same effect as
a Sumula Vinculante, but it requires only
a simple majority of the members of the
STF (six justices).' If the decisions of the
STF on the ADCs and ADINs were made
within a reasonable period of time, the le-
gal uncertainty would decrease, especially
when it comes to tax matters. It can take
years, however, for the STF to decide an
ADC or ADIN. For instance, it has been
almost ten years since the Brazilian Con-
federation of the Industry (“CNI”) filed
the ADIN No. 2578 on an important tax
issue, but there is still no final decision.'®
Thus, Brazil does not have a pure civil law
system, although it is not a common law
system either.

Foreign Investment in Brazil

The World Bank currently ranks Brazil
number 127 out of 183 with regard to ease
of doing business.'” In 2010 Brazil was
ranked 124, meaning that it is falling in the
rankings. With regard to protecting inves-
tors, the country is ranked number 74. On
enforcing contracts, Brazil is ranked only
98. All of this contributes to the reputation
of the “Custo Brazil,” broadly meaning the
extra cost of doing business in Brazil due
to everything from bureaucracy to infra-
structure.'® In March 2010, ABIMAQ (the
Brazilian Association of the Manufacturers
of Machinery and Equipment), published a
detailed comparison of the costs of doing
business in Brazil, the United States, and
Germany. Among other things, the research
pointed out that the cost to manufacture
comparable goods in Brazil is 36.27%
higher than in those countries.” Although
the negative consequences of the Custo
Brazil has been a subject of discussion
since the early 1990’s*>—the government
even created a deregulation task force com-
prised of all government ministers to dis-
cuss it—progress has been slow.”!
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The Law of Remittance of Profits

Foreign investments in Brazil are gov-
erned by Law No. 4.131 of 4 September
1962 and its amendments.?> The original
law is called Law of Remittance of Profits
(“LRP”), and it defines foreign capital as:

any goods, machinery and equipment
entered into Brazil without the initial
expenditure of foreign currency, intended
for the production of goods or services, as
well as any funds brought into the country
for use in economic activities, provided
that [the goods and the funds] belong
to individuals or business organizations
domiciled or headquartered abroad.?

The term “goods” also includes intellectual
property in general, such as trademarks,
patents, and technology transfers registered
before the National Institute of Industrial
Property (“INPI”). Moreover, in order to
obtain exclusive use protection in Brazil for
intellectual property rights, the foreign in-
vestor must register trademarks, industrial
designs, utility models and patents already
registered abroad with the INPI.
According to the LRP, Article 3(a), in
order to be repatriated or to remit profits
abroad, all foreign investments that enter
Brazil must be registered with the Central
Bank (“BACEN”). The registering process
is simple and can be done electronically
over the Internet. Upon registering, the for-
eign investor receives a permanent number,
and this number will be necessary for any
financial transaction concerning the regis-
tered capital. Foreign investments in Brazil
are classified as direct or indirect. Direct
investments are made either by investing
in a new business or by acquiring an equity
participation in an existing Brazilian com-
pany. On the other hand, investments in
the financial and securities market, where
there is no requirement to create or acquire
participation in a Brazilian company, are
considered indirect foreign investments.
Equity participation includes cash in-
vestments, investments by conversion of
foreign credit, and investments by import-
ing goods that have not been paid for yet.
Investments in equity by the conversion
of foreign credit (such as inter-company
loans or other credits previously registered
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with BACEN) are not subject to BACEN’s
authorization and can be easily made by
combining symbolic exchange agreements.
Goods imported without payment may
also be converted into foreign investment,
but if the goods are used or were imported
under certain tax incentives, they cannot
be similar to goods produced in Brazil,
and the conversion must be recorded with
BACEN within ninety days after their
customs clearance.

Foreign investments in the Brazilian
financial and capital markets are regulated
by BACEN’s Resolution No. 2,689 of 26
January 2000. Prior to investing in those
markets, the foreign investor must, among
other things, appoint one or more repre-
sentatives in Brazil and obtain a register
with the Brazilian Securities and Exchange
Commission (“CVM”).2* The CVM is the
Brazilian counterpart of the SEC and was
created by Law No. 6,385 of 7 December
1976.%

Restrictions and Rules

Usually, investments in equity are not
subject to governmental approvals or au-
thorizations, and there are no requirements
regarding minimum investment or local
participation in capital. Foreign investors,
however, are prohibited from engaging in
business related to nuclear energy, hydrau-
lic power generation, health services, and
mail and telegraph services. Moreover,
foreign investors may not hold more than
a minority participation in media, airlines,
financial institutions and insurance compa-
nies, except that they may acquire control
of a bank pursuant to a reciprocal agree-
ment or with prior authorization from the
federal government.

As to airlines and airports—which in
Brazil are all under the control and man-
agement of the federal Union—the large
increase in the number of both domestic
and international passengers has shown
that modernization of Brazil’s airport in-
frastructure requires hundreds of billions
of reais that the government does not have.
As a consequence of hosting the 2014 FIFA
World Cup, Brazil has entered into certain
agreements with FIFA to modernize or
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build stadiums and airports, and certain
deadlines must be met to receive and ac-
commodate the millions of expected visi-
tors. Thus, on 18 March 2011 the President
of the Republic sent to Congress MP No.
527 which, among several other things, sig-
nificantly changes the business of airports
and airlines in Brazil. Congress has pro-
posed amending the MP to increase to 49%
(from 20%) the percentage that foreign
investors may hold in Brazilian airlines.
MP No. 527 became Law No. 12,462 of 5
August 2011, but the proposed amendment
has not yet been approved.

There are also restrictions on foreign par-
ticipation in activities concerning national
security, as well as on foreign ownership
of rural areas and businesses in border
zones.?® While the restrictions were loos-
ened on the airport business, restrictions
in other areas are becoming tighter. For
instance:

Farmland is being treated as a strategic

asset on a par with oil. Last year, spooked

by the idea of foreign sovereign-wealth

funds and state-owned firms buying up

vast tracts, the government resurrected

a 1971 law limiting the amount of rural

land foreigners can buy. It was revived

even though in the 1990s it was deemed
incompatible with the new democratic
constitution and open economy. The
details are under review: foreigners
may be allowed to buy a bit more
without restriction, and still more if the
government thinks it is in the national
interest. But there is no timetable for
passing a new law. The Brazilian Rural

Society estimates that $15 billion of

planned foreign agriculture investments

are being dropped.”’

The same can be said regarding foreign
investment in oil. In 2007 the government
started the so-called Acceleration Growth
Program (“PAC”), which was scheduled to
receive up to R$503.9 billion in projects
related to energy, infrastructure, social
and urban buildings, transportation, en-
ergy, sanitation, housing and water re-
sources. The PAC sets forth three areas
for investment: (1) logistics infrastructure,
involving the construction and expansion
of highways, railways, ports, airports and
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waterways; (2) energy infrastructure, rep-
resenting generation and transmission of
oil, natural gas and renewable fuels; and (3)
social and urban infrastructure, covering
sanitation, housing, subways, commuter
trains, water resources, as well as the uni-
versalization of the program “Light for
All”

In April 2010 the government launched
the PAC 2, proposing to invest an addi-
tional R$958,900 billion until 2014 (which
includes preparation and investments re-
lated to the 2014 FIFA World Cup). Foreign
companies can participate in the bidding
process and development of PAC 2 proj-
ects. There are certain opportunities to
participate in the exploitation and produc-
tion of oil and to participate as suppliers of
equipment and services, as well as natural
gas transportation. Foreign firms can only
pump oil in the recently discovered pré-
salt oil fields as junior partners of state-
controlled Petrobras, however, where pre-
viously they could bid for all concessions
on equal terms.?® In other words, the rules
have been changing dramatically since the
PAC 2 was launched last year.

Limits on Foreign Loans

As of 6 November 2010, there are new
regulations on the loans that foreign parent
companies make to their Brazilian subsid-
iaries. These regulations seek to prevent
Brazilian companies from being undercapi-
talized and heavily indebted to their foreign
parents. Basically, the goal is to make the
parent companies increase their equity in
the Brazilian subsidiaries.” As a result,
interests paid or credited by a Brazilian
company to a foreign-related party that is
not incorporated in a country listed as a tax
haven by the Brazilian tax authority, will
be deducted for income tax purposes only
when deemed to be necessary expenses for
the Brazilian company’s activity and pro-
vided that, on the date of payment or credit
of the respective interests, the following
thresholds are cumulatively met:

(1) each related party debt-to-equity ratio
cannot exceed twice the value of the
direct equity investment made by such
related party in the Brazilian recipient
company; and
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(2) the overall indebtedness, considering all
forms and terms of financing, whether
the loan agreement is registered or
not before BACEN, cannot exceed
the same proportion in relation to the
aggregate amount of the direct equity
investments made by all related parties
in the Brazilian recipient company.

Any excess of the limits imposed by
the law will be deemed an unnecessary
expense for the Brazilian company’s ac-
tivity, and non-deductible for income tax
purposes.

Establishing a Company in
Brazil

Business organizations in Brazil are
regulated by the Civil Code® and by the
law of Sociedades Anonimas (literally,
“anonymous societies,” but the better trans-
lation is “corporations”).>! The Code and
the law embrace the universal principle
that a legal entity is different from its part-
ners, meaning that the entity’s assets do
not belong to its partners, and such assets
may be used only to cover responsibilities
attributable to the entity.’? The Civil Code
uses the word “sociedade” for all of types
of business organizations that have more
than one partner. The word “companhia”
(“company”), however, applies exclusively
to the sociedades anonimas. In the Code’s
context, probably the most appropriate
translation for “sociedade” is partnership.
Recently, the Civil Code was amended
to include an individual company called
“Empresa Individual” (loosely translated as
“individual enterprise” or “individual busi-
ness”).33 In any case, from the perspective
of a foreign investor, only the “sociedade
limitada” (limited partnership) and the
“sociedade anonima” (corporation) have
relevance.

A partnership in Brazil is deemed to exist
from the date its articles of organization
are recorded with the Junta Commercial
(Commercial Board). Each Brazilian state
has a Commercial Board, but the statute
that regulates them is the same: Law No.
8,934 of 18 November 1994. While the
regulations of business entities are set forth
either by the Civil Code or the Law of the
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Corporations, recording the articles of or-
ganization of a partnership is regulated by
another law and a series of regulations of
the Commercial Boards themselves. That
explains why it takes at least thirty days
to record articles of organization before a
Commercial Board in Brazil.

Among other requirements, foreign part-
ners must appoint a legal representative
resident in Brazil with the power to receive
service of process and represent the com-
pany before the government authorities.
The legal representative is the person who
signs, on behalf of the foreign partner, the
articles of organization of the Brazilian
company and all of its amendments, as well
as any other documents pertaining to the
entity’s business. The appointment is made
by a notarized power of attorney (“POA”).
If the POA is issued in a foreign country,
it must be “legalized” at the respective
Brazilian Consulate, translated by a trans-
lator accredited by the Commercial Board,
and recorded at the Notary Public for the
Registration of Titles and Documents. In
addition, there is also a requirement that
the foreign investor resident abroad prove
its/his/her capability of doing business by
providing certain personal documents (in
the case of individuals) or corporate docu-
ments (in the case of business entities).

The articles of organization of a to-
be-formed Brazilian partnership must be
signed by the partners and two witnesses
and, among other things, must set forth
the partners’ qualifications and positions,
the subscribed corporate capital, the cor-
porate bodies, the elected managers, as
well as other matters related to the entity’s
business. Amendments to the articles must
observe the same requirements.

The name by which the business organi-
zation will be identified must be researched
at the Commercial Board and must comply
with the principle of novelty; it cannot
use a previously registered name, and the
name must be sufficiently distinctive such
that it cannot generate any confusion with
existing names. The entity’s name is an
asset of the entity, and its exclusivity is
protected by Brazilian law. As mentioned,
trademarks, industrial designs, utility mod-
els and patents already registered abroad or
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already being used by the foreign investor,
and which will be used in Brazil, must be
registered with the INPI in order to ensure
exclusivity. Moreover, in order to receive
royalties from the Brazilian entity, the
foreign investor must enter into a license
agreement with it and record the agree-
ment with the INPI as well. Remittances
of royalties are taxed, a topic covered in
the next section.

Contrary to most states in the U.S., where
a business organization can be formed
without any specific business purpose
(“any and all lawful business” being the
general purpose), in Brazil the entity’s
business purpose (for some reason called
the “social object”) must be spelled out in
articles of organization, and the entity will
not be allowed to do business out of its
stated purpose. A business organization can
apply for a license with any of the regula-
tory Brazilian agencies only if its articles
of incorporation list as its social object the
one regulated by the specific agency. For
instance, and this certainly comes under
the meaning of Custo Brazil, if an entity
does not list among its business purposes
the act “importing goods,” even though the
entity is a distributor of the same goods, it
will not able to obtain a license to import,
unless it amends its articles of organization
to include “importing that certain specific
type of goods” as one of its business pur-
poses. Amending an entity’s articles of
organization in Brazil is as complicated as
the initial filing.

The Limited Partnership

The name and certain similarities not-
withstanding, the Brazilian limited part-
nership is different from a limited liability
company in the U.S. To begin, the capital of
a limited partnership is divided in quotas,
there are no membership certificates and
the articles of organization set forth the
capital contribution of each partner (not
“member,” as in the U.S.). Each partner’s
liability is restricted to the value of his/her/
its quotas. There is no stipulated minimum
capital, and the increase or reduction of
the partnership’s capital must be reflected
in the articles of association. If the capital
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is increased, in order to avoid the dilution
of the partners’ quotas, the Civil Code
provides for the first right of refusal of the
existing partners, which is proportional to
the percentage of their quotas. The partner-
ship’s capital can be reduced when there are
irreparable losses, or the existing capital is
excessive.

The Civil Code does not provide for dif-
ferent classes of partners, and the capital
contribution cannot be provided through
services,** although it does not necessar-
ily need to be made through cash. The
partners can deliberate as they wish re-
garding the distributions of profits and
losses.* Deliberations on certain matters
enumerated by the Civil Code require the
approval of three-quarters of the quotas
representing the partnership’s capital (for
instance, amending the articles of associa-
tion, merger, dissolution, etc.). Other mat-
ters require approval by half of the quotas,
while certain others can be decided by the
majority of the partners attending a meet-
ing.’¢ The qualified quorums cannot be
diminished by the partners, although they
can be increased. Resolutions can be taken
during meetings (reunides) or assemblies
(assembléias), as provided by the articles
of association.

A meeting may be attended by any num-
ber of partners, and an assembly can be
installed only on first call with a minimum
number and on a second call with any
number of the partners. When there are
more than ten partners, resolutions must
necessarily be taken during an assembly.
Written notice of the meeting or assembly
must be provided unless all the partners
attend or state, in writing, that they are
aware of the place, date, time and agenda.
Limited partnerships must hold at least one
yearly assembly, on or before 30 April, to
deliberate on the partnership’s accounts and
to resolve matters about the balance sheets
and the financial results.’

As a rule, limited partnerships do not
need to audit and publish their financial
records, except if they are large-sized com-
panies; i.e., those that, in the preceding
fiscal year of the preparation of the balance
sheets, reported total sheets above R$240
million or an annual gross income higher
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than R$300 million.

Limited partnerships may be managed by
one or more senior managers, partners or
non-partner managers. The senior manag-
ers are appointed by the partners and may
be designated in the articles of association
or in another corporate document. There is
no minimum or maximum mandate period
for the position of senior manager, and the
partners may, at any time, remove him/her
from office.

Vis-a-vis a corporation, the limited part-
nership is simpler and less formal with a
more flexible structure and reduced costs,
which makes it appropriate for foreign
partners with one common controller. If,
however, the partnership is controlled by
different groups of partners or if it has plans
to issue debentures, subscription warrants,
commercial papers and other securities and
stock, then adopting the corporate format
makes more sense. Moreover, a limited
partnership cannot engage in certain busi-
ness, such as banking and other financial
activities.

Business companies have the obligation
to maintain bookkeeping records of the
business they take part in, presupposing the
organization of an accounting department
with duly certified professionals. Book-
keeping has several purposes: management
assessment; support for third parties’ infor-
mation interests; and surveillance of com-
pliance with mainly fiscal legal obligations.

Corporations

Corporations are entities whose capital
is divided into shares and whose partners’
liability is limited to the issuing price of
their respective shares.*® Corporations can
be publicly or closely held, and the public
ones are regulated by the CVM. As a gen-
eral rule, no minimum capital is required.
As a prerequisite to forming a corporation,
a minimum of two shareholders must sub-
scribe and contribute at least 10% of the
capital. The law does not use the expression
“articles of organization” for a corpora-
tion; only the word “bylaws” (estatutos) is
used. The rules differ for public and private
corporations but, in any case, the bylaws
must be filed with the state’s Commercial
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Board.?* Usually, a capital increase is done
by amendment of the bylaws, and existing
shareholders have right of first refusal. The
corporation’s capital can be reduced, as can
the limited partnership’s, due to certain
losses or excess of capital.

Brazilian corporations can issue com-
mon, preferred or fruition shares, with or
without nominal value. If the shares have
nominal value, the issuing price of new
shares cannot be lower than the nomi-
nal value of the existing shares. Common
shares guarantee to holders the right to
vote, while preferred shares have deter-
mined preferences or advantages, such

as priority in receiving dividends or in
receiving capital repayment. The number
of non-voting preferred shares, or those
subject to restriction to vote, cannot be
more than 50% of the total of the shares
issued.* The fruition shares are those that
result from the amortization of either the
preferred or common shares. According
to Law of the Corporations, Article 44, §
2°, amortization is an early distribution to
the shareholders, without reduction in the
corporation’s capital, of certain amounts
that could be distributed to them in case of
the corporation’s liquidation.

As a mandatory minimum dividend, the

STEP-BY-STEP PROCESS FOR THE FOREIGN INVESTOR
TO SET UP A BUSINESS IN BRAZIL

l

Appointment of a Legal Representative domiciled in Brazil.
!
POA notarized and further legalization in the respective
Brazilian Consulate.
!
Foreign investor’s documents notarized and further legalization
in the Brazilian Consulate.
!

Sworn translation of the POA and the other documents in Brazil;
registering the sworn translation with the Notary Public for the
Registration of Titles and Documents.

!

Business entity must appoint a manager domiciled in Brazil.
Definition of entity’s purpose, als well as its name and address.
Determination of entity’s capital - tlaach partner’s capital contribution.
Drafting articles of incorporaiion and further filing with the
respective Commercial Board.

!
Register of foreign capital with BACEN.
!
Obtaining the foreign partners’ federal tax 1.D. number.
!
Registering |.P. and recording license agreements with INPI.
!

Filing for the Brazilian entity’s tax I.D. number (“CNPJ”), as well as its
licenses and permits; filing with the applicable regulatory agency.
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law provides the percentage of the net prof-
its set forth in the bylaws or, if the bylaws
are silent, at least 50% of the net profits
minus certain adjustments.!

As a general rule, the resolutions of a
corporation are taken by the absolute ma-
jority of votes (50% + one vote of the valid
votes of the shareholders who are present,
excluding the annulled votes), with certain
exceptions listed in Article 136 of Law of
the Corporations, such as the amendment
of the corporation’s bylaws and the reduc-
tion of the mandatory minimum dividend,
which require at least 50% of the corporate
shares that have the right to vote. The
shareholders may conclude agreements
among themselves regarding the purchase
and sale of their shares, right of first refusal
to purchase from one another, the exer-
cise of their right to vote or their power
of control. The corporation must observe
the agreements when they are filed in the
corporation’s headquarters* and, in case of
breach, these agreements are enforced by
the Brazilian courts.

A corporation is managed by a Board
of Directors and by Executive Officers, or
only by the latter if there is no Board of
Directors. The Board of Directors is elected
by the Shareholders’ General Assembly,
and the Executive Officers are elected by
the Board of Directors. If there is no Board
of Directors, the Executive Officers must
be elected by the Shareholders’ General
Assembly. A Board of Directors with at
least three directors is mandatory in public
corporations and optional in private ones.
The members of the Board of Directors
must be shareholders of the corporation
and do not need to live in Brazil.

The Executive Officers are responsible
for representing the company and manag-
ing its business. There must be at least
two executive officers, shareholders or
not, who reside in Brazil. The executive
officers have a mandate up to a maximum
of three years.

Corporations shall also have an Audit
Committee, with a minimum of three and
maximum of five members, and with equal
numbers of replacements, shareholders or
not. There is certain confusion regarding
the Audit Committee because it can be per-
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manent if there is a provision in the corpo-
ration’s bylaws; if not, it can be convened
by request of the shareholders.* Regardless
of the existence of the Audit Committee,
the financial statements of corporations
must be audited by independent auditors.
Last but not least, corporations—public
and private—must publish, both in an of-
ficial gazette and in a newspaper of wide
circulation in the place where they have
their main offices, the minutes of their
meetings and any other resolutions that
may affect third parties.

Taxation in Brazil: the Basics

Brazil has a multitude of taxes, generally
levied one on top of the other in a cascade
effect (efeito cascata), effectively making
the government a risk-and-investment-free
majority partner in most businesses. For
instance, 54% of the final price of a car
manufactured in Brazil consists of taxes of
all sorts. On imported products in general,
taxes make up an average of two-thirds of
the final prices. To illustrate, on an import-
ed product the initial tax basis is usually
its CIF value. Applied on top of that is the
import tax, then the IPI, then the customs
expenses, then the ICMS, then PIS, and
COFINS due on the import. Upon customs
clearance, the cost of the good may be more
than double the original CIF value.

As a consequence, many business enti-
ties must employ accountants and CPAs
and have tax, labor law and corporate at-
torneys on retainer—obviously adding to
operating costs.

The Brazilian federal tax system is han-
dled by the Secretaria da Receita Federal
do Brasil (“RFB”), whose latest incarna-
tion was created by Law No. 11,457 of
16 March 2007. The RFB is the Brazilian
equivalent of the IRS, and on paper it
is under the authority of the Ministry of
the Economy (Ministério da Fazenda).
Similarly, states and municipalities have
their own agencies. The main taxes can
be divided into the four following groups:

l. Federal Corporate Income
Taxes.

For tax purposes, there is no distinction
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between domestic and foreign investors. A
company is considered to be domestic if it
has been incorporated under Brazilian law
and is domiciled in the Brazilian territory.
As noted, Brazilian law requires the com-
pany’s effective management to be present
physically in Brazil. Brazilian companies
are taxed on a universal basis, and the
profits generated by a foreign subsidiary or
branch must be included in the December
31 financial statements of the Brazilian
entity in the year in which the profits are
earned, regardless of an effective dividend
or profit distribution.*

In certain other circumstances, such as
the liquidation of a Brazilian company,
foreign profits may be subject to Brazilian
tax before December 31. Brazilian tax law
provides that a subsidiary’s financial state-
ments must be prepared according to its
local commercial legislation and translated
into Brazilian currency. Consolidation of
profits and losses of foreign companies,
in principle, is not authorized for Brazil-
ian tax purposes (except for branches of
the same entity located within the same
jurisdiction if certain conditions are met).
Losses incurred by the Brazilian entities
through a foreign company may not be
used to offset Brazilian profits. But if the
foreign profits are subject to income tax in
the country in which the foreign company
is located, the Brazilian parent company is
entitled to a tax credit in Brazil, subject to
certain limitations.

Brazil has two federal corporate income
taxes: the corporate income tax (“IRPJ”),
and the social contribution on the net in-
come (“CSLL”). There are no state income
taxes. Part of income tax collected, how-
ever, is transferred from the federal govern-
ment to the states and municipalities.

The IRPJ is levied on business net
income at a rate of 15%, plus a surtax
of 10% on annual income that exceeds
R$240,000.00 per year or R$20,000.00
per month. According to Law No. 9,430
of 30 December 1996, taxpayers may opt
to calculate the IRPJ quarterly or annually.
If the IRPJ is calculated quarterly, it is also
payable quarterly. A 15% rate is applied
over the quarter’s net income, plus 10%
surtax on net income exceeding R$60,000
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per quarter.*

The CSLL’s purpose is to fund social and
welfare programs, and it is paid in addition
to the IRPJ at a rate of 9% of income; for
financial institutions, private insurance and
capitalization companies, the rate is 15%.
The overall income tax rate, considering
the maximum rate for the income tax (15%
+ 10 %) plus CSLL, is currently 34%.

There are basically three methods of
calculating the IRPJ and the CSLL: (1)
actual profit; (2) presumed profit; and (3)
arbitrated profit. Note that a business whose
annual gross income is under R$2.4 million
may elect to be taxed under the “simple
system.”¥’

(1) Actual Profit System: The net tax-
able income is equal to the entity’s net
book profit, which is determined by ap-
plying Brazilian GAAP. Businesses are
required to maintain appropriate account-
ing records, an income tax book and the
supporting documentation along with the
respective calculations. Dividends received
from other Brazilian entities and revenue
from investments in other companies are
generally excluded from taxable income.
Losses can be carried forward indefinitely
(but cannot be carried back), subject to a
maximum 30% off-set of the annual tax-
able income. Non-operational losses may
be carried forward, but they can be used to
off-set only non-operational profits, such
as capital gains.

(2) Presumed Profit System: A business
may elect to be taxed under the presumed
profit system when all of the following
conditions are met: (a) its total revenues
in the preceding year were lower than
R$48 million; (b) the business is not
obligated to file its taxes under the actual
profit system (for examples, factories
and financial institutions);*® (¢) it did not
earn any foreign profits, income or gains,
either directly or through foreign subsid-
iaries;* and (d) it does not qualify for an
exemption or reduction of the corporate
income tax.’® The business must make
the election at the beginning of each year,
and the choice can be renewed every year.
The election is valid for both corporate
income tax and social contribution tax on
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profits.>! Under the presumed tax regime,
the taxes must be calculated and paid on
a quarterly basis.

The presumed profit is calculated by ap-
plying a predetermined percentage, which
varies according to the activity of the tax-
payer, to the gross sales. The total amount
of capital gains, financial revenue and other
revenue are then added to this presumed
profit base. Finally, the corresponding tax
rates are applied to the presumed profit.*
For instance, the rate of tax on income
from revenues derived from the sale of
products is 8%, while the rate of tax on
revenues derived from services is 32%. For
CSLL, the percentages are 12% and 32%,
respectively.”

(3) Arbitrated system: Under certain cir-
cumstances, where the taxpayer does not
comply with certain accessory obligations,
either under the actual profit or the pre-
sumed profit systems, the RFB may arbi-
trate profits. If the gross income is known,
the taxpayer may pay the arbitrated tax
under the rules of the presumed profit but
usually at higher rates, and eventually the
RFB adds penalties. The income tax paid
on the arbitrated profit is final and cannot
be set off against future payments.>

Il. Gross Revenue Taxes: PIS
and COFINS

PIS (“Program for Social Integration”)
and COFINS (“Contribution for the Fi-
nancing of Social Security”) are federal
taxes levied on gross revenues on a month-
ly basis, and they can be cumulative or
non-cumulative. Since their creation, PIS
and COFINS were levied, respectively,
at the rates of 0.65% and 3% for most
of the business activities, and generated
a cascading effect because there was no
credit mechanism. Law No. 10,637 of 30
December 2002 changed the PIS, and Law
No. 10,833 0f 29 December 2003, and es-
tablished new rules for the COFINS. As a
consequence, the PIS rates were increased
to 1.65% from 0.65, the COFINS to 7.6%
from 3%, and a credit mechanism was cre-
ated. Therefore, the PIS and COFINS lev-
ies on a business entity’s gross revenues
are non-cumulative, with a combined rate
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of 9.25 percent.

lll. Indirect Taxes: IPI, ICMS,
and ISS

The IPI (manufactured products tax) is a
federal tax levied on the importing and the
manufacturing of goods.’ The IPI must be
paid either by importers, manufacturers, or
entities legally treated as manufacturers.*®
The applicable rate varies with the product
and its classification in the IPI tax rates
table (“TIPI”).”” Contrary to most other
taxes, whose rates cannot be increased in
the same year that a decision to increase
them is made, the IPI’s rates (as well as
the IOF’s) can be increased at any time by
government decree (something that has
been done frequently).

The ICMS (tax on the circulation of
goods and on certain services) is a tax
levied by the states and the Federal District
on the circulation (and not necessarily the
sale) of goods and on the rendering of
services of interstate and inter-municipal
transport, as well as communication ser-
vices, “even though the operations and the
rendering of the services start abroad.”*® By
express provision of the Constitution, the
ICMS is also levied on imported goods.*
While technically the ICMS is not a sales
tax, every manufacturer, distributor, and re-
tailer of almost every type of goods, as well
as providers of those certain services, must
pay the ICMS® and pass the cost along to
the consumer. Most Brazilian consumers
have no idea how much the ICMS costs
them, because invoices and receipts usually
indicate only the total price of the good, not
the amount of the ICMS.

Certain goods and services are ICMS
exempted, such as books, newspapers,
magazines, goods bound for export, leased
goods, etc.®' The rates vary from 7% to
25%, according to the product or whether
the transaction is interstate or intrastate.
On interstate transactions, the rate is 7%
for certain regions and 12% for other ones.
Transactions within the same state range
from 17% to 19%, depending on the state,
but sales of cars, communication services
and electricity are subject to 25% ICMS.

Each state has its own ICMS Regula-
tions, and as an incentive to attract invest-
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ments, certain Brazilian states offer ICMS
tax reduction or exemption on certain prod-
ucts, which may vary according to the type
of merchandise, type of taxpayer, type of
operation or type of service rendered. In
order to avoid what is called a “fiscal war”
among the states, there are certain restric-
tions regarding benefits and incentives that
the states may offer. In fact, incentives can
be offered only by consensus among all of
the Brazilian states through an entity called
CONFAZ. Many states (especially the less
industrialized), however, are known for
ignoring the CONFAZ and offering ben-
efits considered unconstitutional by other
states (the more industrialized). In these
cases, lawsuits seeking the declaration of
the unconstitutionality of those benefits are
brought by the latter states against the for-
mer and recently, in a single day, the STF
voided twenty-three regulations created by
certain states to attract investments to the
detriment of other states.®

The ISS (services tax) is a tax levied by
the municipalities and the Federal District
on the services enumerated in the list at-
tached to Complementary Law No. 116 of
31 July 2003. The tax is levied on the price
of the service, and its rate varies from 2%
to 5%, depending on where the service is
provided, where the service provider is
located, and the type of service. As with
almost all Brazilian taxes, the ISS also ap-
plies on the import of services,** although
the export of certain services is exempted.

IV. Other Federal Taxes:
Import Tax, IOF, CIDE and
Withholding

There are several other taxes; some are
addressed briefly below.

The import tax is a federal tax levied on
imported goods. The applicable rates can
be found in the TEC (the Mercosur Com-
mon External Tariff)®* and vary according
to the product and its country of origin.

The IOF (“Tax on Financial Operations™)
is a federal tax levied on credit, exchange,
insurance and securities transactions made
through financial institutions.®® The tax
also applies to transactions in gold and
includes inter-company loans. Like the IP],
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IOF rates may be raised by decree of the
federal government and become effective
immediately. The tax basis varies accord-
ing to the taxable event and the financial
nature of the transaction.®’

The CIDE (“Contribution for Interven-
tion in the Economic Domain”) is another
protectionist tax that was created by Law
No. 10.168 of 29 December 2000 ostensi-
bly to stimulate the technological develop-
ment of the Brazilian industry. The CIDE is
levied at a rate of 10% on payments made
by Brazilian entities to non-residents in
the form of royalties, technical assistance,
technical and administrative services, etc.®

Income tax withholding applies to cer-
tain domestic and international transac-
tions. Generally, in domestic transactions
(e.g., certain payments to service providers,
payment of salary in excess of a certain
amount, incomes from financial invest-
ments) the withholding tax is a prepayment
of the income tax on the individual or
entity’s final tax return. On the other hand,
payments made to nonresidents are subject
to income tax withholding in Brazil and
are usually final. The rates depend upon
the nature of the payment, the residence
of the beneficiary, and the existence of tax
treaties between Brazil and the country
where the beneficiary is located. Most
common rates range from 15 to 25% and,
as a general rule, income paid to residents
of low tax jurisdictions® is subject to a
25% withholding tax.” Currently, subject
to certain limitations, remittances to non-
residents are exempt from withholding in
several cases (e.g., dividends, interest and
commission on export financing and on ex-
port notes; interest on certain government
bonds; rental fees for aircrafts and ships;
sea and air charter; demurrage, container
and freight payments to foreign companies;
and international hedging).

V. Tax Treaties

Although Brazil has signed tax trea-
ties to avoid double taxation with various
countries,”! the existing treaties offer only
limited opportunity to reduce or eliminate
withholding taxes on payments abroad.
Most of the treaties currently in force have
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tax-sparing clauses.”

Notably, Brazil has not signed a tax treaty
with the United States, notwithstanding the
significant efforts of entrepreneurs from both
countries since the 1960’s. In any case, there
is an administrative regulatory measure that
allows the deduction of the income tax ac-
cording to the principle of reciprocity.

Conclusion

Brazil has come a long way since the
extreme nationalism of the 1950’s and 60°s.
Brazil has opened its market to foreign
products, restructured the foundations of
its economy and solidified the civil power.
There is still work to be done, however, to
improve the ease and cost of doing busi-
ness there. Foreign investors have many
opportunities in Brazil, but they should
be aware of the inherent difficulties and
prepare accordingly.
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