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    CHAPTER 1: INTRODUCTION




    Brazil has a very peculiar tax collection power distribution and revenue sharing system, that splits three way the consumption tax, giving taxation powers over goods circulation to the States, over services to the Municipalities and over production to the Union.




    The Brazilian State circulation of goods tax, whose regulations require unanimity to incentives and benefits concessions, even though the 27 Brazilian States development state are disparate, generates a “fiscal war” / State competition that costs 30 billion Brazilian Reais1 (6 billion Swiss Francs) yearly and the attempts at settling State Competition are clearly failing, while Switzerland, which has a similar political organization, seems to have a reasonable and functional system.




    This dissertation, requirement for the obtaining the title of Doctor in International Tax law, takes a case study approach to compare these two systems, specifically taxable events, financial transfer mechanisms and their rules to avoid State / Canton tax competition to assess if the Swiss system for tax collection power distribution and revenue sharing is a feasible solution to reduce the adverse effects of State tax competition in Brazil, what has never been done academically.




    In this chapter, following the case study methodology of Gummesson, Evert. (2017). Case theory in business and management: Reinventing case study research, due to the practitioner background of the author, but also influenced by the more traditional approach of Yin, Robert Kim. (2018). Case study research: Design and methods (6th ed.), the rationale and justification for the research project are presented, as background for the problem of State competition definition, followed by the research question and the conceptual framework, with the research method, the hypothesis and delimitation and editorial rules.




    JUSTIFICATION AND SIGNIFICANCE




    Brazil’s peculiar tax collection power distribution and revenue sharing system, due to several historical and political events explained in the section Brief history of the Brazilian tax collection power distribution, that splits three way the consumption tax, giving taxation powers over goods circulation to the States, over services to the Municipalities and over production to the Union.




    The Brazilian State circulation of goods tax is regulated by Supplementary Law 24 nº of 01/07/1975, which establishes that ICMS exemptions, incentives and benefits shall be granted and revoked through “Conventions”, unanimous agreements signed and ratified by every State2, as better explained in the section State convention requirement to tax incentives - Supplementary Law nº 24 of 1975.




    Less developed States defend that they need to attract business to their territories, so they bring several incentive proposals to the CONFAZ3 (National Fiscal Policy Council). Those incentives are not interesting to the more developed States, so no unanimity is reached.




    In the end, even though States celebrate plenty Conventions (in 2022 alone it was over 2004) they regularly gave tax incentives unilaterally, under the excuse that unanimity is very difficult amongst disparately developed States.




    Those incentives are usually in the form of exemption (or calculation basis reduction) in importation or interstate sale (the most notorious are FUNDAP5 in the State of Espírito Santo and PRODEPE6 in the State of Pernambuco, respectively), whose effects are easier to understand visually, as follows:
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    In the first line, it is shown that an end-user in São Paulo, importing goods through a São Paulo State port, would be subject to tax burden of 32.12%, while the second line shows that, the same situation, but using a port in Espírito Santo State with the FUNDAP program, would be subject to a tax burden of 25.60%.
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    In the first two lines, it is shown that an end-user in Paraíba, purchasing goods in a Paraíba retailer from a factory in São Paulo, would be subject to tax burden of 29.49%, while the third to fifth lines shows that, the same situation, but using a wholesaler in Pernambuco with the PRODEPE program, would be subject to a tax burden of 26.25%.




    So it is not surprising that a study from former deputy secretary of the Ministry of Finance showed that the impacts of the “fiscal war” amounts yearly to 30 billion Brazilian Reais7 (6 billion Swiss Francs).




    This is reflected in the financial situation of the States: Pernambuco had a 11,538 billion Brazilian Reais (2.5 billion Swiss Francs) deficit in the first semester of 2016, followed by a 5,333 billion Brazilian Reais (1 billion Swiss Francs) deficit in Espírito Santo8.




    As demonstrated, end-user States (where consumer are located, Rio de Janeiro, for instance) are clearly affected. They tried to fight the violations of absence of conventions through the Judiciary, however, as it will be better explained in the section Attempts at settling State tax competition prior to Constitutional Amendment 87/2015, that was not very effective.




    In this sense, trying to secure justice by their own hands, more developed States began issuing retaliation legislation that, for instance, disallows interstate credits9 or demands payment of the unpaid tax from the end-user10..




    By their turn, less developed States collectively put in place Protocol11 nº 21 of 04/01/201112. The Protocol established that in purchases by end-users not done in a physical establishment13 the tax should be calculated as the purchaser is a company14, in direct violation of the Constitution, which establishes that the tax should be calculated as an internal operation in the seller state.




    This used to generate an unsolvable problem to the companies. For instance, an e-commerce establishment in São Paulo selling to an individual in Paraíba, had to pay full internal tax in São Paulo (since this State was not a signatory of the Protocol) AND had to pay the interstate tax in Paraíba, as demonstrated bellow:
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    PROBLEM STATEMENT




    In February 2013 the company were the author used to work was caught in the middle of a “War” between two Brazilian States where it had factories, triggered by a new Decree from São Paulo State15 that could virtually disrupt the attractiveness of the Amazonas State factory and its 1,000 employees, due to conflicting Value Added Tax rules (which are levied by the States there, see Brazilian consumption tax (Value Added Tax - ICMS).




    This “fiscal war”, technically State competition, according to the study from former deputy secretary of the Ministry of Finance, amounts yearly to 30 billion Brazilian Reais16 (6 billion Swiss Francs), reflected in the financial situation of the States: Pernambuco had a 11,538 billion Brazilian Reais (2.5 billion Swiss Francs) deficit in the first semester of 2016, followed by a 5,333 billion Brazilian Reais (1 billion Swiss Francs) deficit in Espírito Santo17.




    The move to Switzerland did not impact the author’s perception that Brazil apparently was heading in the wrong direction in its attempts at settling State tax competition, as better explained in the section Attempts at settling State tax competition prior to Constitutional Amendment 87/2015 and that perception evidenced the problem to be solved by this research and its main question: is the Swiss system for tax collection power distribution and revenue sharing a feasible solution to reduce the adverse effects of State tax competition in Brazil?




    RESEARCH SUPPORT FOR THE PROBLEM TO BE SOLVED




    The topic of Tax Competition, known in Brazil as “Guerra Fiscal” (“State competition” or “fiscal war”), which is better explained in the section Brazilian State tax competition, is the objective of study of several prominent authors, such as Paulo de Barros Carvalho, Guerra Fiscal: Reflexões Sobre a Concessão de Benefícios no Âmbito do ICMS (Noeses, 2012) or Camargo, Guilherme Bueno de. A guerra fiscal e seus efeitos: autonomia x centralização. In: CONTI, José Maurício. (Org.). Federalismo Fiscal. (Manole, 2004).




    The best definition comes from Camargo, Guilherme18:




    competitive generalization between States and the Federal District, through the granting of benefits and tax waivers, to attract private investments, a conflict that occurs as a result of non-cooperative strategies of the entities of the Federation and the lack of coordination and composition of interests on the part of the central government.




    It is directly responsible for impacts of yearly up to 30 billion Brazilian Reais19 (6 billion Swiss Francs), reflected in the financial situation of the States: Pernambuco had a 11,538 billion Brazilian Reais (2.5 billion Swiss Francs) deficit in the first semester of 2016, followed by a 5,333 billion Brazilian Reais (1 billion Swiss Francs) deficit in Espírito Santo20.




    The situation is not better in Switzerland, where the topic is covered by Markus Reich, Steuerrecht (2nd ed., Schulthess, 2012) and Peter Locher, Einführung in das Interkantonale Steuerrecht: Unter Berücksichtigung des Steuerharmonisierungs- und des bernischen sowie des tessinischen Steuergesetzes (3rd Ed., Stämpfli Verlag AG Bern, 2009) and where half the Cantons posted deficits in 201521, with the situation improving recently more due to COVID transfers than to the policies themselves22.




    HYPOTHESIS AND DELIMITATION




    The starting point for this study was that several of the attempts at solving the Brazilian State tax competition problem through Value Added Tax splitting, as presented in section Attempts at settling State tax competition prior to Constitutional Amendment 87/2015, kept failing and/or being declared unconstitutional.




    The hypothesis of this study was that, perhaps with minor adjustments, the Swiss system for tax collection power distribution and revenue sharing could be applied in Brazil as basis for a tax reform, thus providing a predictive legal frame that could result in economic growth and reduce the bad effects of State tax competition.




    The study, in the Brazilian side, was restricted to the State Value Added Tax, even though, as Professor Tôrres correctly pointed out during his very kind revision of this thesis, legislative and collection powers of the other Value Added Taxes (ISS – Municipal services tax, PIS/COFINS – social contributions on VAT and IPI – federal VAT, cited on a very high level on Constitution of 1988) could and should be the object of separate studies on their own23.




    As a direct result of Professor Tôrres’ intervention, the financial aspects of these other taxes was added in the subchapter Tax reform proposals being discussed in the Brazilian Congress. Actually, the whole chapter CHAPTER 4: PROPOSAL FOR THE ADJUSTMENT OF THE BRAZILIAN VAT WITH SWISS PRACTISES was redone as per Professor Tôrres instructions.




    In the Swiss side, the study was restricted to the Cantonal direct tax on income of individuals and net profit of legal entities, even though it is known that the Municipal direct tax faces some of the same consequences.




    The delimitation was not only of a practical nature, as it would be impossible to analyze all municipal legislations and the study would lose its objectivity, but mainly to highlight and take advantage of the similar political organization with Brazil (26 Cantons in Switzerland, 26 States and a Federal District in Brazil).




    LITERATURE REVIEW




    The topic of Tax Competition, known in Brazil as “Guerra Fiscal” (“State competition” or “fiscal war”), which is better explained in the section Brazilian State tax competition, is the objective of study of several prominent authors, such as Paulo de Barros Carvalho, Guerra Fiscal: Reflexões Sobre a Concessão de Benefícios no Âmbito do ICMS (Noeses, 2012) or or Camargo, Guilherme Bueno de. A guerra fiscal e seus efeitos: autonomia x centralização. In: CONTI, José Maurício. (Org.). Federalismo Fiscal. (Manole, 2004).




    In Switzerland, the topic is covered by Markus Reich, Steuerrecht (2nd ed., Schulthess, 2012) and Peter Locher, Einführung in das Interkantonale Steuerrecht: Unter Berücksichtigung des Steuerharmonisierungs- und des bernischen sowie des tessinischen Steuergesetzes (3rd Ed., Stämpfli Verlag AG Bern, 2009).




    The author, however, did not find any studies comparing the respective systems and the historical movements leading to them, much less a case study of the feasibility of the Swiss system solving the problems brought by the Brazilian system for tax collection power distribution and revenue sharing.




    EDITORIAL RULES AND CITATION METHOD




    This dissertation adopts the style guide of American Psychological Association24 for both editorial rules and citation method, as it is regarded as the standard for social sciences publications.




    However, as the author (and probably most of the readers of this dissertation) adopt the Brazilian standard (ABNT), as required by the University of São Paulo25, some concessions were asked, as the usage of footnotes for source material or that whenever citation from other authors was used, an effort has been made to present it as “free translation” in English, even though the reference in the footnotes preferentially points towards the original source in its original language.




    RESEARCH METHOD




    This dissertation combines several research methods, influenced by the insights of Gummesson, Evert. (2017). Case theory in business and management: Reinventing case study research, which really resonates due to the practitioner background of the author:




    The war between sterile categories is counterproductive when it comes to enhancing pragmatic wisdom. I am fed up with the artificial quantitative/ qualitative research conflict. Instead, I support mixed methods research, meaning that you can use whatever paradigm, technique and language you believe will boost your chances of answering the research questions and getting useful results.




    The main scientific method is qualitative, as defined by CLARK, Rita (2022)26:




    Qualitative research is a form of information gathering that studies the ways individuals interpret their world and define their social constructs. Qualitative research incorporates non-numerical data obtained through observation, interviews, recordings, documents, case studies, artifacts, and forms to gain information and insights. Data collection is the organized process of observing and recording information gathered in research. Qualitative research is often used in the social sciences, in areas such as psychology, education, health sciences, history, anthropology, or sociology. It is also helpful in studying business models, government patterns of productivity or academics. The non-numerical data obtained through qualitative research methods can help in obtaining insight into a problem or generating new theories needing further research. The data obtained is subjective in scope. Information gathering methods are designed to understand the lives of participants without placing judgment on cultural or societal norms.




    The prominent research method is exactly the case theory of the same Gummesson, Evert. (2017). Case theory in business and management: Reinventing case study research, which was already successfully applied to the author when creating his Master’s dissertation27:




    Case study research is the traditional name of a methodology for studying the complexity of the ‘real’ world. It can include any issue which the researcher finds worth studying, for example the efficiency of an organization, the behavior of financial markets or the success or failure of a merger. It can also be about a single consumer or citizen or a community of consumers and citizens. Case study research can lead to extensive descriptions but the real contribution appears when data is analyzed and interpreted as the ground for conceptualization and theory generation, conclusions, reporting and practical application. Case theory is a broadened version of case study research and the topic of this book.




    While the author agrees with the view from Yin, Robert Kim. (2018). Case study research: Design and methods (6th ed.):




    The same approach can be used with case studies, as discussed in detail in Chapter 2. The short answer is that case studies, like experiments, are generalizable to theoretical propositions and not to populations or universes. In this sense, neither the “case” nor the case study, like the experiment, represent “samples.” Rather, in doing case study research, your goal will be to expand and generalize theories (analytic generalizations) and not to extrapolate probabilities (statistical generalizations). Or, as three notable social scientists describe in their single-case study done years ago, the goal is to do a “generalizing” and not a “particularizing” analysis (Lipset, Trow, & Coleman, 1956, pp. 419–420).




    It was felt, however, that, in order to assess the feasibility of the Swiss system solving the problems brought by the Brazilian system for tax collection power distribution and revenue sharing, the historical research method, as defined by CLARK, Rita (2022)28, was needed, as both the Brazilian and Swiss current systems were not theoretical constructions, but actually the result of literally centuries of political and social movements, translated into the original laws (primary sources) and the history books (secondary sources):




    The historical research method collects information from primary sources and secondary sources. Primary sources include all types of first-hand or eyewitness information, including original documents or eyewitness accounts. Secondary sources are descriptions or accounts by sources that were not actually present at the event. Secondary sources also include a textbook analysis of the event or theory. Primary and secondary sources both assist the researcher in contextualizing an event or theory within its historical and cultural context.




    When conducting historical research, the steps of the researcher include:




    Preliminary Research: Gathering data from primary and secondary sources




    Formulation of an idea or working hypothesis




    Analysis of sources of data: Determining accuracy, verifying events




    Analysis of the data to support or reject a hypothesis.




    Formulate a thesis statement: What was learned from the data collected?




    Writing a historical account: Synthesis of the data collected and what was learned




    Thus, to assess the historical process that culminated with the existing legal frameworks, the next chapters will present the Brazilian and Swiss backgrounds, of course with more detail in the sections Brief history of the Brazilian tax collection power distribution and Brief history of the Swiss tax collection distribution.




    CHAPTER SUMMARY




    The “fiscal war”, technically State competition arising from the current tax collection power distribution current in place in Brazil, according to the study from former deputy secretary of the Ministry of Finance, amounts yearly to 30 billion Brazilian Reais29 (6 billion Swiss Francs), reflected in the financial situation of the States: Pernambuco had a 11,538 billion Brazilian Reais (2.5 billion Swiss Francs) deficit in the first semester of 2016, followed by a 5,333 billion Brazilian Reais (1 billion Swiss Francs) deficit in Espírito Santo30.




    The starting point for this study was that several of the attempts at solving the Brazilian State tax competition problem through Value Added Tax splitting, as presented in section Attempts at settling State tax competition prior to Constitutional Amendment 87/2015, kept failing and/or being declared unconstitutional.




    The hypothesis of this study was that, perhaps with minor adjustments, the Swiss system for tax collection power distribution and revenue sharing could be applied in Brazil as basis for a tax reform, thus providing a predictive legal frame that could result in economic growth and reduce the bad effects of State tax competition.




    To analyze the feasibility of the Swiss system solving the problems brought by the Brazilian system for tax collection power distribution and revenue sharing, the research looked initially at the historical process that culminated with the existing legal frameworks, presented in the sections Brief history of the Brazilian tax collection power distribution (main topic of Chapter 2) and Brief history of the Swiss tax collection distribution (main topic of Chapter 3).




    The study, in the Brazilian side, was restricted to the State Value Added Tax, even though, as Professor Tôrres correctly pointed out during his very kind revision of this thesis, legislative and collection powers of the other Value Added Taxes (ISS – Municipal services tax, PIS/COFINS – social contributions on VAT and IPI – federal VAT, cited on a very high level on Constitution of 1988) could and should be the object of separate studies on their own31.




    In the Swiss side, the study was restricted to the Cantonal direct tax on income of individuals and net profit of legal entities, even though it is known that the Municipal direct tax faces some of the same consequences.




    The topic of Tax Competition, known in Brazil as “Guerra Fiscal” (“State competition” or “fiscal war”), which is better explained in the section Brazilian State tax competition, is the objective of study of several prominent authors, such as Paulo de Barros Carvalho, Guerra Fiscal: Reflexões Sobre a Concessão de Benefícios no Âmbito do ICMS (Noeses, 2012) or or Camargo, Guilherme Bueno de. A guerra fiscal e seus efeitos: autonomia x centralização. In: CONTI, José Maurício. (Org.). Federalismo Fiscal. (Manole, 2004).




    In Switzerland, the topic is covered by Markus Reich, Steuerrecht (2nd ed., Schulthess, 2012) and Peter Locher, Einführung in das Interkantonale Steuerrecht: Unter Berücksichtigung des Steuerharmonisierungs- und des bernischen sowie des tessinischen Steuergesetzes (3rd Ed., Stämpfli Verlag AG Bern, 2009).




    The author, however, did not find any studies comparing the respective systems and the historical movements leading to them, much less a case study of the feasibility of the Swiss system solving the problems brought by the Brazilian system for tax collection power distribution and revenue sharing.




    Finally, this dissertation combines several qualitative research methods, mainly the case theory of Gummesson, Evert. (2017). Case theory in business and management: Reinventing case study research, however, as it was felt that, in order to assess the feasibility of the Swiss system solving the problems brought by the Brazilian system for tax collection and revenue sharing, the historical research method, as defined by CLARK, Rita (2022)32, as both the Brazilian and Swiss current systems were not theoretical constructions, but actually the result of literally centuries of political and social movements, translated into the original laws (primary sources) and the history books (secondary sources), was needed.




    Thus, to assess the historical process that culminated with the existing legal frameworks, the next chapters will present the Brazilian and Swiss backgrounds, of course with more detail in the sections Brief history of the Brazilian tax collection power distribution and Brief history of the Swiss tax collection distribution.
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Protocolo 21
Sé&o Paulo to Paraiba end-user operation (Constitution)

Cost Margin Net Value % ICMSto SP $ ICMS to SP Price to PB Tax burden in SP Taxburden in PB  Effective tax burden
R$ 100,00 20,00%  R$ 120,00 18,00% R$26,34 RS 146,34 R$ 26,34 R$ 0,00 RS 26,34

Sé&o Paulo to Paraiba end-user operation (Protocolo 21)

Cost Margin Net Value % ICMSto SP $ ICMS to SP Price to PB % ICMS to PB $ ICMS to PB Price to PB Tax burden in SP Taxburden in PB  Effective tax burden
R$ 100,00 20,00%  R$ 120,00 7,00% R$9,03 RS 129,03 10,00% RS 15,55 RS 144,58 R$ 9,03 R$ 15,55 RS 24,58

(17% internal - 7% interstate)

Sé&o Paulo to Paraiba end-user operation (Effective, since S&o Paulo does not participate in Protocolo 21)
Cost Margin Net Value % ICMSto SP $ ICMS to SP Price to PB % ICMS to PB $ ICMS to PB Price to PB Tax burden in SP Taxburden in PB  Effective tax burden
R$ 100,00 20,00%  R$ 120,00 18,00% R$ 26,34 RS 146,34 10,00% RS 1555 RS 146,34 R$ 26,34 R$ 15,55 R$ 41,89
(The price was already billed in SP, so the "extra" tax falls on the seller)
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Interstate benefits
S&o Paulo to Paraiba operation
Cos Margin Net Value o PB CMS to PB  Price to PB Tax burden ax burden
R$ 100,00 20,00%  R$ 120,00 7,00% R$ 9,03 RS 129,03 R$ 9,03 R$ 9,03
Retailer in PB
Cos Margin Net Value o PB CMS to PB  Price to PB Tax burden ax burden
R$ 120,00 20,00%  RS$ 144,00 17,00% R$29,49 R$ 173,49 R$ 20,46 R$ 20,46
Total R$ 29,49 R$ 29,49
Sé&o Paulo to Paraiba operation WITH PE wholesaler incentive
Cos Margin Net Value o PE CMS to PE  Price to PE Tax burden ax burden
R$ 100,00 20,00%  R$ 120,00 7,00% R$ 9,03 RS 129,03 R$ 9,03 R$ 9,03
Wholesaler in PE
Cos Margin Net Value o PB CMS to PB  Price to PB Tax burden ax burden
R$ 120,00 0,00% RS 120,00 12,00% R$ 16,36 R$ 136,36 R$ 7,33 R$ 4,09
Retailer in PB
Cos Margin Net Value o PB CMS toPB  Price to PB Tax burden ax burden
R$ 120,00 20,00% RS 144,00 17,00% R$29,49 R$ 173,49 R$ 13,13 R$ 13,13
Total RS 29,49 R$ 26,25






