

  




  

    [image: Tax Residence in Brazil : an effectiveness analysis of the rules for individuals]

  




  

    [image: Tax Residence in Brazil : an effectiveness analysis of the rules for individuals]

  




  

    [image: Tax Residence in Brazil : an effectiveness analysis of the rules for individuals]

  




  




  

    [image: Tax Residence in Brazil : an effectiveness analysis of the rules for individuals]

  




  




  

    [image: Tax Residence in Brazil : an effectiveness analysis of the rules for individuals]

  




  

    1




    Introduction




    The treaty celebrated between the Austro-Hungarian Empire and Prussia in 1899 was the first international treaty expressly concerned with double taxation.1 At the turn of the century, double taxation was both an old phenomenon based on the government’s simple desire to increase tax collection without considering the burden borne by the taxpayer and a new phenomenon resulting from the economic growth and rising industrial complexity. International double taxation was placed in this second category.2




    Power to tax, an idea inspired by debates involving sovereignty arising from international law, was grounded on the relationship between the state and its citizens and resulted in two theoretical proposals.3 The first theory stems from the idea that the limits of sovereignty coincide with the boundaries of the general exercise of power, which includes the power to tax. Thus, the power to tax would be a logical consequence of the extension of the state sovereignty over everything subject to its authority or that derives from its authorization, finding limits only in the sovereignty of another state. The second theory takes a more pragmatic stance and justifies the tax incidence by the simple ability of the sovereign state to do so. Based on the idea of control, taxation arises as a consequence of the exercise of sovereignty concerning economic events over which the state has the power to interfere.




    At the domestic level, the two theoretical proposals mentioned above would have the same result since all the elements that led to wealth generation subject themselves to the same authority. However, when such a process results from the economic interaction of agents and factors of production submitted to different authorities, new choices must be made about how taxation should take place, which triggered the development of two narratives. On the one hand, a vision emphasized the agents keeping the wealth produced and their connection to a particular jurisdiction. This idea resulted in a discourse holding that the tax incidence should occur where the taxpayer has a formal connection. On the other, there was a view highlighting the elements responsible for the process of wealth generation and the possibility for the state to exercise authority over them. From the confrontation of these two views, the field of international tax law developed the well-known residence versus source duality.




    This economic view that we could call realistic (since it opposes the formalism of the previous one) includes legal elements (enforcement of the rights to wealth) in determining the geographic location of the wealth to be taxed.4




    Since the first report of the four economists to the League of Nations in 1923, international income taxation has relied on the concepts of residence5 and source as a nexus to allocate taxing rights in cross-border transactions. Following the fundamental assumption that one jurisdiction should not tax the foreign income of non-residents without a connection to that jurisdiction6, most countries have incorporated these concepts as nexus in their international tax treaties. The typical tax treaty contains an article that establishes restrictions on the nature of the connecting factors adopted by the intervening States, which, when not observed, lead to the illegitimacy of taxation. However, the actual definition of the term “resident of a Contracting State” is left to the domestic legislation of each Contracting State, thus respecting their sovereignty. Therefore, the treaty provision would limit access to the convention to who is a resident, operating the acquisition of residence by remission to domestic law. This ingenious provision enables certainty and flexibility for all countries. At least, it seemed so.




    Relevance of the concept of residence for income taxation




    Before entering what will be the main object of reflection, it is necessary to specify that, under the prism of Tax Law, the term residence may refer to several relevant functions both in domestic and conventional law.




    At the domestic law level, the residence is classically presented as a subject connection element, delimiting, on the one hand, the extension of the taxing power of the State, and on the other hand, in a stricter sense, the very geometry of the legal tax relationship7.




    In simple terms, in the first case, the residence assumes a principled configuration and appears associated with the idea of universal taxation or unlimited tax liability. The State has the right to tax the income its residents obtain within and outside its territory. In the second case, the residence appears to play an essential role in shaping the legal relationship. In the field of Personal Income Tax (PIT), it is even revealed as the decisive criterion for identifying taxable persons, setting aside other criteria such as nationality. There is a structural bipartition between residents and non-residents. In practical terms, the applicable legal regime of taxation is determined according to the individual’s residence.




    At the conventional level, and focusing on double taxation conventions, the residence simultaneously defines the personal scope of application and distinguishes the contracting states’ positions to apply regulatory rules on the power to tax and the elimination of double taxation.




    The linking of the principles of source and residence to the ability to pay, while legitimizing both in the face of International Law, implies that source and residence do not have an arbitrary meaning; instead, they are criteria for assessing that ability to pay. In other words, the search is not for residence or source per se but for an element that indicates a sufficient connection with the State (economic relevance), the residence or source indicators of that relevance.8




    Having specified the relevance of the residence in the formatting of the national and international legal and tax system and considering the brevity imposed in this present work, we opted for taking a realist approach rather than offering an additional dogmatic framework.




    The personal perspective (a bureaucrat in a professional master course) is unavoidable and consists of a fundamental premise of this work. Nonetheless, recognizing the actor’s perspective is not the same as defending academic arbitrariness, but just considering that the location in the field constrains the observation of its objects. Hence, the positions assumed will affect the perspective about the field and the issues considered relevant for the debate, which express themselves through the research questions. It is important to clarify two attitudes that will directly influence choosing the theoretical foundations of this work.




    The first attitude relates to this work’s scientific utility so that it must offer something useful for the benefit of international tax scholars.




    The second attitude concerns the preoccupation with this work’s social utility, in the sense that this thesis must repay the investment of the taxpayers who financed it.




    Ultimately, the premise is that it is possible to give a reasonable answer to social concerns both from a conceptual and a pragmatic perspective.




    Tax residence is a subjective connection element that, insofar as it indicates political or economic allegiance and ability to pay, legitimates the allocation of income taxing rights to the residence country, regardless of the location of the source of that income (worldwide tax)9.




    The mobility of production factors due to the evolution of transport, information and communication technologies, and the development of economic activities without the need for physical presence in the client’s jurisdiction created challenges for applying tax residence rules. On the one hand, the non-characterization of residence can lead to a breach of tax isonomy with residents in countries where economic activities are carried out. On the other hand, obtaining resident status in a country makes it possible to reduce the tax burden through access to domestic tax incentives and its network of tax treaties.




    It is not just about artists and athletes with a worldwide presence, but about several professionals who already offer their services without needing a physical presence in their client’s country. In this sense, provision of services has been replacing employment in several economic sectors, and remote performance, with virtual delivery of products and services, has also been replacing the physical delivery of products, reports, data, and information.




    The mismatch between legal definition and evolving reality implies uncertainties when determining tax residence in unforeseen situations that have become common in recent years. One extreme situation is the digital nomad, who may pose questions about the reliance on the tax residence of individuals as the safe anchor for attributing taxation prerogatives.10




    Despite recognizing the mismatch, the current international tax debate11 seems to have focused on developing rules for the allocation of profits among tax jurisdictions, forgoing a review of the conceptual basis of such regulations. Most national and international legislative improvement initiatives have also focused on including certain cross-border income and profits in the scope of taxation, not worrying about the possible conflict of such inclusions with the connection element of tax residence. There are, however, a few noteworthy exceptions, such as the initiatives to reform residence rules in Norway12, the United Kingdom,13 and Australia14.




    Brazil is no exception to this background. The first PIT law was enacted in 1922 and had a schedular nature.15 The relative isolation from its neighbor countries implied that cross-border situations would take a while to become a relevant issue. Decree-Law 5,844/1943 and Law 3,470/1958 seemed more concerned with operational aspects of tax collection than defining tax residence itself.




    Following economic growth in the 1970s, Brazil regulated the international flow of people to its territory. The Statute of the Foreigner16 (Law 6,815/1980) was in force in Brazil for 37 years until it was repealed by Law 13,445/2017. In the very first articles, it was proposed that the legislation would be governed by the “national security, institutional organization, political, socioeconomic and cultural interests of Brazil of Brazil, as well as the defense of the national worker” (Art. 2, Law 6,815/1980). These elements, therefore, were the main pillars of the legislation, which was conservative.




    The terms used to refer to immigrants were “foreigner” and “clandestine” (those who entered the country without authorization17). At the time, one of the only means of entry and stay in Brazilian territory was a visa (transit, tourist, temporary, permanent, courtesy, official and diplomatic). This way, we can highlight the impediment of regularization in the national territory18. In that context, when the visa validity expired, if the immigrant had not requested an extension in due time, the immigrant needed to leave the country, regularize, and enter regularly. Besides the impediment of migratory regularization, the legislation also restricted full political participation and the right of association to immigrants, especially membership in unions.




    Even though the Statute of the Foreigner was received by the Constitution of 1988, this legislation was in profound disagreement with the primacy of human dignity established as a pillar of the Brazilian legal system. Thus, starting in 2016, driven by the mobilization of civil society, Law 13,445/2017 was enacted, known as the Migration Law.




    The major innovations of the law were: the expansion of the scope of the law, the access of immigrants to fundamental guarantees, the terminological change from “foreigner” to “immigrant,” the non-criminalization of migratory flows, the rejection and prevention of xenophobia and xenophobia and racism, the protection of vulnerable groups, as well as the insertion of the crime of promoting illegal migration.




    The Migration Law, by suppressing the concepts of permanent and temporary visa and introducing a broad concept of temporary visa and the residence permit, changed the normative basis for applying the concept of a resident. Unlike the Statute of the Foreigner, the Migration Law makes no distinction between nationals and foreigners, recognizing that international mobility is a human right.




    Despite the labor and social security implications of expatriate worker mobility, this study focuses on the taxation aspects of individual income. The discussion about the compatibility of payroll deduction at the corporate level and income taxation of employment is also set out of scope.




    Against this background, this work makes a case for a need to review the Brazilian individual tax residence rules because they are not effective in the sense that they are unnecessarily complex for simple situations, they are challenging to apply in complex situations, and they lack due consideration to costs of compliance and administration. This work is divided into three parts. First, it presents an overview of how selected countries define their tax residence. Second, it describes the current individual tax residence rules in Brazil and demonstrates how such rules create uncertainties observed in case law and administrative practice related to the qualification of a taxpayer as a resident or non-resident of Brazil. Third, it presents a proposal for updating the Brazilian individual tax residence rules to overcome such drawbacks and checks the integrity of the proposal in terms of the three-factor effectiveness mentioned above.
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