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1 INTRODUCTION 

 

Our main objective in the present essay is to address the important aspects of the 

sales and use tax system adopted in the United States of America at the state level, 

hereinafter referred simply as US SUT, and the value added tax levied on consumption 

adopted in the Brazilian states, specifically in São Paulo state, that will be identified simply 

by the acronym ICMS VAT. We expect to achieve this goal using as little tax jargon as 

possible, so that a broader range of readers can profit from the ideas discussed within. 

Also, law concepts and regulations regarding the American taxation system and the 

Brazilian one shall be used to a minimum extent, not to overwhelm the reader leading to 

additional confusion that the subject, by its own nature, has enough of already. 

Through the analysis of US SUT and ICMS VAT tax structures, their changes in the 

course of history, their advantages and disadvantages, and drawing our conclusions not 

only on theory but also on empirical data and facts, we expect to propose 

recommendations for the ICMS VAT that could improve its mechanics and lessen the 

overall burden on both tax administrations and taxpayers. 

Although the taxes analysed are somewhat different in their nature, we believe that 

they share similar problems arising from the federalist government system applied in both 

countries, some of which seem less harmful in the American tax system. 

 
 
 
Keywords: tax system, consumption tax, value added tax, retail tax, federalism, subnational 
taxation, VAT, subnational VAT. 
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2 BASIC ASPECTS OF ICMS VAT AND US SUT 

 

As we begin our study on two of the most commonly used tax systems based upon 

consumption, the first task is to explain them briefly and state their differences and 

eventual similarities. 

A sound definition on tax on consumption is presented by Schenk and Oldman 

(“Value Added Tax – A comparative approach” – Cambridge University Press 2007) as “tax 

on goods and services that are acquired by individuals for their personal use or 

satisfaction”, and generally “does not include goods and services that are physically used or 

incorporated by business in the production or distributions of goods or in the rendition of 

services”, also known as business inputs. 

Taxes on consumption, for the purpose of this work, are those taking the ad 

valorem tax form (even though the ICMS VAT has a particular characteristic that will be 

explained later), meaning taxes expressed as a percentage of the sales price or assessed 

value. For the sake of distinction we will discuss the case of excise taxes, usually computed 

on a per unit method, as little as needed. 

In the dawn of the consumption taxation era, especially in Europe, governments 

started to impose tax on business turnover, directly computed over gross receipts. This 

incipient tax on consumption, levying the tax on all sales, led to a phenomenon often 

referred to as cascading, pyramiding or simply tax-on-tax: As the inputs of a given business 

already have been taxed upon their selling from the supplier to this business, when the 

latter sells its products taxes are collected again, on top of the amount already exacted. The 

taxation theory baptised this outcome as a “cascading effect”, and the taxes showing such 

behaviour are called cumulative taxes. 

Because of the cascading effect of the so called cumulative taxes, businesses are 

induced by the tax itself to vertically integrate its operations. This is an highly undesirable 

effect from an economic point of view especially when spread over an economy, due to the 

high coordination costs, difficulty in switching from suppliers, lack of quality control 
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especially in the early stages of production, stronger tendency to monopolization of 

markets, and less opportunities for economies of scale, among others. 

In the early 1920s, the history of consumption taxes changed. The early value added 

tax ideas brought up by an entrepreneur of high calibre named Dr. Wilhelm von Siemens, 

would forever separate the realm of single stages cascading consumption taxes (such as 

the US SUT) from that of multistages value added taxes (as the ICMS VAT). However, the 

value added tax had to wait roughly another 30 years to become a reality through the 

hands of a French tax official, Maurice Lauré, that implemented the first VAT in 1954. 

Brazil was one of the first countries that adopted the system at its very early stage, 

through an amendment to the Constitution at the end of 1965. This amendment then led 

to the creation of the National Tax Code in 1966. (Law 5,172 published in 10/25/1966). 

Brazil remains today one of the few countries having a VAT tax levied at a subnational level. 

(India and Canada are other examples). After almost fifty years, the Brazilian states VAT has 

been disfigured to the extent it can barely be called a value added tax, proving that a new 

tax reform is urgent. 

Today, VAT adoption has spread all over the globe: 

 

(Source: OECD – www.oecd.org – Global Forum on VAT) 
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After this brief tax history, necessary to demonstrate that both taxes discussed 

share the same root in the need to tax consumption, we move to define the US SUT as a 

cumulative (thus imposing taxes on previously levied amounts) ad-valorem consumption 

tax, levied on the sales of goods and services by 45 American states and the District of 

Columbia. Five American states have no US SUT, although in these states local taxes are 

imposed. The rate of the SUT has a wide variation, and the tax is imposed at the retail level. 

There are exemptions in the SUT system, for example typical transactions where the tax 

should be due, but is not charged, such as inputs bought by businesses, purchases made by 

entities holding a certificate of exemption as in the case of charitable or religious entities, 

and purchase of food and prescription medicine for equity and social purposes. The use tax 

portion of the US SUT is simply put, the sales tax due and not paid by a seller from another 

state, imposed on the buyer by the law of its residing jurisdiction. 

The ICMS VAT is a multi-staged ad-valorem value added consumption tax levied on 

sales of goods (including electricity) and services (transport and freight extending farther 

than the municipality, communications and all other services not taxed at the municipality 

level). As all value added taxes, the ICMS VAT prevents the cascading effect by means of 

allowing the companies to offset their VAT tax liability with VAT credits accrued when they 

pay for the inputs of their production. If credits exceed the liability (typically the case for 

exports, which are exempt from the ICMS VAT), a refund is provided under certain 

circumstances and a formal request to the tax authority. 

São Paulo state’s ICMS VAT, as part of the Brazilian tax system, faces great 

challenges related to sub-national value added tax, especially due to cross-border trade 

internal to the nation and between registered businesses that claim against the state 

credits accrued in other states. Several times these credits have doubtful legitimacy, are 

beyond possible checking or simply are bad credits resulting from fraud. 
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3 US SALES AND USE TAX: 

 

3.1 History and current trends in US SUT 

 

American states Sales and Use Tax is considered today one of the most important 

sources of revenue for the states, if not the main source. The American model of a retail 

sales tax was used in many countries prior to the widespread adoption of value added tax, 

but it is important to consider some important differences between a general consumption 

tax and the US SUT.  

First, US SUT has a much smaller tax base than a theoretical consumption tax, due 

to many exemptions. These exemptions are created by the tax authority aiming to solve 

some drawbacks of the US-SUT such as its regressive character (i.e. unfairness with respect 

to imposing an unbearable burden to the poorest), its enforcement and compliance issues 

(difficulties do comply, collect and enforce – on the taxpayer side as well as on the tax 

authority side), and its negative effect of the cost of inputs to businesses. Exemptions, even 

though justifiable, reduce the tax base eliminating consumption transactions that should 

otherwise be taxed such as services, food, clothing, and drugs. It must be pointed out that 

due to the political influence of powerful business groups, many unfounded exemptions 

are created, eroding the tax base beyond acceptable levels.  

At this point it is relevant to explain that the American taxation system relies on 

selective retail taxes on consumption, the excise taxes being the most outstanding one. 

Excise taxes are simply put, those taxes applied to particular products (such as alcohol, 

tobacco, gasoline) and are usually computed as per-unit value instead of an ad valorem 

rate. For instance, excise taxes on cigarettes are calculated in cents per package, and those 

on gasoline are assessed in cents per gallon. As per our understanding, excise taxes are 

especially important to compensate for negative externalities in the economy, and also 

could be used to mitigate the regressive aspects of consumption taxes, if levied over luxury 

items. 



7 

 

Even though the US Census Bureau infographic reproduced below shows total 

revenue of taxes levied on consumption including selective sales taxes (such as excise taxes 

on tobacco or alcoholic beverages) on the total amount, the importance of the US SUT is 

still beyond a shadow of a doubt. From the recent US Census Data, US SUT accounts today 

for nearly one third of total states’ revenue (30.1%), and when computed together with the 

selective sales taxes, constitutes slightly less than half of the total revenue. 

 

(Source US Census Bureau: www.census.gov)  

 

From a historical perspective, the US SUT has its origin in the early 1930s, as the 

years following the great depression had states struggled to find a way to finance 

themselves during that time, and compensate the revenue losses from other types of taxes 

http://www.census.gov/
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that occurred during the Great Depression. Since then, SUT remained extremely important 

for the governments of most states, mainly because it is a non-income based method of 

taxation. Only five states do not levy a general tax across the whole state: New Hampshire, 

Oregon Montana, Alaska and Delaware. 

The infographic below depicts the importance of the US SUT tax in coping with the 

budgetary demands of the American states: 

 

(Source US Census Bureau: www.census.gov) 

 

The SUT system in the US is a rather complex one, especially considering the 

existing lack of coordination between jurisdictions. However, efforts have been conducted 

recently to try solving this matter. One important step has been the SSUTA – Streamlined 

Sales and Use Tax Agreement, that is trying to reduce the cost and administrative burdens 

on the collection of the sales tax, addressing the issues that arise from retailers operating in 

multiple states, along with those operating as remote sellers without the so called “physical 

presence” in the buyer’s state. The nexus concept and the issues arising from the Supreme 

Court decision in the famous Quill v. North Dakota case will be discussed further in the text. 

SSUSTA resulted from the Streamlined Sales and Tax Project (SSTP) led by the 

National Governor’s Association (NGA) and the National Conference of State Legislatures 
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(NCSL) in the fall of 1999 to simplify sales tax collection. Leaders from the NGA and NCSL 

are members of the Advisory Commission on Electronic Commerce that was created when 

the Internet Tax Freedom Act was passed. This commission was convinced that sales tax 

dating back to 1930 would not be appropriate for the reality of the 21st century. So the 

“commission” urged tax administrators to develop a simpler, business-friendly sales tax 

system, by means of tax law simplification, better administrative procedures and with the 

use of technology the goals pursued regarding the simplification of the system are uniform 

tax definitions, uniform and simpler definitions, uniform and simpler exemption 

administration and rate simplification. 

 

3.2 Tax base, taxable sales and purchases, rates, collection and compliance in the US SUT 

 

Taxable base, or simply SUT tax base, refers to the amount over which rates are 

applied to calculate de tax amount due. However SUT tax bases in the American system do 

not equal the total consumption expenditures, and as previously mentioned, this is an 

important difference between the American tax model and the general consumption tax 

model presented by taxation theory. 

In recent years some factors have caused severe change in the taxable base, all of 

them related to misuse of tax administration policies or simply to dramatic changes on the 

economic environment. These factors include attempts to tax services, abusive political use 

of exemptions, and technological changes (including online sales of goods and services, 

usually in cross-state operations). SUT has been especially vulnerable to base erosion due 

to the growth of internet commerce, and policymakers are pursuing improvements in the 

tax structure to achieve the goals of economic efficiency, equity and simplicity. 

As a result, several states have expanded their base towards taxation of small 

services, but have left exempt important industries such as healthcare, construction, and 

professional services, leading to losses of significant revenue. Brazilian states and American 

ones alike, apply the same rule that goods are always taxed unless otherwise noted, 

whereas services are exempt unless they are specifically enumerated. The discussion 

remains as to which services should be taxed, because in both countries there is consensus 
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about the importance to tax services and raise state revenues with a broader tax base while 

maintaining a low tax rate. 

Also, states offer incentives on certain groups or businesses or people, creating tax 

exemptions on normally taxable items, either on a permanent or temporary basis. 

It is our opinion that tax exemptions on the US SUT, regardless if established having 

in mind an equity concern or to encourage business location decisions, ought to be avoided 

because they have severe undesirable effects on the neutrality of the tax and they are not 

by any means a proper path to seek equity or the mitigate the regressive nature of an 

indirect tax, especially a consumption one. 

Moreover, due to the lack of the credit framework provided by the value added tax 

model, the US SUT tax system uses general exemptions for production inputs (business 

purchases), although none of the states completely exempt all business purchases from US 

SUT. These exemptions usually take place on purchases of materials used in production, 

utilities expenses, manufacturing equipment and machinery and even research and 

development The exemption method will be treated further ahead, as we will discuss the 

methods to avoid the cascading of a tax. 

Regardless of existing consensus in taxation theory on the undesirable effects of the 

misuse of exemptions, tax administrations in the US as well as in Brazil face a serious 

challenge to maintain tax base, standing against powerful lobbyist, and keeping tax rates as 

low as possible. It must be clearly understood that giving in to excessive exemptions and 

establishing higher rates to compensate for the loss in tax revenues is a path that will lead 

to certain loss in revenues and increase in tax complexity. 

Having discussed the tax base issues, it is important to understand the US SUT as a 

dual mechanism, or a system with two components. The first and widely known is the retail 

sales tax, or simply sales tax. The second is the compensating use tax (in short just use tax). 

But both are imposed on the same tax base, but in different circumstances. 

The sales tax are typically ad valorem and are levied over the final selling price of 

taxable goods and services, and state and local laws require the in state retailers to collect 

and remit the tax to the respective tax authority, as long as they have nexus with such 
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jurisdiction, (i.e. some minimal physical presence), according to the US Supreme Court 

decision in the Quill vs North Dakota case. 

The use tax could be defined as a mechanism created to impose equal responsibility 

to vendor from states other than the local jurisdiction one. In that case items purchases 

outside but consumed within a given jurisdiction are taxed by the local authority as long as 

they have not been originally subject to sales tax, or have been taxed under a lower tax 

rate. Interestingly, the amount due in this case is the result of the differential, lower tax 

rate in a very similar mechanism applied in the Brazilian state tax system. In the Brazilian 

case, as states provide credit for taxes paid in other states, consumers are typically 

responsible for paying a similar use tax on goods purchased out of state.  

In the centre of the discussions regarding the sales and use tax, stands out the 

famous Quill vs. North Dakota case that is explained below. 

In 1992 the U.S. Supreme Court said in Quill vs. North Dakota that Congress has the 

power under the Commerce Clause to create a level playing field for local merchants. So 

Quill Corp. vs. North Dakota became an important United States Supreme Court ruling 

concerning taxation. Quill Corporation, an office supply retailer (selling office equipment 

and stationery) incorporated in Delaware without physical presence in North Dakota 

(neither a sales force, nor a retail outlet) had a licensed computer software program that 

some of its North Dakota customers used for checking Quill's current inventories and 

placing orders directly (the company sold through catalogues, flyers, advertisements in 

national periodicals, and telephone calls as well). North Dakota attempted to impose a use 

tax on Quill, which was struck down by the Supreme Court. The North Dakota Office of 

State Tax Commissioner was unsuccessful forcing Quill to collect and pay use tax on sales 

shipped into the state and delivered through post and common carrier. 

Through this decision, the Supreme Court ruled that a business must have a physical 

presence in a state for that state to require it to collect sales taxes. However, the court 

explicitly stated that Congress can overrule the decision through legislation which has not 

occurred so far.  
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After the Supreme Court decision, that considered the tax compliance burden for 

remote vendors to be excessive, although the use tax mechanism embodied in the US SUT 

has its conceptual beauty, aiming to prevent residents from avoiding the payment of the 

sales tax locally by purchasing items over the phone or online, the use tax has proven to be 

almost impossible to enforce, with the exception of some few business purchases. 

US SUT rates vary across the USA As we can see in the table below, but in general 

their magnitude is still quite low when compared to Brazilian tax rate on consumption, that 

can reach 25% or even more: 

 

(State and Local Sales Tax Rates as of 1st January 2014) 

The rate of tax in most cases is a single one, imposed across the state. And this is 

probably the main reason why the state tax system is considerably straightforward 
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compared to the SP state one. Even though there are local taxes levied along with the state 

tax, the single tax rate on the state’s side is an important feature of the American system, 

leading to a simpler compliance with resulting lower costs. Some states still have lower 

rates on specific transactions, but in exceptional cases. 

Nevertheless the American system is quite non-uniform and complex, because of 

the combined state and local jurisdictions imposing taxes that create an array of different 

tax rates, and occasionally different tax bases as well, which is of special concern for 

business taxpayers operating in more than one jurisdiction. 

This local governments, mainly cities and counties (local municipalities), impose an 

additional SUT rate in addition to the state tax rate, and this has started almost together 

with the state tax itself. Although it is not the purpose of this work to discuss the local tax in 

depth, we will address its issues if they are relevant to the understanding of the SUT. We 

will demonstrate how the local tax is computed, using the New York state as a proxy for the 

American taxation model. 

American states have been raising taxes as a result of an ever narrowing tax base. 

Nevertheless, some factors limit this upward movement: Americans have a strong tax 

aversion sentiment that comes from the colonial period and the taxes imposed by the 

British crown. Also there is considerable competition from neighbouring states that apply 

lower taxes, especially when one considers the ever growing on-line commerce. And it is a 

broad consensus that SUT suffers from the inherent complexity of applying an archaic tax 

structure to an increasingly mobile economy thus incurring in huge loss due to the growth 

of remote sales. 

Some argue that, after the Quill vs North Dakota case, there is reasons to believe 

that Congress will be more amenable to granting nexus (and so overruling the Supreme 

Court decision) if states lower their compliance burdens, and this would be pushing states 

toward simplifying their tax burden overall. 

As long as retailers have physical presence within a state (i.e. nexus) they are 

required to collect and remit sales taxes. In that sense, retailer charges the customer at the 

point of sale, collecting the tax immediately and then remitting the amount to the state 
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according to a payment schedule. In this case compliance is made easier to ensure because 

of the indirect nature of the tax, and consumers do not take part at the process. 

The collecting process of the use taxes is somewhat different. In such case, states 

require both individual taxpayers (i.e. a person, a consumer) and business taxpayers (i.e. a 

retail store) to assess, calculate and report the use tax to the appropriate authority. 

Business taxpayers that are routinely audited for compliance with both sales and use tax, 

tend to comply. On the other hand individual taxpayers compliance has been somewhat 

difficult to achieve. Huefner and Hibschwieler relate the low compliance levels to “little 

awareness of the tax obligation, no clear mechanism to pay it, and no effective means of 

administration and enforcement by the state”. 

The lack of compliance on the use tax has not become a relevant issue until the 

boom in electronic commerce over the internet across states, countries and continents, 

which has been a challenge for all tax authorities around the world. And surely an even 

more pressing theme for countries such as the United States of America or Brazil, where 

states are free to establish different levels of taxation. 

Just to show the importance of e-commerce, according to US Census Bureau U.S. 

manufacturers reported e-commerce shipments were $3.0 trillion in 2012, up 10.5 percent 

from a revised $2.7 trillion in 2011. Total shipments were $5.8 trillion in 2012, up 5.0 

percent from a revised $5.5 trillion in 2011. U.S. merchant wholesalers including 

manufacturers’ sales branches and offices (MSBOs) reported total e-commerce sales of 

$1.8 trillion in 2012, up from a revised $1.7 trillion in 2011—an annual increase of 5.5 

percent. Total sales increased by 5.0 percent to $6.8 trillion in 2012 from a revised $6.5 

trillion in 2011  U.S. retailers reported e-commerce sales  were $227 billion in 2012, up 14.7 

percent  from a revised $198 billion in 2011. Total sales increased by 5.1 percent to $4.3 

trillion in 2012 from a revised $4.1 trillion in 2011. 

In spite of the states’ effort, evidence is abundant showing that the vast majority of 

taxpayers are non-compliant when it comes to report and pay the use tax. Some will argue 

that compliance will remain extremely low due to very limited possibilities for detection, 

while others believe that such tax is simply impossible to enforce. Our opinion is that unless 
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there is a common tax authority in charge of cross-state transactions (the federal 

government, for instance) there will be no easy way out of the problem. 

 

3.3 US SUT tax administration 

 

American states face several challenges to accomplish the task of tax 

administration. First, there is huge and growing number of businesses that have to file US 

SUT tax returns, most of them quite small, which limits audit to not more than 

mathematical checks. Second, exemptions increase the tax administration burden, as they 

vary from tax free situations to fully taxed ones, auditors having to tell one from the other. 

Telling weather a given business used an exemption rule correctly, using a valid 

exemption certificate or selling a product to which the tax law grants such treatment is also 

considerable complicated in practice. And sometimes would require to trace a given sold 

item to its final destiny, to make sure it has been applied as a input in exempt businesses, 

until finally subject to taxation in the last sale operation to its final consumer. 

Of course a broad base with a single rate would be easier to administer not only for 

businesses but also to tax administration, but in the United States and in Brazil alike, reality 

is a system with multiple and partial exemptions. Empirical literature on taxation of 

consumer purchases advocate that even if states continue to tax business-to-business 

operations, a broader base with lower uniform rates would be more efficient and would 

encourage economic growth. 

In order to demonstrate the main characteristics of the US SUT system, we enclosed 

below a sample of the NY tax authority tax return form used for the monthly filers, as this is 

the only situation comparable to the ICMS VAT case. This will be important in 

demonstrating the main difference between the two systems. (In US it is still possible to file 

in a non-electronic form, for the ICMS VAT model we will use the actual result of the tax 

returns filled, extracted from an Internet-based software)  

It is evident that relying on a rate that in principle is not related on the kind of 

product sold, simplifies the tax return. The business will basically separate taxable sales 

from non-taxable sales then it will declare taxable purchases (the use tax portion of US 
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SUT) and afterwards it will apply the current rate of the SUT. This rate will eventually be 

different from one local jurisdiction to another, due to local taxes, but for a given business 

it will be fixed. 
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As previously stated, the taxpayer can apply the tax rate due at its jurisdiction by 

checking on the publications provided by the tax authority, and thus apply the rate to its 

taxable totals (sales and purchases). 

 

Below we enclosed one of the publications issued by the New York tax authority, 

where the taxpayer can follow up on the total local sales taxes in order to comply with the 

tax law. 

 

It is clear that even for businesses opting to provide their tax return in a paper form, 

instead of an electronic form, it is relatively straightforward to comply. 
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Obviously the bookkeeping is simpler than the ICMS VAT because there is less 

control of the inputs, even though some credits can be claimed. An extract of the Tax 

Bulletin demonstrating the minimum requirements regarding recordkeeping is below. 
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At this point, we believe we have covered the broad lines of the US SUT system, 

making it possible to compare its mechanics to the ICMS VAT system, to which we will 

devote our efforts now.  
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4 SÃO PAULO STATE GOODS AND SERVICE VALUE ADDED TAX (ICMS VAT) 

 

4.1 History and current trends in the São Paulo state ICMS VAT. 

 

As part of the Federative Republic of Brazil, the State of São Paulo is allowed under 

the Constitution to levy taxes on consumption. The Brazilian Constitution differently than 

the American one, is much more detailed, establishing several rules to limit and control the 

freedom of States to create new taxes, or to change the existing ones. Presently, the ICMS 

VAT has to comply with the following conditions, as determined by the article 155: it has to 

be non-cascading or non-cumulative and it can only be levied over any operation where 

goods are sold or transferred (referred in the Brazilian law as circulation of goods), over 

transport services between cities and states, over communications and over electricity bills. 

The Constitution tax chapter has other technical aspects, but they are not essential to our 

analysis and thus lay outside the scope of this essay. 

The ICMS VAT system applied today by the São Paulo state has evolved since the 

beginning of VAT history, as we mentioned before, as a result of Brazil’s pioneer position in 

the adoption of the VAT worldwide in 1965. Sadly these changes have created increasing 

problems in the economy, and the situation has worsened with frustrated attempt to 

reform the tax system over the course of the last almost 50 years. 

The ICMS VAT in its origin was intended to address the problem of practical tax 

barriers created by the different sales taxes levied on interstate sales in the pre ICMS VAT 

era. At that time, with different rates among states and a cascading tax scheme, free 

movement of goods in the country was impossible. Pursuing equity in revenue collection 

among states, the ICMS VAT was a reasonable solution, as the mechanics of the tax, 

allowed that part of the revenue remains in the poorer states when operations where 

performed between registered businesses. Simply put considering that the mechanics of 

the value added tax will be detailed ahead in the text, the less developed states, when 

selling goods to the wealthier portions of Brazil levy the tax at a slightly higher rate when 

compared to the same operation occurring in opposite direction. As the invoice based 
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credit method allows the registered businesses in all states to claim this tax previously paid 

and informed in the seller’s invoice, the wealthier states bear a higher burden when 

compared to the poorer regions. 

After successive changes, the ICMS VAT has been transformed entirely. Its 

characteristics today hardly resemble those of a pure VAT system. The states in a desperate 

quest to raise revenue, created several exceptions to the ideal VAT, in such a way that 

today the state’s tax systems has along with a VAT tax , a single stage tax over production 

(calculated and imposed at the factory level and based on a method of tax anticipation on 

future retail operations whose value is defined upon mark-up percentages set by the tax 

authority), and single stage taxes on oil product (such as gasoline and diesel), electricity and 

communications consumption. 

Clóvis Panzarini, a former head of the São Paulo state tax authority, stated in his 

articles published in 2010 and in 2014 that the ICMS VAT, as part of the Brazilian taxation 

system, was aiming to increase taxation regardless of its cost to society and its burden to 

the companies, harming the competitiveness of the Brazilian economy and ultimately 

driving low overall GDP growth and even diminishing the industry size as a whole. He 

defends the idea that a heathy increase in government revenue has to arise from economic 

growth rather than from hikes in rates. 

Especially regarding the ICMS VAT, Panzarini states that due to intense competition 

among Brazilian states to increase revenue, the same states have transformed completely 

the consumption value added tax, now widely turned into a single-stage tax through the 

adoption of the mechanism of anticipation of the final tax due at the retail level, by a 

complex calculation of the expected value added margin along the supply chain. The 

mechanism intended to be used as an exception in highly concentrated industries (cement 

for instance) has been widely spread in São Paulo state, its burden bore by industries that 

have to use capital to pay the state’s tax much earlier and through an estimated method 

that assumes a future event (the final good’s sale) as certain along with its final price. The 

system whose literal translation in English would be “tax substitution” is really a means to 
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transform the ICMS VAT in a single staged tax on production, rather than a multistage one 

on consumption. 

Panzarini finally describes the present ICMS VAT as a cumulative, complex and 

inefficient monster that represents the joy of the competing foreign firms in the Brazilian 

consumption market. 

Despite its problems the ICMS VAT has an important role in the São Paulo state, as 

the recent reports show that it accounts for 84% of the state’s tax revenue, raising R$114 

billion alone. (http://www.fazenda.sp.gov.br/relatorio/2014/janeiro/analise_receita.asp) 

São Paulo state is by far the most economically developed state in Brazil, and concentrating 

roughly a fifth of the Brazilian population, and as a result the state’s ICMS VAT collected 

accounts for a significant amount of the total ICMS VAT in the country, usually over 30% of 

national amount. 

STATES JAN/13 FEB/13 MAR/13 APR/13 MAY/13 JUN/13 JUL/13 AUG/13 SEP/13 OCT/13 NOV/13 DEC/13 TOTAL 

Acre 0,2% 3,2% 0,2% 0,3% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,0% 0,0% 0,4% 

Amazonas 1,8% 1,9% 1,9% 2,0% 2,0% 1,8% 2,2% 2,1% 2,2% 2,2% 2,4% 2,4% 2,1% 

Pará 2,2% 2,1% 2,0% 2,0% 2,0% 1,9% 2,1% 2,2% 2,1% 2,0% 2,5% 2.5% 2,2% 

Rondônia 0,8% 0,7% 0,7% 0,7% 0,8% 0,7% 0,8% 0,8% 0,7% 0,7% 0,7% 0,8% 0,8% 

Amapá 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,0% 0,2% 0,1% 0,2% 

Roraima 0,2% 0,1% 0,1% 0,2% 0,2% 0,1% 0,1% 0,1% 0,1% 0,1% 0,1% 0,1% 0,1% 

Tocantins 0,4% 0,4% 0,4% 0,4% 0,4% 0,5% 0,5% 0,5% 0,5% 0,5% 0,5% 0,5% 0,5% 

Maranhão 1,3% 1,3% 1,2% 1,1% 1,1% 1,0% 1,2% 1,3% 1,2% 1,1% 1,2% 1,1% 1,2% 

Piauí 0,7% 0,8% 0,7% 0,7% 0,7% 0,7% 0,7% 0,8% 0,7% 0,7% 0,8% 0,7% 0,7% 

Ceará 2,4% 2,4% 2,3% 2,3% 2,2% 2,1% 2,3% 2,5% 2,5% 2,4% 2,4% 2,3% 2,4% 

Rio Grande do Norte 1,1% 1,1% 1,1% 1,1% 1,1% 1,0% 1,1% 1,1% 1,1% 1,1% 1,1% 1,1% 1,1% 

Paraíba 1,2% 1,1% 1,0% 1,0% 1,0% 1,0% 1,2% 1,0% 1,0% 1,0% 1,0% 1,2% 1,1% 

Pernambuco 3,5% 3,2% 3,1% 3,1% 3,1% 2,9% 3,3% 3,2% 3,0% 3,1% 3,3% 3,2% 3,3% 

Alagoas 0,9% 0,8% 0,7% 0,7% 0,7% 0,6% 0,7% 0,8% 0,7% 0,7% 0,7% 0,7% 0,8% 

Sergipe 0,8% 0,7% 0,7% 0,7% 0,7% 0,6% 0,7% 0,7% 0,7% 0,6% 0,7% 0,6% 0,7% 

Bahia 5,2% 4,5% 3,9% 4,5% 4,6% 4,1% 4,3% 4,6% 4,2% 4,5% 6,0% 5,1% 4,7% 

Minas Gerais 10,0% 9,6% 9,5% 9,6% 9,5% 8,8% 9,8% 10,0% 9,7% 10,1% 9,7% 9,9% 10,0% 

Espírito Santo 2,9% 2,4% 2,3% 2,4% 2,3% 2,2% 2,3% 2,4% 2,3% 2,5% 2,3% 2,2% 2,4% 

Rio de Janeiro 9,1% 8,7% 9,1% 8,7% 8,1% 8,4% 7,9% 7,9% 8,8% 8,9% 8,6% 8,4% 8,8% 

Paraná 5,8% 5,1% 5,4% 5,4% 5,3% 5,1% 5,8% 5,5% 5,4% 5,3% 5,6% 6,7% 5,8% 

Santa Catarina 4,1% 3,7% 3,8% 3,8% 3,8% 3,5% 3,7% 3,8% 3,8% 3,6% 4,1% 4,5% 3,9% 

Rio Grande do Sul 6,7% 6,4% 6,4% 6,7% 6,6% 6,0% 6,5% 6,7% 6,3% 6,6% 6,9% 7,0% 6,7% 

Mato Grosso 2,0% 2,0% 2,2% 2,2% 2,0% 1,9% 2,1% 2,1% 2,0% 2,0% 2,0% 2,0% 2,1% 
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Mato Grosso do Sul 1,8% 1,8% 2,0% 1,8% 1,8% 1,7% 1,9% 1,9% 1,8% 1,8% 1,8% 1,7% 1,9% 

Goiás 3,3% 3,2% 3,2% 3,2% 3,3% 3,1% 3,3% 3,3% 3,2% 3,9% 3,2% 3,6% 3,4% 

Distrito Federal 1,8% 1,5% 1,9% 1,7% 1,7% 1,5% 1,6% 1,6% 1,7% 1,7% 1,8% 1,8% 1,7% 

São Paulo 29,8% 30,9% 34,0% 33,6% 34,4% 38,5% 33,3% 32,8% 33,8% 32,5% 30,2% 31,0% 30,9% 

BRASIL 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 

(Source: CONFAZ.) 

4.2 The ICMS VAT credit mechanism, taxable sales and rates, and tax base in the São 

Paulo’s ICMS VAT: 

 

The ICMS VAT is a value added tax on consumption, computed by means of a credit-

subtraction method based on invoices. This has led to referring to ICMS VAT as a credit-

invoice VAT. The idea, quite simple at first glance, can lead to considerable difficulties in tax 

compliance and tax administration. The tax payer, in order to calculate the total tax due in 

a given time period (usually a month) uses all the credits reported in the invoices from his 

input providers to offset the tax due on his taxable sales. Net ICMS VAT liability is simply 

the result of subtracting the input credits on purchases from the output tax on sales. 

The first issue resulting from the method is a complex bookkeeping to report all the 

credits from inputs purchased. Those credits do not decay or become void at a fixed term, 

and once they are registered on the inputs books the tax authority has no more than 6 

years to challenge its validity. After that period they are considered valid and beyond 

discussion. The second issue is that these credits reported in the invoices are subject to the 

validity of the invoice itself. An invoice to be considered valid must satisfy certain 

conditions that basically tend to ensure that the credit they bear has its origin in a fully paid 

ICMS VAT from the previous operations. As a result, taxpayers and tax authority have to 

dedicate resources, both labour and capital, to ensure that the credits claimed and audited 

are lawful. 

Taxpayers, from their perspective, have difficulties to ensure that they are buying 

from compliant registered businesses, as many times they rely on outdated information 

from the tax authority, as the databases are corrected and updated much slower than 

needed. This leads to businesses frequently engaging in commercial operations and buying 
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inputs from providers whose invoices are non-compliant and therefore unacceptable for 

claiming the credit. 

Moreover, in a true war to attract investment to the state, many tax authorities 

create granted credits based on state laws, rather than on inputs purchases, to lower the 

ICMS VAT liability artificially. Those credits that disobey not only the federal law, but also 

the Constitution, are revoked by São Paulo tax authority, leading to the imposition of heavy 

fines to the state’s businesses buying form providers from out of state that are favoured by 

illegal credits. 

This is a complex matter deserving a more in-depth study, but for the goals of the 

present work, it is enough to say that relevant insufficient ICMS VAT payment and 

collection due to fraud or simple errors derive much more from unusable and unlawful 

credits, than from lack of output ICMS VAT omitted or miscalculated on taxable sales. 

As far as taxable sales and rates are concerned, the ICMS VAT is cumbersome. Not 

only it has several different rates, but also some goods and services have their values 

reduced before applying the general rate, leading to additional artificial rates. The ICMS 

VAT has rates of 4%, 7%, 12%, 18%, 25%, among others, varying upon the kind of good or 

service sold, upon destination state, upon nature of purchaser (registered business or final 

consumer). On the mentioned reduced taxable amounts, the state’s tax code devotes 69 

articles to products and services ranging from aircraft to parenteral solutions, thus creating 

for these products lower artificial tax rates, by changing the tax base. 

The rate itself is unclear to the vast majority of the public. That is due to a definition 

of the ICMS VAT stating that the tax is part of the taxable amount. The ICMS VAT liability in 

each operation is calculated applying the tax rate over the final price of a product plus the 

tax itself. This creative yet complicated system results in real tax rate higher than the 

nominal one. Applying the concept, in a product which the final price, with tax included is 

R$100.00 and the ICMS VAT tax rate is 18%, the ICMS VAT liability would be R$18.00. The 

real product price without tax is just R$82.00. The real tax rate then is equal to R$18.00 

divided by R$82.00, or 21.95%.  
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Finally, to complicate things even further, a system meant to be used just in very 

special situations has become almost the rule of play in the ICMS VAT realm. The 

anticipation of the tax due at the end of the supply chain charged on the beginning of it. 

The tax authority in such cases defines a value added margin using statistics and imposes 

the tax by applying the rate on the good price multiplied by the value added percentage. In 

other words the state can raise the tax rate artificially just by raising the expected margin. 

This leads to other negative outcomes, two of the most important being the 

encouragement to evade the tax (because in such one step collection process, the tax due 

over all the supply chain is imposed in a single moment and thus the benefit from a 

successful evasion scheme is much larger), and the excessive burden imposed on fewer tax 

payers. As we write about this issue another fraud aiming products pertaining to this group 

of goods has been identified by tax inspectors in the state of São Paulo. Early reports state 

that the so called Elipse Operation has found the evasion scheme to have avoided the 

payment of ICMS VAT in excess of 70 million dollars  

As far as tax base is concerned, the ICMS VAT is levied over goods and some services 

provided by the taxpayer, as explained previously. Also it is levied over oil based fuels, 

communications and electricity, and the latter three have a huge importance in the state’s 

revenue, being considered “blue chips” of ICMS VAT and accounting for over one fourth of the 

total collected. 

This concentrated tax revenue actually helps to explain why tax base in the ICMS is 

continuously being eroded, as several exemptions are created and services that should be 

broadly taxed as part of the ICMS VAT are taxed by the municipalities due to constitutional 

rules, and state’s government relies on growing revenue from the called blue chips to 

compensate for not broadening the tax base. 

Exemption is a serious issue because as a whole they raise the cost of tax 

administration and compliance, mainy because of the complex identification of exempt 

situations, that might be established due to the nature of the product, the nature of the 

operation (goods sent to a showroom for instance) or depending on characteristics of the 

parties involved in the commercial relationship. Also, exemptions might lead consumers and 

businesses to choose non-taxed operations over taxed ones, or to change their buying and 
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investment priorities according to certain exemptions. All the effects combined lead to an 

undesirable effect of the tax that compromises its neutrality. 

 

4.3 São Paulo ICMS VAT collection, compliance and tax administration: 

 

As one can expect, ICMS VAT tax inspection and administration is extremely 

complicated. São Paulo state has an advanced electronic tax return system aiming to 

simplify the accountant’s task, but as we can infer from the reports seen below, complying 

with the ICMS VAT is a challenge. 

Intending to point out the major characteristics of the tax, we enclosed just the 

main four forms of the tax return. The first one is an index of all the information provided 

by the tax payer. The most important reports are numbers 2, 3, 10 and 14. The ICMS VAT 

net liability is computed in the report number 10. On one side, all inputs purchased by the 

business are informed and organized in groups according to the nature of the operation 

and the origin of the purchase (such as raw material inputs, stock for sale, electricity 

applied in the production process, and so on) and all accounted credits claimed are 

meticulously registered, together with the value of inputs. On the other side, all taxable 

sales are reported and arranged and the ICMS VAT tax due is computed, considering all the 

tax rules mentioned before, such as the nature of the operation, the destination (if inside 

the state, within the country, or for export), the correct rate to be applied and the value of 

the operation to be considered in the computing process. So far we have just mentioned 

the main report and its accessories. But the whole process has to be done one second time 

if the business operates with good that have the ICMS VAT tax anticipated, as per the 

framework we have already described. This is a true additional tax return, number 14, that 

has another inputs and outputs report, this time related only with the anticipated tax. 
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(Sample ICMS VAT Tax Return Reports Index) 

 

(Report stating ICMS VAT net tax liability, resulting from tax levied over outputs minus credits per inputs 

claimed.) 
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(Taxable output report, arranged according to several criteria with operation’s values and amount of tax due.) 
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(Inputs’ report, arranged according to nature of operation and with all accounted values for each group 

of operation and credits claimed.) 

 

As a result of the complexity, recent studies from Price Waterhouse Coopers and 

The World Bank report that Brazil rates the highest in time to comply with tax requirements 

across the world, with more than half of the 2600 hours spent in tax compliance in the 

country being spent on consumption taxes.  
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This report, entitled “Paying Taxes 2014: The global picture” compares the different 

parts of the globe in terms of tax burden, using total tax rate, number of payments and 

time to comply as proxy to the tax system complexity.  

In the infographic reproduced below, the average time to comply with taxes in 

South America is almost three times that of North America. 

 

Brazil has the highest number of hours to comply, and it is ten times the average 

global time calculated by the report. An expected result, specially taking into consideration 

the that the complexity of the São Paulo state’s ICMS VAT has other 26 states equally 
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complex systems, to which businesses having operations in any of them have to comply as 

well. 
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5 US SUT AND ICMS VAT: COMPARING THE CONSUMPTION TAX SYSTEMS 

 

5.1 Tax rate, tax computation and tax assessment 

The US SUT profits from two major characteristics that greatly simplify the 

businesses’ life as far as compliance is concerned. 

First of all, its rates do not vary as widely as in the ICMS VAT, and even when they 

vary, most of the changes come from the place where the seller is located (jurisdiction), 

when compared to other places. In another words, if there is no applicable exemption the 

US SUT rate is almost always fixed. Businesses can then foresee in a simpler manner the tax 

burden they will be subject to. Calculating the tax is straightforward and there is no need to 

complex bookkeeping to control sales at the product level, as the total sales figure is 

sufficient. It is not always necessary to control destination of goods sold, because tax rated 

do not change according to the location of the buyer, as in the ICMS VAT. 

Secondly, a strict control of inputs is not needed, mainly because businesses do not 

claim credit on a product and invoice basis, and additionally, they do not carry such credits 

from one month to the next and so on indefinitely as it would happen in an value added 

tax.  

The value added tax by its own nature demands a much more complex control of 

inputs, its credits and outputs and its debit as to compute total net liability. But ICMS VAT 

in São Paulo state with its various tax rates and having a reduced tax base for several cases, 

leads to more undesirable complexity. 

OECD in a publication named “International VAT/GST guidelines” from April 2014 

presents recommendations based on the experience of the largest group of countries 

adopting VAT taxes. The study focus on five generally accepted principles, but three of 

them are of special relevance to our discussion: 

Neutrality, which makes taxation neutral and equitable regardless of the form of 

commerce, resulting in business decisions solely motivated by economic rather than tax 

considerations. 
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Efficiency, leading to minimal compliance costs for businesses and administrative 

costs for the tax authorities. 

Certainty and simplicity, meaning that the tax rules must be clear and simple to 

understand, in order to allow taxpayers to anticipate the tax consequences in advance of a 

transaction. 

Tax rate complexity in the ICMS VAT in São Paulo does not take into account any of 

these principles in the necessary depth and breadth, leading to the conclusion that, even 

though a value added tax deriving from a staged collection process will never be as simple 

as a the US SUT, there is much opportunities to optimization of the São Paulo’s system, 

which can be achieved for instance by having a single tax rate, and no exemptions at all. 

For the sake of transparency on the tax calculation, the ICMS VAT ought to be 

improved, as the confusing mechanism of having the value of the tax be part of the good 

sold, over which the tax rate is applied can easily be abandoned. The buyer has the right to 

be clearly informed that if the rate of a given tax is 18%, the total cost of acquisition has to 

equal 118% of the price of the good. And not 121.95% as in the example we have discussed 

before. By adopting a method that is equivalent to the one applied by the US SUT, the 

principles promoted by OECD, especially certainty and simplicity would be embraced. 

There is still an interesting issue to be addressed, if one compares the Brazilian 

Confaz (a committee formed by representatives of the 27 Brazilian states to discuss special 

tax breaks, tax benefits and rates) and the SSUSTA. While the former spends time adding 

complexity to the tax system by means of establishing new exemptions or reducing the 

taxable amount for some products, which according to the Brazilian law framework is 

subject to unanimous approval by all states, the latter was conceived to spread uniformity 

across the American states that take part in it. The Brazilian Confaz could play a decisive 

role in discussing and implementing the urgent tax reforms, but rather than pursuing that 

goal, has concentrated in short term counterproductive tax changes. 

 

5.2 The cascading effect and the critical issues of the credit-invoice system: 
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In the US SUT system, exemption is used as a means to avoid the perverse effects of 

taxation of business-to-business transactions. These malicious effects include the incentive 

to vertically integrate, bringing the productions of all intermediate products into the 

company’s structure, thus avoiding taxation on inputs. Moreover, actual tax rate becomes 

much higher, depending on the degree of the cascading effect of tax levied over previously 

paid tax on inputs and intermediate products. This causes serious distortions on the tax 

system, preventing tax administration to assess correctly the vertical and horizontal equity 

of the tax structure. 

For that reason, considering that the US SUT lacks the typical credit mechanism of a 

VAT that avoids the cascading effect, in theory all business-to-business should be 

exempted. This is sometime achieved through using exemption certificates, which in theory 

is a good solution buy sometimes has led to unscrupulous taxpayers to create fake 

businesses, or to make household purchases through legitimate businesses, all to pursue 

tax evasion and abusive tax planning. 

The reasoning for exemption in this case starts with the conceptual basis of the tax - 

the sales tax is intended to be levied on consumption. Businesses produce, rather than 

consume (though they may use inputs in the process of producing). It is reasonable to 

presume that everything businesses purchase is necessary to produce and sell their 

product, regardless of whether the firm is a manufacturer, wholesaler, retailer, or service 

provider, so those transactions do not fit within the conceptual framework of a 

consumption tax. 

Taxation of business purchases cascades into higher taxes on the final product. The 

extent of cascading depends on the complexity of the production process (how many levels 

of production a good or service goes through), the tax treatment of the various business 

inputs, and the propensity to vertically integrate in the industry. 

As a result, today most states allow exemptions on sales intended for resale, on 

manufacturing equipment, on raw materials and component that will become part of a 

manufactured product. Sometimes in non-obvious purchases such as computers for 

accounting or stationery and desks exemption is not granted  
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At this point it is important to remember that in the ICMS VAT case, due to several 

postponements that prevent a particular Brazilian law to become effective, claiming credits 

originated from taxes previously levied on goods intended for use and consumption by 

businesses and unrelated to the output of the company are still forbidden. 

Our opinion is that governments as a whole, regardless of the taxation system used 

profit from the cascading effect and collect through a disguised scheme much higher rates 

than the nominal one, avoiding public criticism that would arise otherwise, if they had to 

raise the rate to accomplish the same level of revenues. 

On the discussion of exemption, as well as the establishment of lower tax rates for 

equity reasons, in order to diminish the regressive nature of the consumption tax in 

general, there is wide consensus from our research that targeted low-income tax credits, 

achievable through the income tax, is a more effective solution, rather than exemptions. 

Such regressive nature of consumption taxes is imperceptible to the majority of the 

population as it is disguised in generally small values levied in several, countless 

consumption operations spread through time, amounting in the end to a considerable 

amount of the family income. 

Ainsworth, using an intelligent analogy to the impossible trinity in international 

economic (which states that it is impossible for a country to adopt a fixed-exchange rate, 

free movement of capital and independent monetary policy simultaneously), stated that 

“No consumption tax has ever had all three of the critical attributes of a progressive 

consumption tax: a broad base, a single rate and measured relief for those in greatest 

need.” 

Considering that a broad base combined with a single rate are determinant to the 

success of a tax framework, we consider that the drawback of the regressive aspect has to 

be addressed putting in place other mechanism, such as tax credits or deductions to be 

claimed in the income tax returns. 

The importance of a single rate taxation over a broader base is such that empirical 

literature on the taxation of consumer purchases supports the policy advice offered by 

analysts defending the idea that a broad consumption tax bases with low tax rates are 
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more efficient and encourage economic growth even if the states continue to tax many 

business-to-business transactions, incurring in tax cascading. 

Just a final data on how exemptions are poorly targeted. In the American states 

typically the poorest 40% of taxpayers receive only about 25% percent of the benefit from 

exempting groceries. The rest goes to wealthier taxpayers who could more easily afford to 

pay the sales tax on groceries, had the exemption not been created. 

Moving to discuss the critical issues regarding the credit-invoice mechanism, we will 

address three problems that the São Paulo state faces on a daily basis in present times. 

First of all, there is high incidence of fraud exploiting the credit aspect of the ICMS 

VAT liability calculation process. Fraudsters are always developing new schemes derived 

from the famous missing-trader, or from the carrousel frauds, basically in order to generate 

illegitimate credits to offset the payment of ICMS VAT due. The São Paulo state tax 

inspectors have identified for example the creation of false export operations of products 

bought in other states, allowing the false exporter to use the credits on the false purchase 

of inputs (usually a 12% rate) to lower their VAT liability. In another case reported by the 

state’s tax authority, false firms (in the sense that they never existed other than in books 

and invoices) created to play the role of intermediate companies in the supply chain of soy 

products, passed on to other traders credits, but never actually paid the VAT amount 

informed in the invoices. 

Another relevant outcome from the credit system is that of legitimate exporters 

that accumulate huge amount of lawful ICMS VAT credits in their books, which result from 

the fact that their exporting operations are VAT free (a Constitutional right in Brazil) 

whereas their inputs carry credits from previous stages of the supply chain. Because these 

credits must come under scrutiny prior to become usable, both companies and tax 

administration face a colossal amount of work to comply with the rules pertaining to the 

reimbursement of accrued credits. There is work on the way to simplify the procedures in 

place, but progress has been insufficient so far.  

But the most pernicious aspect of the credit system in the ICMS VAT is the 

establishment of tax benefits in other Brazilian states creating unlawful credits that are 
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claimed against the São Paulo state. This federation problem is often referred as “Tax War”, 

has transformed the credit system into a shortcut to artificially attract industries from other 

states. It starts with a state creating a tax law that waives to an industry a certain amount 

of credit, usually as a percentage of the sales value. The immediate effect is to reduce the 

own state’s tax revenue, that will surely be imposed on the other taxpayers, because of the 

credit’s offset on the ICMS VAT liability of the favoured business. However, there is a 

second effect: that ICMS VAT value unpaid is carried to the São Paulo state’s buyer, 

through the already described credit-invoice method, as the inputs are registered in the 

buyer’s books. This illegitimate credit will damage the São Paulo state’s revenues, as the 

business claims the credits in its tax return. The aggregate tax revenue of both states 

decrease, the neutrality of the tax is compromised, and investment decisions are made 

without taking into consideration operating costs, economies of scale, infrastructural 

conditions, and existence of skilled labour. Other states counterattack, creating a vicious 

circle, and in spite of many efforts the problem remains. 

Tax incentives are common in the United States of America as well, as it is the case 

with BMW in South Carolina, Mercedes-Benz in Alabama, and Boeing in South Carolina, for 

example. True, but the point that has to be stressed is that the credit-invoice mechanism 

fuels the predatory competition among states, reaching a much more dangerous level. 

The Brazilian Supreme Court is about to finally issue a decision that apparently can 

end this predatory policy making between states, while states themselves argue on 

solutions for the problem, based on lowering the tax rate for cross-border operations. 
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6 CONCLUSIONS 

 

As one could anticipate and expect, the US SUT has characteristics that greatly 

simplify not only the tax inspection and administration process, but also tax compliance. 

This is not equivalent to saying that the American retail tax as a whole is perfect, or that is a 

model or ideal design for a consumption tax. US SUT has considerable problems in its 

structure, especially considering the increase in electronic commerce and the loss of 

revenue associated with this form of retail, arising from the use tax being almost 

unenforceable in practice. Another unwanted feature of the US SUT is the excessive use of 

exemptions, that combined with a broad range of local taxes, add complexity to the tax 

structure. 

On the other hand, as the American states’ revenue do not depend heavily on sales 

taxes, the same states can afford to have generally lower tax rates than the ICMS VAT, 

compensating the lack of revenue with income taxation. Moreover, American states use 

the state’s income tax to offset the regressive essence of the sales tax, concentrating the 

tax burden on higher income groups using the powerful tool of the income tax. 

Our impression is that the American tax system will not change towards the 

adoption of a value added tax mainly because taxpayers are often suspicious that their tax 

burden will rise with such change, and they are more comfortable with the known devil. 

Due to limitations imposed by the Brazilian Constitution, São Paulo state cannot 

collect income tax and is extremely dependant on the ICMS VAT revenues in general, but 

most of all, the state is dependent on the ICMS VAT collected over electricity and 

communications bills, and over oil products like gasoline and diesel. Also, the state has 

transformed the ICMS VAT from its ideal design to a different tax, and the scholars form 

important institutions such as the Inter-American Development Bank and the International 

Monetary Fund have stressed that the ICMS VAT has to move back to a pure value added 

tax. 

Varsano has studied the ICMS VAT in depth and defends the idea that the tax should 

have a number of different rates as small as possible, as this is the modern trend in the 



40 

 

world. Eighty percent of the countries that have adopted the VAT recently have chosen a 

single tax rate. Varsano points out that along with the excessive number of tax rates, the 

overuse of exemptions, the generalized adoption of the tax anticipation mechanism, and 

finally the cumbersome process pertaining to VAT refunds for exporters play a major role in 

moving the ICMS VAT apart from an ideal VAT. 

Mendonça, a former Minerva student has an intelligent explanation of an 

alternative for the ICMS VAT that results from the application of the Varsano ideas 

combined with the work of Bird, another specialist in subnational VAT. 

The propositions referred above are very well structured, but we dare to disagree 

with their implementation, because the result might not be aligned with the certainty and 

simplicity principle that we think should be embraced. 

We believe that ICMS VAT levied in the São Paulo state must be redesigned, with 

one single tax rate, as low as possible but imposed over all of the consumption of goods 

and services, including utilities such as electricity, water, and communications in general 

including mobile and landline telephones, and broadband internet access. 

A second step should be the implementation of some of the ideas the model 

defended by Varsano, Bird and Panzarini, through the unification of all federal taxes levied 

on production into a national VAT that would be collected by the states on behalf of the 

Brazilian Federal Tax Authority. This would be done in order to compensate for the revenue 

losses resulting from treating cross-state operations as if they were exports and exempting 

them from taxation. This last change would be important to terminate with the “Tax War” 

previously described. 

All of the alternatives proposed here face considerable political objections, as both 

states and federal government would need to compromise. Otherwise no reasonable 

agreement will be reached, and a simpler, fairer tax system will remain a taxpayer’s dream. 

 

 

  


