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K.W. Lege/]. B. de Souza™

Direct Foreign Investment into Brazil

Foreign Investment

Generally speaking, foreign investment in the form of stock and share investments is
effected by the acquisition of such securities, by the taking up of new issues when
further capital is raised to finance expansion or collaborative projects, or through the
formation of a new undertaking. .

The object of this paper is a close examination, by reference to the case of Brazil,
of the frequently unrecognised incipient problems encountered by the foreign investor
on the formation of a business undertaking. In that the entrepreneur meets with
basically similar difficulties with every foreign investment, the example of Brazil, which
is currently one of the most popular foreign investment locations, is therefore of gene-
ral relevance. Whilst the paper ignores corporate investment criteria, it examines the
problems relating to the organisational form, financing and taxation of foreign invest-
ment.

To the extent that the right to engage in private enterprise is legally permitted by a
country’s constitution, that right is generally granted to foreigners.! The pre-condi-
tion for business activity by a foreigner is of course submission to the law of the coun-
try of his choice. Thus, an investor is obliged to form his undertaking in accordance
with the law of the land in which he proposes to engage in business.? It is therefore
necessary to analyse the law regulating business organisations to determine the entity
form that is most favourable to the purposes of the investment.

In that the expansion of the industrial, and to a lesser extent, agricultural, produc-
tion capacity is a high priority in the economic policies of the majority of developing
countries, most of them have laws for the promotion of industry and investment.®
Hence, alongside the incentives of the home country,? those measures aimed at the
promotion of new business that are promulgated by the investee countr’s govern-
ment, are numbered among the most important financial and fiscal criteria that must
be taken into account on the setting up of a business undertaking abroad. From a legal
standpoint, the advantages granted in the form of investment incentives by the investee
countries are largely of a uniform character.’ Such advantages may be classified in
accordance with the formative stages of the enterprises and the subsequent phases of
their business activity. Incentives connected with future business expansion, or replace-
ment, offer a further basis for classification. Finally, a guarantee that the capital in
foreign businesses may be repatriated to the investor country may also be regarded as a
formation incentive.

* Dr. Klaus-Wilbelm Lege, Lawyer, Hamburg, Federal Republic of Germany, Advogado Jodo Batista
de Souza, Sdao Paulo, Brazil are grateful to Advogado Awvelino B. Schmitt, Sao Paulo, and to
Rechtsanwalt Detlev Baron wvon Linsingen, Munich, for making matevial available to us and for
checking the manuscript.



The Legal Form of Business Organisation as the Basis of a Foreign
Investment

Probably the easiest and cheapest means by which a business may penetrate a foreign
market is through the creation of an agency. A further possible means of doing foreign
business without incurring high costs is an arrangement with a domestic importer in a
potential foreign market. Neither of these methods of entering a foreign market pro-
duce recognisable investments and both have the disadvantage that the exporter to the
foreign market does not acquire his own legal status — not to mention the drawback
that the duration of the business relationship can suddenly be terminated by the retire-
ment or death of the foreign partner. They are specifically not to be recommended
when, as is currently the position in Brazil, there are stringent import restrictions.®

In Brazil the formation of a business establishment without separate legal personality
(Estabelecimento permanenete)” by a foreign requires the express consent of
the Federal Government [of Brazil] in the form of a presidential decree. Due to the
comprehensive bureaucratic requirements relating to its formation and subsequent busi-
ness activity, such an undertaking is rarely formed in Brazil at present.?

The simplest legal form of foreign investment in Brazil is therefore represented by
the formation of a sole proprietorship (Empresa individual)® by a Brazilian-domi-
ciled foreign entrepreneur. The formation of an Empresa individual is constituted by
the entry of the firm in the commercial register (Registro do comércio), together with
details of its business objects and contributed capital.’® The sole proprietor is liable
for the debts and obligations of his business to the full extent of his personal wealth.
For tax purposes, sole proprietorships are treated as corporate bodies and are assessed
accordingly.!!

A foreign investor who desires to act with Brazilian partners must form a subsidiary
company in accordance with Brazilian law'?. This can be effected in the form either
of a civil law company (Sociedade civil) or of a trading partnership (Sociedade mercan-
til).

A Sociedade civil may not pursue business activities.'®> It is a suitable form of
commercial organisation for consulting engineers, practising accountants, consultancy
firms, market research institutes and other service companies which enjoy income from
self-supporting activities. The partners may choose to have unlimited or limited liability
and their names are entered in the civil documentary register (Registro de titulos e
documentos).

A distinction is made between the limited and unlimited liability versions of the
Sociedades mercantis, which is required to be entered in the commercial register. In
Brazil, trading partnerships are treated as corporate bodies and are taxed according-
ly.

Trading partnerships without limited liability

Whilst an ordinary Brazilian partnership (Sociedade em nomo coletivo or Sociedade
. com firma)'® is subject to the same kind of statutory regulation as the German
general partnership (Offene Handelsgesellschaft), the Brazilian partnership which results
from *‘the subscribing of capital and active participation” (Sociedade de capital e in-
dustria)'® has a legal form of its own. In addition to partners who provide capital
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(sécio capitalista), as in the case of the general partnership (OHG), a Sociedade de
capital e indistria also has partners (socio de indistria), who contribute only services
to the partnership. The partners who, in lieu of capital, only contribute services are, in
contrast to the other partners, subject to limited liability so long as they neither intro-
duce capital nor act for partnership in an executive capacity.

The limited partnership (Sociedade em comandita simples)'” is, as in the case of
the German limited partnership, constituted by general partners (Socios comanditados)
and limited: partners (Sdcios comanditirios). The management and liability is regulated
as under the German statutory provisions.

The partnership limited by shares having one or more general partners (Sociedade en
commandita por agGes)lg is similar to the corresponding German form (Kommandit-
gesellschaft auf Aktien). It is not widely used.

The legally constituted forms of business organisation which do not enjoy limited
liability are not used in Brazil because the unlimited liability of the partner is not
respected. Thus, banks, for example, will generally require, as a precondition to the
granting of credit, that business organisations have the legal status either of a public
company (AG) or, of a private limited company (GmbH) with at least three share-
holders.(19) Furthermore, partnerships which engage in business are taxed in the same
way as limited liability companies.

Business firms with limited liability
Private limited company (GmbH)

The Sociedade por quotas de responsabilidade limitada® is the legal form of or-
ganisation that is most frequently chosen by the small and medium-sized foreign in-
vestor, It also offers advantages to large foreign companies. Although the Sociedade
por quotas de responsabilidade limitada can be constituted in a manner closely resemb-
ling the German private limited company (GmbH), attention needs to be paid to sever-
al of the particulars encountered in its formation and subsequent business activity.
These are briefly outlined below.*!

The company is formed by virtue of its constitution (Contrato social), the content
of which is not stringently regulated. The company comes into existence through its
entry in the. commercial register.”> The Brazilian private legal company (GmbH)
must be designated “Limitada” otherwise its members will be jointly and severally lia-
ble to the full extent of their personal wealth.® If the company’s constitution
(Contrato social) does not contain special provisions regulating majority rights, that
constitution can only be amended by a unanimous resolution from its members.”* In
contrast to the situation in Germany, a shareholders’ decision to change their com-
pany’s constitution does not require notarial verification.

The sharholders of a “Limitada’ may be Brazilian or foreign corporations or natural
persons. They need not reside in Brazil but at least one of the managing sharcholders

must live in the country or have delegated his executive authority to a resident manag-

ing director. In principle, the managing director of a “Limitada” must also be a share-
holder of the company. The constitution may contain specific limitations on the autho-
rity delegated to a managing director which have consequences for third parties.



If a close personal tie between the shareholders and the limited liability advantage
of a joint stock company is intended, the “Limitada” is the appropriate legal form of
organisation. A particular advantage of the “Limitada” compared with a sociedade

andnima is that in the case of the Brazilian private limited company certain special
minority rights may be regulated by the Contrato social itself. The minority share-
holder can be sure that, for example, changes in a company’s constitution which do
not take cognisance of his contractual rights are not recognised by the trade registry
and are thereby rendered ineffective.

Further advantages enjoyed by a Brazilian private limited company compared with
its public limited counterpart include, in addition to the greater freedom with which a
private company may be designed, simpler formation regulations and the application of
less stringent legal rules to its every day business activity, and therefore the lower ad-
ministration costs which result therefrom.*® Since, in addition, the Brazilian private
limited company is neither subject to the disclosure obligations of the public com-
panies act nor required to comply with statutory dividend minima, it qualifies as the
most preferred legal form of joint venture.

Investment Incentives as a Criterion for the Formation of Companies Abroad

Incentives affecting the formation of subsidiary companies and the early period of
their business activity, belong to the most important category of investment criteria.
The incentives may result in foreign investors being offered financing programmes or
newly formed companies enjoying tax advantages. A further investment criterion for
foreign entrepreneurs is the possibility of transferring profit.

Although a distinction is not always made in incentive programmes for business
firms between measures for the promotion of new and expansion investments, a separa-

tion facilitating systematisation should at least be attempted here.®

Financial and fiscal incentives

Investment incentives can be viewed from different standpoints; for example, from the
perspective of the institutions which implement and administer the measures in ques-
tion. Accordingly, in the case of Brazil, incentives may be classified as federal, state
and municipal measures. The federal measures relate primarily, on the one hand, to the
construction and expansion of particular sectors of the economy and, on the other, to
investments in backward regions. The state and municipal measures are particularly
concerned with the promotion of industrial objectives by the provision of industrial
estates, the granting of municipal tax concessions and long term financing.?’q
Another point of view is that investment incentives can be differentiated on the cri-

terion of measures favourable to the investor.*® In the following pages, inducements
are classified either as incentives represented by the granting of loans or tax reliefs.

At present, national incentives are granted pre-eminently to companies, the majority
of the capital of which is owned by natural persons or corporations residing in

Brazil ¢



Incentives in the form of loans

In Brazil, financing programmes supporting specific objectives and undertakings are im-
plement under national supervision.®” A number of such programmes is provided for
by the national development bank (Banco Nacional de Desenvolvimento Econémico —
BNDE). As a rule, they also include a specified percentage participation in the invest-
ment by the BNDE. An example of such a programme is the finance plan for small
and medium-sized firms (Programa de Crédito Orientado para Pequenas e Médias
Empresas — PROPEME).

In greatest demand in Brazil are loans granted from funds for the financing of Bra-
zilian-made machines and equipment (Fundo de Financiamento para Aquisicao de
Maquinas e Equipamentos Industriais — FINAME). These loans are however only gran-
ted if majority interests in both the buyer and seller of machines and equipment are
enjoyed by an entrepreneur residing in Brazil.?

Programmes for the promotion of exports, in which the Brazilian commercial banks
have made finance available on particularly attractive terms, have also been developed.

Incentives in the form of tax reliefs

The Brazilian government provides fiscal incentives to stimulate investment in basic
industries, and other industrial sectors of special importance, as well as in various geo-
graphically-disadvantaged regions of Brazil. Such fiscal policy measures provide for the
partial or full relief of taxes and refunding of indirect taxes.?®

For example, in the case of regional investments and those for the promotion of
designated sectors of the economy, the Brazilian government grants tax relief amount-
ing to 26 % of the corporation tax burden.*

(a) Promotional measures and industrial objectives

Eligible projects in the industrial sector are scrutinised by the industrial development

council (CDI), which is responsible for industrial policy, including the associated tax

concessions and incentives, and are considered for support in accordance with national

priorities.* CDI incentives include the following principal tax concessions.*?

a) reduction of import duty (Imposto de importagdo) on particular imports

b) granting of further customs preferences through the Brazilian customs council (Con-
selho de Politica Aduaneira — CPA)

c) import relief by a reduction in the industrial products tax (IPI)*

d) refunding of the IPI on the acquisition of industrial equipment

e) granting of special depreciation allowances on Brazilian equipment constituents of
fixed assets.

(b) Regional incentive programmes

To promote the industrial development of particularly backward regions, the Brazilian
federal government has set up an incentive programme which embodies the various fi-
nancial policy stimuli for these areas. The most important areas in which the incentives
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can be claimed are north east Brazil and the Amazon region, especially the Manaus
free-trade zone.**

Among other things, the following fiscal inducements are available in these areas:

a) relief from corporation tax (Imposto de Renda) of up to 50 % thereof in the case
of industrial firms that are already active in the above-named regions

b} dispensation from the payment of corporation tax for 10 to 15 years in the case of
new industrial firms that are formed in these regions®®

c) remission of corporation tax of up to 25 % in the case of undertakings which,
though not themselves resident in the above-named areas, nevertheless invest parts
of their corporation tax liability in their own or third party assets located there

d) reduction of import duty on machinery and asset imports for newly established
industrial firms in these areas if similar equipment is not produced in Brazil*®

e) industrial firms in the Amazon region which use local raw material can obtain addi-
tional tax concessions

f) in Manaus further special tax privileges related to the free trade area can be granted.

(¢) Promotion of sectors of the economy

The sectoral incentives relate primarily to fishing, forestry, tourism and mining.*?
The tax reliefs for these sectors are similar to those that are embodied in the regional
incentive schemes.

In conjunction with the support of mining activity,* undertakings receive fiscal
encouragement to increase the export of Brazilian minerals on the one hand and, on
the other, to improve the mining and processing of such minerals as have hitherto been
imported.

Investment stimuli in the form of income and transfer taxes

The basis of Brazilian tax assessment is the taxation law of 1962 (Cddigo Tributirio
Nacional).*® Taxes can be raised by the federal government, by individual states and
by municipalities. The most important tax borne by the firm, namely, the income or
corporation tax (Imposto de Renda) amounting to 30 % of taxable income, is collected
by the federal government only. All civil law corporate bodies (Pessoas juridias) domo-
ciled in Brazil are subject to the corporation tax; they are treated as independent taxable
entities. The business establishments of foreign companies are also treated as taxable
entities, as are such natural persons recorded in the commercial register, who permanently
engage in trade, or provide services, or trade professionally in real estate.

Apart from national tax statutes, a foreign investor should also take cognisance of
international tax treaties. An example is the agreement of 27th June, 1975,%° between
the Federal Republic of Germany and Brazilia for the avoidance of double taxation on
income and property. This agreement became effective on 30th December, 1975, with
the exchange of the ratification certificates and applied from 1st January, 1976.%

The taxation of distributed profit

All dividends from an investment which are remitted to entrepreneurs or undertakings
not residing in Brazil are, in addition to the 30 % Imposto de Renda and a 5 % distri-
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bution tax (Imposto sobre lucro distribuido)®?, subject to a unified withholding tax
(Imposto de Renda na fonte) at the rate of 15 % 5 Business establishments are also
subject to the 15 % withholding tax in addition to the corporation tax. >

The withholding tax is deducted only from dividends, or business profits, which are
paid, or transferred, and the restriction to 15 % is first valid as from 1st January,
1978.% In accordance with paragraph 9 of the protocol to the double taxation
agreement, the restriction on the rate of withholding tax only applies if the income of
the Brazilian undertaking is derived from so-called effective activity as defined in para-
graph 8 of the protocol. In other cases the withholding tax is at the rate of 25 %56

To prevent double taxation, a dividend paid by a Brazilian company, at least 25 %
of the capital of which is German-owned, is exempted from taxation in Germany.”
Under paragraph 8 of the protocol, the precondition is that the Brazilian company
exercises at least 90 % of the effective activity. Otherwise, under article 24, para-
graph 2, of the double taxation agreement, the principles of German taxation apply —
subject to the imputation of the Brazilian withholding tax.

If the German investor possesses less than 25 %, but at least 10 %, of the capital
with voting rights, the German tax dispensation does not apply; the dividends then
suffer German tax, subject to the imputation of the Brazilian withholding tax.%® In
this case a withholding tax of 25 %, and not 15 %, is assumed for the purposes of the
imputation procedure. The intention is the provision of a particular tax relief to stimu-
late investment. In this situation the tax concession is also dependent upon the effective
effective activity of the Brazilian operation.*®

If the German investor owns less than 10 % of the voting capital, the imputation
method also applies and a Brazilian withholding tax of 20 % is assumed — provided
the Brazilian company is effectively active to a significant degree.®

The profits of business establishments are treated like dividends and, under article
10, paragraph 6 of the double taxation agreement, are subject to Brazilian withholding
tax at the rate of 15 %.

The profits of Brazilian business establishments are, in principle, exempted from
German income or corporation tax. Such profits are however taken into account in
fixing the rate of German tax on German income (so-called dispensation with progres-
sive restriction). However, this only applies if the business establishment has substantial
regular income. Otherwise, the business establishment profits also suffer German taxa-
tion subject to the imputation of Brazilian taxes,®? in which case withholding tax at the
rate of 25 % is deducted.®®

The taxation of financial transfers

A precondition for the transfer of profits from Brazil (and also for the return of
capital) is the registration of the invested capital at the Central Bank.®* There is no
absolute limit on profit transfers in the case of registered capital. However, in addition
to the withholding tax, a progressive supplementary tax (Imposto supplementar) is
payable on excess profit transfers (net dividends) if the average of the last three years’
remitted dividends exceeds 12 % of the total of the notified foreign currency capi-
tal.*® The supplementary tax is at graduated rates of 40 %, 50 %, and 60 % on profit
transfers which respectively exceed 12 %, 15 % and 25 % of the average notified for-
eign currency capital. In that the withholding and supplementary taxes are borne by
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the dividend recipient, distributions are to be grossed up accordingly if the intention is
to remit a given net dividend.

Profits from invested foreign capital can also be reinvested and are in fact also sub-
ject to registration at the Central Bank. If a registerd reinvestment is maintained for at
least five years, it can be transferred abroad as capital free of any supplementary tax.

As a rule, royalties due from foreign-owned business establishments and subsidiary
companies cannot be remitted to parent companies abroad and may only be credited
thereto, in which case they are subject to a 25 % withholding tax. The level of royal-
ties and similar licence fees (Assisténcia técnica) remitted from subsidiary companies in
which there are Brazilian majority holdings is restricted (1—5 % of the total proceeds
of production) and, in the case of non-resident persons, royalties, etc., are subject to
the 25 % withholding rax ®

Under the double taxation agreement, the withholding tax is, on the one hand, limited
to 15 %°7 and, on the other, is extended to licensers with majority holdings.68 To this
extent licence fees from foreign-controlled business establishments and subsidiary com-
panies can be regarded as being transferable.%®

Incentives for Future Business Expansion of Replacement as a Stimulus to
the Establishment of Foreign Undertakings

When taking an investment decision, the perspicacious entrepreneur will also consider
whether, and how, his investment can be expanded or replaced in the future. A coun-
try which supports its development plans with inducements will cezeris paribus be pre-
ferred to a country which does not. Such promotional measures can include, on the
one hand, the facilitation of external financing through, for example, the granting of
loans on favourable terms and the reduction of taxes and, on the other, the encourage-
ment of internal financing through accounting policies which have tax effects.

Incentives facilitating external financing
Loan incentives

The PROPEMF;plan,TO which was mentioned earlier in connection with measures
for the promotion of new firms, also finances the expansion of small and medium-sized
companies. In addition, resources from the social Integration programme (Programa de
Integrac@o Social-PIS) are provided, principally to public limited companies, for expan-
sion and modernisation.

Projects promoted by the CDI are cligible for a financial incentive in the form of
advance financing, for example, the financing of imports and exports.™

These incentives are primarily enjoyed by companies that are controlled by Brazil-
ian-domiciled investors.

Fiscal inducemenis

The Brazilian government has passed regulations applying to machines and equipment,
‘tools, etc., that are not produced domestically but which are needed for particular
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industrial key projects.”” These regulations provide for tax relief or, under special

conditions and subject to the consent of the state president, the remission of import

duties and value added tax (IPI and ICM) on industrial products and merchandise.™
The Brazilian export trade is specially promoted by the following measures: "

a) remission of income or corporation tax on export profits”®

b) reduction, dispensation or refunding of the withholding tax on interest payments on
foreign currency loans and on commissions, etc.”™

c) dispensation of duties and taxes on imported goods, the further processing of which
contributes to the export trade

d) dispensation of the value added tax (IPI and ICM) on exports77

e) tax deductibility of outlays to the business activity of foreign subsidiaries, to parti-
cipation in foreign trade exhibitions and to advertising. ™

Accounting policy measures to encourage internal financing
Revaluation of assets

The annual revaluation of the book value of fixed assets is a feature of the Brazilian
system of inflation accounting.” Among other things, this revaluation partially coun-
tervails illusory profits because it results in higher depreciation charges.

Companies which export their production may supplement fixed asset values calcu-
lated in accordance with official revalution indices, by reference to market value so
that the depreciation charge becomes even higher. They must of course commit them-
selves to an expansion of their export activity.%

Shortening of the amortisation period

A concession in the form of the higher depreciation charges that result from a reduc-
tion in the amortisation period is also one of the promotional measures in the armoury
of the CDI. This concession applies only to machines and equipment which are pro-

duced in Brazil.®

The Repatriation Guarantee on Invested Resources as a Safeguard to Foreign
Investment

In the final analysis, the legal regulations governing the repatriation of invested re-
sources are of considerable significance to the investment decision. This being so, atten-
tion should be paid to two problem areas, namely, the admissibility under the foreign
exchange regulations of the continuous servicing of foreign loan interest and capital on
the one hand and, on the other, the repatriation of company capital on the termina-
tion or on the sale of the proprietory rights therein.
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The encouragement of foreign currency loans

Foreign currency loans which have to registered at the central bank® must be
repaid in equal instalments over the borrowing period. Withholding tax at the rate of
25% is normally deducted on the transfer of interest and, together with financing
costs can, under certain conditions, be reduced or cancelled by the finance minis-
ter.® -

Under 'article 11, paragraph 2 no. b of the double taxation agreement, the Brazilian
withholding tax is reduced to 15 %. Under article 11, paragraph 1, interest income
from Brazil is taxed in Germany. However, under article 24, paragraph 3, no. b of the
double taxation agreement, 20 % of the gross interest is attributed as German taxation
so that a supplementary financing stimulus is provided.

Capital repatriation on the termination of an undertaking or on the transfer of pro-
prictory rights

Under the profit transfer law, the transfer of capital, profits, licence fees, etc., from
and to Brazil must, together with reinvestments in Brazilian firms, be registered at the
Brazilian central bank.® If these statutory formalities are satisfied, the monetary
amount of the registerd foreign currency capital introduced can, on the termination or
sale of the firm, be repatriated from Brazil — provided that that capital is reduced by
losses sustained.

Summary of Considerations Concerning the Establishment of Undertakings
in Brazil

If, as in the case of Brazil, a country by its constitution guarantees investor property
and the right of disposal, the preconditions for contemplating investment are fulfilled.
In investment decisions in these circumstances it is primarily such economic prere-
quisites for the establishment of undertakings as, for example, the product market, raw
materials supply, potential labour supply, infrastructure, etc., which need to be exa-
mined. Such an examination should embrace federal, state and municipal investment
incentives which, in Brazil, are of substantial significance both at the level of the firm
and for economic development of the country. Above all, the financial and tax law
possibilities characterising investment incentives should be scrutinised; and most cer-
tainly from the standpoint of support for the setting up of a new business as well as
from the perspective of further investment aid for ongoing and expanding businesses.
Weighty inducements have been granted in Brazil and, of course, primarily to joint
ventures involving domestic companies controlled by Brazilian residents, as well as to
exporting companies.

Once an investment has been evaluated and vindicated from an economic standpoint,
the appropriate legal form of business organisation should be investigated. Notwith-
standing the multiplicity of legal forms of business organisation which present them-
selves, the public and private limited companies are the preponderant legal forms of
investment in Brazil. This is, in contrast to conditions in other countries, partly due to
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the fact that, in the case of Brazilian trading firms, no difference is made between the
taxation treatment of unincorporated and incorporated companies and therefore such
criteria as entrepreneur’s liability, formation procedure, statutory flexibility, disclosure
and the debt-raising capacity of a particular legal form are the foremost considerations
on the establishment of a business. In these circumstances, both the public and private
company are advantageous. The former provides capital market advantages to the

financially-s

trong investor, whilst the latter can make it possible for minority interests

to exert a strong influence on the company’s directorate by an appropriate drafting of
its constitution.
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