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Preface

During the recent and most severe
global economic crisis in more than
six decades, Brazil proved to be

a solid strong economy and has

been pointed as one of the largest
consumer markets in the world as
well as a major center of opportunities
for foreign investors.

As the Financial Times has recently
stated, Brazil “is one of the fabled
fast-growing BRIC economies —
Brazil, Russia, India and China — that
are reshaping the international order.
And as the host of the next football
World Cup and, in 2016, the Olympic
Games, Brazil has confidently arrived
on the global stage." (September 28,
2010).

This economic and political scenario
undoubtedly requires a better
understanding of the main factors that
can affect investments in the country.

The performance of multinationals
looking to get their share of this
evergrowing market depends greatly
on identifying the right opportunities
while dealing with the challenges of
operating in a foreign environment.

In this sense, this publication has

the purpose to contribute for the
improvement of the knowledge about
Brazil, especially from an economic
perspective.
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Following, you will find useful
information about the country and
the main factors that may affect the
investments taken herein.

Moreover, we hope this booklet will
provide investors and entrepreneurs
with an introduction to basic Brazilian
tax law, as well as an overview of the
principles of taxation that every savvy
business person should be cognizant
of.

Although covering many relevant
areas, it cannot of course be
exhaustive, and it is not designed
to provide the complex and detailed
information required for decision-
making on investments.

All information contained in this
booklet is valid as of June 2011. Every
effort has been made to ensure that
the information in this booklet is
current.

However, since laws change
frequently, comprehensive advice
should always be sought before
implementing any plan to invest in
Brazil.

We are looking forward to assisting
you with the handling of your
investment planning.
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There used to be a saying about
Brazil, it is the country of the future...
and will always be... But it appears
that now the future of the Country
has arrived.

Recently profiled as the “World’s
Next Economic Superpower,” there
does not to be anything, not even

a world economic crisis, that can
put a stop to the country’s growth.
The rising middle class, the strong
demographic of growth, a stable
financial environment and both a
public and private commitment to
infrastructure and financial investment
have laid the foundations to a future
that some thought would not arrive.

Over the past 3 years, 45 million
Brazilians moved into the middle
class. And, with their ascent into the
new social stratum came a world of
consumer opportunity. These new
classes “C-ers"” are buying everything
from cell phones to refrigerators, they
are using the internet more frequently
than previous “C-ers"” and they are
buying homes for the first time in their
lives. This rising consumer class is
expected to be a driving force to the
strength of the consumer markets.
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In addition to a rising middle

class, Brazil is expected to benefit
from what is being called the
"demographic bonus"” which is to say
that the current youthful population
is expected to mature over the
next 20 years. The average age of
29 is expected to increase to 34 in
2020 and to 38 by 2030- a similar
transformation to what previously
took place in the United States.

According to leading economists
CéssioTurra and Bernardo Queiroz
of the Federal University of Minas
Gerais, Brazil has the potential to
grow 2.5% per year exclusively as a
result of this demographic bonus.

The strong consumer economy is
expected to be supported with stable
economic policies. For the second
time in 2 years, Brazil has been
upgraded by the rating agencies. Early
in April 2011, Fitch gave the nation

a BBB rating, up from BBB -, their
lowest investment grade. Brazilian
Finance Minister Guido Mantega

has said that this rating reflects the
solidity of the Brazilian economy.
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To support this growth, Brazilians in
both the public and private sector are
aware that massive investments in
infrastructure are needed. Both the
government and private institutions
are investing heavily in the future of
Brazil.

In Sdo Jodo da Barra, for example,
Brazil’s richest investor is constructing
a superport, LLX, a project which

is estimated to have a budget of 3
billion reais, and is just the tip of the
undertaking. Other investments
include hydroelectric plants, railways,
highways and ports.

As Brazil settles into its role as a key
player in the global economic scene,
no longer is the question, “should
we enter Brazil?" Rather, it is clear,
“What does it take to win?"

Market Entry

Given Brazil's prominence on the
international stage and strong
underlying fundamentals, itis no
surprise that many companies are
considering expanding into the
Brazilian market. Although the country
presents many reasons that justify its
position as a strong market, this entry
does require research and planning.
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Whether considering acquisitions,
making a Greenfield investment or
restructuring, the investor needs to
understand the strategic and financial
impact of these decisions and the
implementation risks.

Understanding where the
opportunities and risks lie, the

size of each opportunity and what
competitors are doing will arm you
with the confidence to make a sound
investment decision.

The Brazil commercial arena is
changing rapidly due the country’s
increasingly competitive markets,
as well as government initiatives.

A number of potential target
companies may lack reliable financial,
tax, commercial and operational
information as well as historical

and forecast management reports,
competitive intelligence, operational
and market data may be untimely,
inconsistent, inaccurate or simply
nonexistent.
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Key Considerations when Investing in Brazil

Strenghts

Challenges

Brazil is the fifth most populous country
after China, India, the United States and
Indonesia.

Consistent economic growth and
governmental policies have boosted

a solid enlargement of a middle class
avid for durables goods and consumer
products.

The 8" largest economy (seventh in
terms of purchasing power 2010).

Brazil’s diverse economy is characterized
by well developed agricultural, mining,
manufacturing and service sectors.

There is increased globalization where
the Brazilian government policies favor
exports.

A diverse economy offers many
investment opportunities in several
segments in manufacturing and services
industries.

All 3 ratings agencies classify Brazil's
government paper as investment grade.

Inflation has been under control for over
10 years.

Brazil is a self-sufficient nation in terms
of oil and with new off-shore discoveries
is likely to be an oil exporter by the end of
the next decade.

Consolidated democracy, established
institutions and enforced financial
discipline — all state governments are
required to run a primary surplus (before
interest payments on public debt).

More business friendly environment
than other emerging countries.

Established transportation networks
and distribution channels in most
industrialized areas.

Major sports events (2014 FIFA World
Cup and Summer Olympics) are
likely to drive massive investments in
infrastructure.

There is a large disparity in distribution
of wealth.

Productivity growth in the country is
sluggish.

Many of Brazil's sectors are still highly
guarded with protectionist import taxes.

Natural targets, such as the family-
owned businesses, often make use of
aggressive tax schemes at the same
time they lack on adequate corporate
governance and financial reporting.

Central Bank's headline interest rate is
one of the highest real rates anywhere.

Deep water drilling (pre-salt) requires
high level of expertise, particularly with
regards to environmental risks and
technology to make it cost efficient and
competitive.

Transparency is sometimes lacking and
corruption seems to be more apparent
in government than in other developed
nations.

Complex tax and labor regulatory
environment with high taxes and social
charges on payroll.

Considerable bureaucratic rules for
certain businesses and industries.

Infrastructure investment is still lacking.
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Geography

Brazil is the 5™ largest country in e Central West —comprised of the
the world with a total area of 8.5 states of Mato Grosso, Mato
million square kilometers, covering Grosso do Sul, Goias and the
approximately half of South America. Federal District.

It neighbors every country in South

America except Chile and Ecuador. * Southeast-comprised of the

states of Minas Gerais, Espirito
For administrative and political Santo, Rio de Janeiro and Séo
purposes, the country is divided Paulo.

into 26 states and a federal district,

. . ) e South — comprised of the states
grouped into 5 regions, as follows:

of Parana, Santa Catarina and Rio
e North — comprised mostly of the Grande do Sul.

Amazon Basin; also consists of

the states of Acre, Amazonas,

Roraima, Rondbnia, Para, Amapa

andTocantins.

e Northeast — comprised of the
states of Maranhéo, Piaui, Cear4,
Rio Grande do Norte, Paraiba,
Pernambuco, Alagoas, Sergipe and
Bahia.

Geographical Regions
® Region North

® Region Central-west
® Region Northeast ‘
® Region Southeast

® Region South
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More than half of Brazil is 200 meters
or more above sea level but only a
small part rises above 1,000 meters,
with the highest peaks reaching an
altitude of around 3,000 meters.

Brazil's river system is extensive. The
Amazon and its tributaries, which
are great rivers in themselves, drain
over half of Brazil. Other large rivers
include the Séao Francisco in the
northeast and the Parand and the
Paraguay Rivers, which flow south to
empty into the Rio de La Plata.

The considerable hydroelectric
potential of Brazil's rivers has been
increasingly exploited over the last
35 years. Forests still cover vast
expanses, farmland is found mainly
in the South, Southeast and Central
West with large areas suitable or
adaptable for pasture.

Brazil has some of the largest iron
ore deposits in the world and mines
significant quantities of many other

metals, minerals and precious stones.
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Climate

The equator runs just north of the
Amazon while the Tropic of Capricorn
passes slightly to the north of the city
of Séo Paulo. This means that most
of Brazil lies within the tropical zone.
Only the southern region is in the
temperate zone. The Amazon area is
hot and humid with heavy rainfall.

Population

According to data published by
Brazilian Geography and Statistics
Institute (IBGE), the Brazilian
official statistics institute, Brazil has
population of approximately 197
million people in 2010 (184 million in
2007 and 170 million in 2000).

The relative areas and populations

of the b regions described earlier
according to the 2010 census were as
follows.

Region Area Population GDP
North 45% 8.16% 5.02%
Northeast 18% 27.50% 13.07%
Southeast 1% 42.58% 56.41%
South 7% 14.58% 16.64%
Central West 19% 7.17% 8.87%

Source: IBGE, 2009-2010.
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The North and Northeast are
the underdeveloped regions
of the country. Most industrial
and commercial activities are
concentrated in the South and
Southeast regions.

To reduce social tensions resulting
from these regional inequalities

in economic development, the
government has allocated substantial
resources, either directly or through
tax incentives, to northern and
northeastern economic development
during the past 40 years.
Nevertheless, the practical result of
this policy has been far less fruitful
than expected.
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Despite Brazil's vast territory, more
than 80% of its population lives in
urban areas (the metropolitan regions
of Sao Paulo and Rio de Janeiro have
populations of around 19 and 11,9
million respectively).

The major capital cities of Brazil and
respective States by population,

in accordance with the 2009 /IBGE
population report, are:

Capital “imilions) e “milions)
Sao Paulo 11.0 Séao Paulo 42.3
Rio de Janeiro 6.1 Rio de Janeiro 15.9
Salvador 2.9 Bahia 14.2
Brasilia 2.6 Federal District 24
Fortaleza 25 Ceara 8.4
Belo Horizonte 24 Minas Gerais 19.9
Curitiba 1.8 Parana 10.6
Recife 1.5 Pernambuco 8.6
Porto Alegre 1.4 Rio Grande do Sul 11.2

Source: IBGE, 2009.
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Brazilian middle class has grown
significantly in the past 5 years,

rising to 50% from 40% of the total
population. In nominal terms this
represents an increase of 34%,
adding more than 25 million people

to the middle class. GDP per capita
reached more than US$ 10,000 during
2010, the highest ever.

Language

Since the discovery and colonization
of Brazil by Portugal, Portuguese has
been Brazil's language and Roman
Catholicism is the predominant
religion. Brazil is the only Portuguese-
speaking country in South America.

Currency

The Brazilian currency is the Real.
The Real replaced the Cruzeiro Real
in July 1994 as part of governmental
measures to end chronic inflation.

History

Brazil was discovered in 1500 by

the Portuguese explorer Pedro
Alvares Cabral. From then until its
independence in 1822, Brazil's status
was that of a group of separate
colonies of the Portuguese crown.

As a colony, Brazil contributed to

both the personal and the state
revenues of the Portuguese crown via
numerous taxes, of which the most
onerous were a tithe of the produce
of the lands granted to colonists and a
fifth of the mining production.
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The wealth of the colony was based on
commodities, principally sugar in the
17" century, gold in the 18™ century
and coffee in the early 19" century.

As in the neighboring Spanish
American colonies, by the late 18th
century the influx of ideas from

the European Enlightenment was
generating a nascent independence
movement.

Developments accelerated in 1808
when the Portuguese court fled to
Brazil to escape Napoleon’s troops.
King Jodo VI returned to Portugal in
1821 but his son, Pedro, remained as
Regent. The following year, supported
by Brazilian magnates, he refused
the request of the Portuguese
Parliament to return to Lisbon and, on
September 7 1822, declared Brazil's
independence.

The subsequent imperial period
was heavily influenced by Pedro
(Pedro I's son), a strong liberal who
promoted education, improved
communications, developed
agriculture and encouraged
immigration from Europe.

The coffee boom also began during
this period, while Brazil emerged
victorious from the armed conflict
with the dictator Lopez of Paraguay.

On May 13, 1888, the crown
decreed the abolition of slavery. This
most certainly was instrumental

in the downfall of the empire.
Plantation owners, who received no
compensation, turned against the
Emperor together with disgruntled
factions of the armed forces.
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On November 15, 1889, the republic
was declared by the hero of the
Paraguayan War, Deodoro da Fonseca,
and Pedro Il fled to exile in Europe.

This old republican period, marked by
expansion and increasing prosperity
(a further commodity boom in

rubber occurred in the period up to
1912), succumbed in 1930 to the
revolutionary movement led by
Getulio Vargas, characterized by its
social welfare program.

In 1945, the dictator Vargas was
forced to resign and a liberal republic
was restored. The subsequent 19
years saw considerable economic
development. In particular, President
Juscelino Kubitschek initiated the
development of the Central West
region and the construction of the
new federal capital of Brasilia.

The period also saw, however,
growing government instability

and corruption. These tendencies
culminated in the military revolution
of March 1964.

The early and middle years of the
military dictatorship coincided with

a period of unprecedented growth in
the economy, stimulated by the inflow
of large amounts of foreign credit.

The oil crisis of the late 1970s
severely affected the Brazilian
economy, and this factor, together
with shrinking international credit in
the face of world recession, resulted
in the end of the “economic miracle”
by 1980.
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Increasing economic difficulties and
political change in neighboring states
generated growing demands for an
end to military rule during the early
1980s, and in March 1985 power
passed to a civilian president.

A constitutional congressional
convention drafted and approved a
new Federal Constitution in 1988,
and in November 1989 the first
direct presidential elections of the
post-military era were held. In 1990,
Fernando Collor de Mello took power
as the newly-elected President and
instituted a gradual liberalization

of the economy.

Despite his initial success with
inflation control, chronic economic
distortions continued to hinder
growth and eventually led to a return
of high inflation rates.

Collor de Mello was impeached in
1992 and removed from office amid
charges of corruption. His vice-
president, ltamar Franco, served out
the remainder of the term of office.

Elections in October 1994 brought
Fernando Henrique Cardoso to power.
Cardoso had been at the helm of the
Plano Real (a successful monetary
reform initiative), as Minister of
Finance in the Franco administration.
The plan reduced inflation and won
wide respect for his government.

Luiz In4cio Lula da Silva, a former lathe
operator and union leader, was elected
President in 2003 and reelected in
2007.
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The country has consolidated its
democracy over the past years and
has recently elected a new president.
On January 152011, Luiz Inécio Lula
da Silva passed the country leadership
to his successor, Dilma Roussef, the
governing party candidate and first
female leader in Brazil's history.

Inflation

An important feature of post-war
Brazilian economic policy has been
the willingness to accept high levels
of inflation as one of the costs of
pursuing a policy of rapid economic
growth.

The development of sophisticated
mechanisms to cope with inflation
enabled both individuals and
business enterprises to live with a
hyperinflationary economy for many
years.

The failure of the government

to reduce inflation was widely
recognized to be the consequence
of both an inability to reduce the
government deficit and the refueling
effect of mechanisms designed to
cope with past inflation.

With the introduction of Plano Real
and the new currency, inflation has
plummeted and the government has
successfully removed indexation
mechanisms from daily life in Brazil.

Government

Brazil is a federal republic comprised
of 26 states and the Federal District.
Each state has its own constitution
with a governor and state legislature.
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The states are divided into
municipalities, which have some
degree of autonomy, and these, in
turn, are divided into districts.

The Federal Constitution of 1988
provides that the executive branch of
the federal government be headed

by a president, elected by popular
vote every 4 years, being allowed one
reelection.

Legislative power is exercised by the
National Congress, consisting of a
Chamber of Deputies and the Federal
Senate. Congress meets in the
Federal District and capital, Brasilia.

Judicial power is exercised by the
Federal Supreme Court, the Superior
Court of Justice, the Federal Court
system as well as separate courts for
military, electoral and labor matters.
There is also a state court system
with local jurisdiction.

Private ownership of property is
guaranteed, except when public
interest or necessity justifies
expropriation. In this event, fair
compensation must be paid in
advance.

Economy and Fiscal Policy
Government policy is focused on
stimulating the business activities of
the private and government sectors
toward rapid industrialization and
economic growth.

However, this policy includes some
protective measures for domestic
industries considered to be of
strategic economic importance, as
well as monetary policies designed to
keep inflation in check and maintain
the availability of foreign exchange.
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Brazil's status as a world economic
power is a relatively recent
phenomenon. Until World War Il cut
off the flow of manufactured products
from Europe and the United States,
setting the scenario for the country
to take the road to industrialization,
Brazil was a classic example of a
primary-product exporter which relied
on other countries to supply the vast
majority of its manufactured goods.

Even in the early 1950s, 65% of the
economically active population was
still engaged in agriculture, fishing
or forestry, and only 12% worked

in manufacturing (the rest were
employed in service industries).
Coffee sales provided more than half
of the nation’s export revenues.

Between 1950 and 1980, exports
reached US$ 23 billion (of

which approximately 55% were
manufactured goods), and Sao Paulo
developed into one of the world's
largest manufacturing centers.

Today, Brazil is a world leader in the
production of foods and minerals.
Many other sectors - such as the
steel, aluminum, automobile, wood
pulp, chemical and textile industries -
are highly developed.

Brazil's GDP increased during 2010
by 7.6%, reaching R$ 3.57 trillion
(approximately US$ 2.14 trillion at the
exchange rate in force on December
31, 2010).

Investment in Brazil | 21

According to /BGE statistics,
unemployment was 7% in June, 2010,
which is the lowest rate registered in
Brazil. However, research performed
by Department of Statistics and
Economic Studies (DIEESE), a

data institute supported by labor
unions, found the unemployment
rate in the metropolitan areas of 6

of Brazil's state capitals (Sdo Paulo,
Salvador, Porto Alegre, Recife, Belo
Horizonte and Distrito Federal) to

be 14.2%. In its calculation, DIEESE
considered unregistered employees
as unemployed.

Privatization

One of the key elements of Cardoso
administrations’ economic policy was
the extensive transfer of state-owned
companies to the private sector.
Through Law 8,031/90, Congress
entrusted the sale process to the
Federal Development Bank (BNDES),
under which the initial sale of more
than 20 state-owned industries,
mainly in the steel, petrochemical and
fertilizer industries, was authorized.
Since May 1997 financial institution
privatization processes have been
conducted by the Brazilian Central
Bank (BACEN) and authorized by the
National Monetary Council (CMN).

The BNDES and the Federal
government faced intense pressure
from trade unions and special interest
groups in Congress, which sought

to halt or hinder the privatization
process. A series of challenges were
also mounted in the courts.
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These factors delayed the privatization
process, but the government

showed determination and, in

1991, the privatization of a major

steel manufacturer (Usiminas) was
successfully completed.

This initial success was regarded
as a significant step forward in the
privatization process and it enabled
the government to privatize several
others State-owned companies.

Electrical and telecommunications
companies have been privatized and
foreign investors have won bids to
assume railway concessions. The
federal government’s controlling
interest in Vale do Rio Doce Company
(CVRD), Brazil's largest mining
company, was sold to both domestic
and foreign private investors in 1997.

Infrastructure

Transportation, utilities and
telecommunications are of
fundamental importance due to the
size of the country and the growing
demands of industry.

The postal service is generally
adequate. In major centers,
messenger services are widely used.

There is an extensive air travel and
domestic ground transportation
network. Regular international
services are provided by national and
foreign airlines to all parts of the world.

Railroad facilities are underdeveloped,
the principal lines being in the states
of Sdo Paulo and Rio de Janeiro.

The privatization of railroads, which
has already occurred, and ports is
considered the solution for developing
these sectors.
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Due to the deficiencies in rail and sea
transport, a very considerable amount
of freight is transported by highway
throughout the country. Although the
main highways run near the coast,
road construction in the interior is
expanding and existing routes are
being improved.

Subway systems are operating in the
cities of Sao Paulo, Rio de Janeiro,
Brasilia, Belo Horizonte, Porto Alegre,
Recife and Teresina, and alternative
transit systems are being developed
in other major cities. Commuter bus
services remain the principal means
of public transportation.

With the build-up of infrastructure
that has begun in preparation for the
2014 World Cup and 2016 Summer
Olympics, construction has already
begun on a new, high-speed train
route linking Sao Paulo and Rio

de Janeiro. Subways are being
overhauled, and highways are being
repaved.

Oil and Gas

The Brazilian economy is being driven
by strong worldwide economic
growth, particularly in the emerging
markets, which is directly impacting
the investors' level of confidence in
the Brazilian market.

The impact of this growth is bringing
new horizons to the Brazilian oll

and gas industry, which, in spite

of constant changes caused by

the volatility of prices, contention

of costs, technological advances,
regulations and access to capital and
financing, is encouraging more and
more investors to place their bets in
this sector.
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A direct consequence of the price
highs for a barrel of petroleum has
been the search for, and discovery of,
new reserves. These new discoveries
have increased the optimism of the
energy sector that there is sufficient
petroleum to meet world demand.

It is within this context that Brazil is
becoming more and more prominent,
consolidating its image as one of the
preferred destinations for foreign
investments, capable of participating
in important alliances with
international petroleum exporters.

Thus, Brazil may be capable of
alleviating the pressure on oil price
highs as a result of the length of its
coastline and the potential for its
reserves, which currently total around
12.8 billion barrels, according to

the Brazilian Agency for Petroleum,
Natural Gas and Biofuels (ANP).

The recent Brazilian discoveries in the
pre-salt area located off the coast are
considered the largest discoveries in
the world since 2000 and the largest
discoveries in the West since 1976.

Market analyses performed by KPMG
based on the growth of the main
companies in the oil and gas sector

in the last 10 years have revealed that
the present capacity of the Brazilian
petroleum industry represents only
3% of what it will be in 25 years time.

By analyzing the historic financial
position of Brazilian companies and
making a simple projection for the
future it is possible to forecast that
this sector in Brazil should double in
size every 5 to 6 years.
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In monetary terms the petroleum and
natural gas industry has grown by
more than 300% since 1977

In the first 4 months of 2010 Brazil
exported more than US$ 5.08 billion,
an increase of US$ 3.44 billion from
the same period of the previous year.
Only in April, 2010 Brazil exported 18
million barrels. (Source: ANP).

A supply of skilled labor at a competitive
cost is another great advantage that
makes Brazil one of the most attractive
countries for investments in petroleum
and natural gas.

The oil and gas sector attractiveness
is enormous, considering that Brazil,
according to ANP data, has 29
sedimentary basins, equivalent to 7.5
million km2 (approximately 2.5 million
kmZ2 under the sea). However, less
than 4% of these basins are under
concessions for exploration and
production.

From 2000 to 2009 Brazil experienced
a growth of more than 7.8 billion
meters3 gas production and from
1977 to 2009 the proven reserves

of petroleum have jumped from 7.1
billion to 12.8 billion barrels. These
figures indicate just how promising
the Brazilian reserves are.

Real Estate

On March, 2009, the Brazilian
government launched the National
Housing Plan, aiming to boost the
construction sector as well as to
mitigate the current housing deficit.
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Its main goals are to improve the
access of low income families to
housing opportunities and to increase
the employment rate and the citizens’
income by means of investments in
the construction sector.

In this scenario, Provision Measure
460/2009, converted into Law
12,024/2009, introduced a number
of changes with a focus on the
construction and real estate
industries.

The first issue to be highlighted
pertains to the reduction of the
combined rate applicable on the
monthly revenue received subject to
the Special Tax Regime for real estate
projects (RET).

Under these new rules, construction
companies are granted a reduction to
calculate the payment of federal taxes
on their monthly revenue.

Additionally, the referred legislation
has established a special rate applied
on the construction of buildings below
the ceiling price of R$ 60,000.00,
provided that they are included in the
current National Housing Plan and
finished until December 31, 2013.

In this case, the percentage
corresponding to the sole payment of
federal taxes for residential real estate
projects of social interest constructed
will be equivalent to 1% of the
monthly revenue received, given the
requirements are met.
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Brazil Transnational Companies

In 2010, Brazil had 7 companies on the
list of Fortune Global 500 companies.
This total is up from 6 the year

before, and up from 3 companies 5
years prior. However, companies of

all sizes in Brazil have international
operations and have looked beyond
their country’s borders for customers,
suppliers, facilities, and investment.

It was not until the 1970s that
Brazilian companies really began
investing abroad. This trend was
given a boost in the 1990s through
privatization.

In recent years, the number of
companies investing abroad and the
amount of money being invested
abroad have grown dramatically.

In fact, 2006 marked the first time

in history that Brazilian Direct
Investment (BDI) abroad exceeded
Foreign Direct Investment (FDI) in
Brazil, which continues torise. In
2009, the total stock of Brazilian FDI,
over $158 billion, was nearly 3 times
that of 2003.

In line with global trends, inflows of
FDI have also slowed in Brazil during
the global economic downturn,

as foreign companies worldwide
were investing less. Despite a 30%
increase in 2008 over the prior year,
FDI inflows fell 42% in 2009.

BDI outflows increased sharply in
2008 but turned negative for Brazil in
2009. However, this was driven in large
part by intercompany loans, indicating
that Brazilian parent companies

were providing capital to their less-
financially-sound affiliates abroad.
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Both high domestic demand and

a stimulus package helped drive
economic expansion during the world
economic crisis.

Despite a dip into the negative in
2009, the OECD estimated in its May
2010 Economic Outlook that Brazil's
GDP will have grown at an average of
4.5% per year for the 5 years ending
with 2011."

2014World Cup & Rio 2016
Summer Olympics

The stage has been set to further
fuel the economic growth that Brazil
has been experiencing over the last
several years.

The opportunities to host the World
Cupin 2014, and the 2016 Summer
Olympic Games in Rio de Janeiro,

will give Brazil the chance to show
the world its natural beauty, its unique
culture, and its dynamic economic
development.

In order to host these world’s
largest sport events, infrastructure
improvements have already begun.

The expected lasting legacy and
benefits of hosting such major
events extends from significant
improvements in infrastructure to
boosts in the economy and in the
tourism all over the country.

2014 World Cup

When FIFA announced that the 2014
World Cup would be hosted in South
America, Brazil emerged as the

clear choice, and Brazil was officially
appointed to host the 2014 World Cup
in October 30, 2007.

1 OECD Economic Outlook No. 87.
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In May 2009, FIFA selected the 12 host
cities for the 2014 host cities: Belo
Horizonte, Brasilia, Cuiabd, Curitiba,
Fortaleza, Manaus, Natal, Porto Alegre,
Recife, Rio de Janeiro, Salvador and
Sao Paulo. Should Brazil's team win in
2014, it will be the country’s 6th World
Cup title, but the first one conquered in
the own country.

The 12 stadiums will be delivered by
reforming 2 private stadiums (Curitiba
and Porto Alegre), by building 2
Greenfield stadiums (Recife and Sao
Paulo) and by reforming or rebuilding 8
public stadiums (Rio de Janeiro, Minas
Gerais, Brasilia, Curitiba, Salvador,
Fortaleza, Natal and Manaus).

According to research conducted by
Brazilian Association of Infrastructure
and Basic Industry (ABDIB) the total
investments in these 12 stadiums are
estimated at US $3.1 billion.

Besides investments in stadiums,

there is a plan to invest another

USS$ 35 hillion in public transportation,
US$ 3,9 billion in airports, US$ 425
million in ports, US$ 1,5 billionin energy,
US$ 71 billion in water supply , US$

73 billion in hotels, US$ 674 million in
hospitals and US$ 720 million in security.

It is estimated that the 2014 World
Cup, will drive more than US$ 80
billion into the Brazilian economy. The
benefits of hosting the 2014 World
Cup include not only the investments
in infrastructure and the money spent
by tourists during the tournament,
but also other sustainable legacies,
such as, a long-term increase in the
number of international tourists and
foreign investments and other less
tangible benefits, such as, the swell in
national pride.
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Olympics

Rio de Janeiro beat out Chicago,
Madrid, and Tokyo to host the 2016
Summer Olympics, which will be the
first Olympics held in South America.
In addition to the spotlight on Rio de
Janeiro, hosting the Olympic Games
would also deliver an economic boon
to the city, region, and country.

Rio de Janeiro's winning bid included
a projected budget of US$14.4

billion, including US$ 2.8 billion for
structuring the Brazilian Olympic
Committee. The remaining US$ 11.6
billion will be invested in infrastructure
such as stadiums and other sports
venues, as well as roads and
subways.

The University of Sao Paulo Institute
of Administration performed a study,
commissioned by the Ministry of
Sport, which estimated the economic
boost of the Games at about

R$ 102 billion (roughly US$51 billion).

That figure considers increases in
production, expansion of the service
sector, additional tax revenue, and
growth in jobs.

The survey calculates that for every
US$ 1 invested by the Brazilian

government, an additional US$ 3.26
of private money will be invested in
supply chains related to the games.

Although the preparations for the
Olympics continue, more than half of
the facilities to be used were already
constructed or upgraded for the 2007
Pan and Parapan American Games.
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In addition to event venue
construction, Rio de Janeiro's metro
lines and train routes are being
expanded and improved, a bus rapid
transit system will link the venues
and provide a fast and cost-effective
solution to transportation within the
city.

The city will also be able to build upon
the infrastructure and hospitality
developments made in preparation for

the 2014 World Cup.
Key Indicators 201 2010
GDP (RS$ trillion) 3.9 25
Real GDP growth(%) 4.3 77
Unemployment rate 5.9 71
(%)
Consumer price 6.2 5

index (% change)

Exchange rate at year 1.72 1.67
end (Real / US$)

Total public sector -2.5 -2.2
budget balance (%
GDP)

Total public sector 55.7 57.2
debt (% GDP)

Goods exported (US$
billion FOB)

Goods imported -226
(US$ billion FOB)

Trade balance (US$ 14.2 20.3
billion)/Current

account balance

(US$ billion)

International NA
reserves (US$ billion)

Inward direct 42.5 48.5
investment (US$

billion)

Total external debt 401.9
(US$ billion)

240.2 2019

-181.6

288.6

346.9
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The Brazilian merger and acquisition
(M&A) environment is dynamic in
the sense that tax laws are subject
to frequent changes, creating not
only pitfalls that can frustrate M&A
tax advisers, but also tax planning
opportunities.

Furthermore, while at times Brazilian
tax law is considered firm, it can

also provide significant flexibility for
Brazilian tax planning.

Overall, there is a relatively high tax
burden in Brazil, with complex and
interrelated tax provisions. Therefore,
good tax planning is essential for the
parties involved in any M&A project in
Brazil.

In light of the above, M&A
transactions commence with
preliminary negotiations between
the parties on purchase terms and
conditions, representations and
warranties, and non compete and
indemnification provisions, which
may be reflected in a memorandum
of understanding providing for further
exclusive negotiations and due
diligence investigations.
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As a preliminary discussion point,
the parties of the transaction should
consider whether to pursue it
through an asset or share acquisition,
at which time it should be noted

that the outcome of due diligence
investigations might determine the
most cost-effective alternative.

Acquisition

The acquisition of an existing
business may be accomplished
through the purchase of either a
company's shares or its assets.

In principle, the sale or purchase

of shares in a Brazilian entity is a
relatively simple transaction from a
Brazilian tax perspective. The taxation
depends to some extent on the
residency of the seller and purchaser.

The acquisition of a Limitadais
effective upon the approval and
registration of an amendment to

the articles of incorporation of the
target company, in order to reflect the
assignment and transfer of quotas to
the new partners.
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Additionally, a detailed purchase and
sale agreement is usually executed,
including purchase terms and
conditions, confidentiality and non-
compete provisions and, based on

due diligence investigation results,
representations and warranties,
indemnification clauses and
guarantees, among other case specific
provisions.

On the other hand, the acquisition
of a privately held Corporation (SA)
is effective upon the approval and
execution of a share transfer in the
Share Transfer Book.

A purchase and sale agreement is
usually executed, including purchase
terms and conditions, confidentiality
and non-compete provisions and,
based on due diligence investigation
results, representations and
warranties, indemnification clauses and
guarantees, among other case specific
provisions.

Additionally, the acquisition of a
publicly held company may be
performed privately between the
interested parties, in which case the
acquisition process will be similar
to the acquisition of a privately held
company, as described above.

On the other hand, when the
purchaser is the controlling
shareholder, and as a result of the
operation, its participation in shares
will increase by 10%, the purchase
must occur through a public offering.

In case a public offering is
implemented, it must be carried out
through a financial institution, which
will guarantee compliance with the
obligations of the issuer.
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If acquired, the shares subject to

the offer must give the purchaser a
controlling interest. The offer document
must be published in the press and
should include details on shareholders,
such as price and payment conditions,
minimum number of shares that the
acquirer wishes to purchase and, if
applicable, the maximum number,
among other information.

Additionally, the acquisition of a
publicly held company must be
communicated to the Brazilian
Securities Exchange Commission
(CVM) and disclosed to the market
as a material event.

In addition, the purchaser of the
controlling stake is required to make
a tender offer for the acquisition of
the remaining common shares of
the company for a price equal to at
least 80% of the price paid for the
controlling shares.

The buyer may offer minority
shareholders the option to maintain
their shares in the company in
exchange for receiving an amount
equivalent to the difference between
the market value of the shares and the
price paid for the controlling shares.

Moreover, operations, which may
restrict competition, must be notified
to the Federal Antitrust Agency
(CADE) within 15 days.

Acquisitions of companies in certain
sectors, including banking, insurance,
energy and telecommunications,
may be subject to specific regulatory
approvals.



© 2011 KPMG Transnational Tax Services Ltda., a Brazilian limited liability company entity and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International ), a Swiss entity. All rights reserved

Succession Issues

The succession of tax attributes
and liabilities is among the most
significant issues involved in
acquisitions.

The succession of liabilities will
depend upon the type of transaction.
When the transaction is structured
as an asset purchase, tax succession
becomes a major concern.

In summary, where the assets
purchased fall within the definition of
commercial, industrial or professional
establishment, succession issues in the
sense of inherited liabilities may arise.

In general, tax legislation and
prevailing jurisprudence stress

that corporate entities resulting

from transformations, upstream or
downstream mergers and spin-offs
shall be liable for taxes payable by the
original corporate entity up to the date
of the transaction.

This liability is also applicable in the
case of the winding up of companies
whose business continues to be
exploited by any remaining partner,
under the same or another corporate
name, or a proprietorship.

In addition, the legislation
establishes that private corporate
entities acquiring goodwill or
commercial, industrial or professional
establishments from other entities,
and which continue to operate the
company under the same, or another,
corporate name or proprietorship,
assume subsidiary liability for

taxes related to the intangibles or
establishments acquired, payable up
to the date of the acquisition.
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Furthermore, the acquirers are fully
liable when the seller ceases its
operations. Establishment for these
purposes is broadly defined as an
intangible encompassing the group
of attributes that form a business,
which a purchaser intends to continue
under the same or another corporate
purpose or name following an
acquisition.

Bear in mind that there is no
mathematical criterion to apportion
liabilities and the definition and
allocation of liabilities are generic and
it will depend exclusively on future
events, such as compliance with
obligations by the seller, its partners
or shareholders, and even the manner
in which the acquisition is structured.

Because liabilities issues related to
an acquisition will vary on a case-by-
case basis, a previous analysis of the
transaction is strongly recommended.

Additionally, to the extent the acquiring
or surviving company maintains the
activities and does not terminate
employment agreements a change in
ownership should not in general affect
the succession of labor liabilities.

Due Diligence

The main purpose of due diligence
investigations is to allow the
prospective purchaser to better
assess the value of proposed
transactions and identify potential
risks and opportunities, including
debt-like items such as tax and labor
contingencies.
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In addition, due diligence results
may be taken into account in drafting
specific provisions in the transaction
documents, especially when it is
necessary to address any issues
verified during the investigations.

The investigations are also useful in
determining the steps to be taken

by the acquirer when the transaction
is completed, both in terms of
remedying any identified problems
and planning for future administrative
adjustments.

The scope and length of the due
diligence process will depend on
the facts and circumstances of each
transaction.

With the increasing complexity in
the business environment, investors
are now seeking to understand not
only financial and tax related issues,
but also commercial, operational and
integration issues.

Various aspects of the target company
may be analyzed, and many times a
separate investigation by an accounting
firm is conducted simultaneously with
the legal investigation conducted by
qualified attorneys.

Brazilian courts, including labor and
tax courts, are prepared to issue
certificates indicating any pending
lawsuits involving the target company.

In addition to the examination of
public records, various documents are
requested from the target company
and then analyzed by the attorneys

representing the prospective purchaser.
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While good acquisition due diligence is
important worldwide, it is particularly
important in Brazil. The complexity

of the tax system, the large amount

of tax litigation necessary to resolve
tax issues, and the protective labor
regulations, among other issues, may
significantly complicate the evaluation
of Brazilian targets, and sometimes
even the negotiations.

Itis common to observe a number of
potential tax contingencies (issues

not yet identified / assessed by the tax
authorities or included in a tax lawsuit)
that may amount to significant numbers.

The most common issues
encompass:

e informal practices —income not
recorded/false invoices entered in
the accounting ledger;

e “outsourced” or unregistered
employees;

e doubtful/aggressive tax planning;

e |ow quality of financial information/
controls;

e inclusion of private/shareholders’
interests with the company’s
interests;

e frequent changes/increases in the
tax burden;

e high number of tax lawsuits; and

e succession risk.
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Tax Structuring

Taxation of an Asset Deal

The seller of the assets would be
subject to income tax and social
contribution tax (approximately 34%)
on the gain realized upon the sale in
the assets, if any.

For Brazilian tax purposes, there

are no preferential rates for capital
gains, thus, both operational and
non-operational gains are taxed at the
same rate.

Depending on the type of asset sold
Social Integration Program (PIS) and
Social Security Contribution (COFINS)
may apply.

In addition, State Value-Added Tax
(ICMS) would apply to the transfer of
inventory. However, the ICMS tax paid
may be creditable by the purchaser

to the extent that these same
products are subsequently sold or

are otherwise used as raw materials
in the manufacturing of products that
are sold by the purchaser.

The ICMS credits generated on the
purchase of the assets may generally
be used to offset the /ICMS debts
arising from subsequent taxable
transactions.

There are restrictions on a taxpayer’s
ability to use credits on the purchase
of fixed assets. The sale of fixed
assets is normally not subject to
ICMS. However, ICMS credits
generated on the purchase of fixed
assets may have to be written-off.
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Excise Tax (IPl) also applies to
transfers of inventory, provided the
inventory was directly imported or
manufactured by the seller. /Pl tax
paid may also be creditable by the
purchaser if the product is to be
used in the manufacturing of other
products.

IPI'may also apply on the sale of
fixed assets, provided the asset was
directly imported or manufactured
by the seller and the subsequent
sale occurred within 5 years of the
date the asset was recorded as a
permanent asset by the seller.

Property Transfer Tax (/TB/) may also
apply to the transfer of real estate.

Taxation of a Share Deal

The sale or purchase of shares in

a Brazilian entity is more common
than asset deals mainly because of
the lower levels of documentation
requirements and indirect taxation.
The taxation of a share sale depends
to some extent on the residence of
the seller and purchaser.

A Brazilian entity (pessoa juridica)
seller is subject to income tax and
social contribution tax on the net
gain from the sale of shares. In
most cases, where a seller owns

a significant interest (usually more
than 10 %), the gain is calculated as
the difference between the gross
proceeds and the proportional book
value of the Target entity’s equity.

The sale of shares is not subject to
PIS and COFINS, ICMS, or IPI. In
addition, there are no transfer taxes
or stamp duties on the sale of shares
in Brazil.
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If the seller is a Brazilian or a
nonresident individual, the gain is
subject to a final 15% withholding tax;
however, the amount of the gain is
calculated differently. For a Brazilian
individual, the gain is calculated based
on the difference between the gross
proceeds and the capital contributed
or paid in a previous acquisition.

If the seller is a nonresident entity,
the capital gain will be subjectto a
withholding income tax of 15% or
25%. For a nonresident, because of
the lack of clarity of the relevant tax
provisions, there is some controversy
about how the capital gain is
determined.

In this regard, the different positions
arise because of differences between
the wording of the law and the
regulations. It is important to state in
the sales contract whether the sale
price is gross or net of withholding tax.

If both the buyer and the seller are
nonresidents, it is likely that the tax
authorities will tax an eventual capital
gain.

The capital gain on the sale of publicly
traded shares is subject to tax at a
rate of 20% for resident individuals
and is exempt for nonresidents,
provided that some formalities are
met and the seller is not a resident of
a tax haven jurisdiction.
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Investments in Partnership
Investment Fund (FIP)

FIPis a feasible and efficient
investment vehicle in Brazil, especially
for structuring investments by private
equity funds.

According to Brazilian legislation,
FIPs are not legal entities, but
compilation with shares held by

their investors. In general, FIPs

are exempt from corporate taxes
(income and social contribution taxes
on profits) and gross revenue taxes
(PISand COFINS), provided some
requirements are met.

Non-resident investors are not

subject to Brazilian taxation upon the
redemption of FIP quotas, even if the
redemption is followed by liquidation.

The exemption only applies if certain
requirements are met, when the non-
resident (i) holds less than 40% of
the FIP's quotas, (i) is not entitled to
more than 40% of the income paid by
the FIP, (iii) is not resident in a low-tax
jurisdiction, (iv) only invests in shares,
debentures, subscription bonuses
and other securities convertible into
shares issued by Brazilian SA and

(v) does not hold the investment in
the F/Pthrough an account set up

in accordance with Brazilian Central
Bank rules.
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Purchase Premium

If structured properly, one significant
advantage of a share sale over an
asset sale would be that the amount
paid in excess of the target’s net
equity may generate an amortizable
premium or a step-up in the tax
basis of otherwise depreciable or
amortizable assets.

To take advantage of this opportunity,
the acquisition of shares would need
to be made through a Brazilian legal
entity.

Note that this opportunity might

not be available if a nonresident
directly acquires shares in a Brazilian
company, or might not be available to
the same extent if assets rather than
shares are purchased.

According to legislation currently

in force, liquidating or merging the
acquiring entity and the target may
allow, in certain situations, to recover
the premium paid on the shares.

To the extent that the premium
relates to the value of depreciable
fixed assets, the premium could be
converted into acquisition costs of the
fixed assets acquired and recovered
through depreciation.

If such premium relates to the value
associated with the future profitability
of the company, it could be amortized.
Any part of the premium that relates
to the acquisition of intangibles is not
deductible through the merger of the
companies.
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As previously mentioned, in 2008
Brazil enacted legislation making
first steps towards the adoption of
international accounting standards
— International Financial Report
Standards (IFRS).2

This has created a complex situation,
due to the differences between
existing and forthcoming rules (based
on these international standards) and
the “old” Brazilian GAAP

To mitigate the effects of this

gap and provide taxpayers with
general guidelines, a series of
pronouncements have been issued
by Committee of Accounting
Pronouncements (CPC), the entity
responsible for issuing technical
accounting pronouncements with the
primary purpose of aligning the BR
GAAP to IFRS, in order to effectively
detail the process of convergence
towards IFRS.

Despite the recent convergence of
the Brazilian accounting standards

to IFRS, the amount of goodwill
attributable to expected future profits
may, provided certain requirements
are met, still be amortized for tax
purposes over a minimum period of
5 years, beginning with the date the
buyer and the target are merged.

Under IFRS, goodwill can only be
expensed (written off) when it is
determined that the goodwill is
impaired.

2 Law 11,638/07.
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Itis important to mention that, in
recent years, Brazilian tax authorities
have increased their scrutiny over
the business reasons and economic
fundamentals supporting the value
of goodwill in merger and acquisition
transactions.

Corporate reorganizations
Generally, corporate reorganizations,
such as mergers, consolidations and
spinoffs as described below, as well as
liquidations and capital contributions
(including capital contributions of
shares) can be accomplished tax

free in Brazil, provided the assets are
transferred at tax book value and other
formalities are met.

However, there may be reasons to
structure a reorganization transaction
as a taxable transaction (e.g., assets
transferred at fair market value). For
example, transferring assets as part
of a reorganization may allow for
international tax planning, a step-up
in the tax basis of assets, or the use
of current-year losses that would
otherwise be subject to loss limitation
rules.

Merger and Consolidation

A merger (incorporagcdo) occurs
when one or more companies are
merged into, or absorbed by, another
company, which survives.
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A consolidation (fusao) occurs when
two or more companies combine to
form a new company. Brazilian law
permits mergers and consolidations
without special restrictions for
Brazilian entities with foreign
shareholding.

Mergers are used more frequently
than consolidations, especially due to
tax consequences.

The surviving company in a merger
transaction and the new company
resulting in a consolidation succeed
its predecessors in all rights and
obligations except for their tax losses,
which cease to exist if not related
to the surviving company. The CVM
requires that certain procedures
are followed in case of a merger or
consolidation that includes one or
more publicly held companies.

Pursuant to Brazilian corporate
regulations, the company to be
merged must prepare specific
balance sheets up to 30 days before
the date of the event. An appraisal
is also required to support the value
of all assets and liabilities to be
transferred. Corporate documents
must be prepared and filed to the
Registry of Commerce, together with
the balance sheet and the appraisal
report.
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Dropdown

A dropdown of assets is an alternative
way to restructure a company. In a
dropdown a company transfers certain
assets and liabilities to a newly created
entity, or to an existing subsidiary, as

a capital contribution in exchange for
shares in the transferee company.

A list of all assets and liabilities
contributed to the new company, or
the subsidiary, must be attached to the
documents elaborated to support the
transaction, properly kept. If assets
subject to public registration are
transferred pursuant to the dropdown
(such as real estate, telephone lines,
vehicles), it is recommended that a
detailed list be prepared to facilitate
the transfer of the proper registrations
after the dropdown.

Spin-off

A corporate spin-off entails the transfer
of part, or all, of a company’s assets
and liabilities to one or more existing
companies, or entities formed for this
purpose, and dividing the company'’s
capital in the event of a partial spin-off.
If all assets and liabilities of a company
are transferred, the company can be
liquidated.

The companies receiving the

net value transferred absorb,
proportionately, rights and obligations
of the company that was split off.
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Pursuant to Brazilian corporate
regulations, the company to be spun-
off must prepare specific balance
sheets up to 30 days before the date
of the event. An appraisal is also
required to support the value of all
assets and liabilities to be transferred.

Corporate documents must be
prepared and filed with the Registry
of Commerce, together with the
balance sheet and the appraisal
report. One disadvantage associated
with a spin-off is that tax losses carry
forwards of the company that was
spun-off are lost in proportion to the
net equity that was split off.

Conversion

A company may be converted from
one type of legal entity to another,
without undergoing a dissolution or
liquidation. For example, an SA can
be converted into a Limitada, or vice
versa. Shareholder approval must
be unanimous, unless otherwise
provided for in the articles of
incorporation. Dissident shareholders
have the right to withdraw.
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Dissolution
Normal dissolution may occur under
the following circumstances:

e termination of corporate life under
the circumstances provided for in
the articles of incorporation;

e by resolution of the shareholders;

e existence of only one shareholder
as verified at the shareholder
meeting of the following year
(except for wholly owned
subsidiaries);

e termination of its authorization to
operate.

Judicial dissolution may occur in the
following cases:

e when the incorporation deed of
the SAis annulled in any cause of
action brought by any shareholder;

e when there is confirmation that
the SA cannot achieve its business
purpose, in a cause of action brought
by shareholders representing and
ownership of 5% or more of the
corporate capital;

e by court or administrative
decisions, in a liquidation process.

After satisfying the claims of preferred
creditors, the liquidator must pay off
any remaining liabilities of the company
proportionally without distinguishing
between debts that are overdue and
debts that are becoming due.
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Note that in relation to the latter, a
liguidator may pay with a discount at
prevailing bank rates.

Extinction

A company is extinguished by
completion of a liquidation process or
by merger, consolidation, or a spin-
off resulting in all net assets to be
transferred to other companies.

Extinction by dissolution is preceded
by the liquidation process, whereas in
the case of a merger, consolidation, or
spin-off it is immediate.

After all creditors have been paid, the
shareholders may approve a dividend
distribution prior to the completion of
the liquidation, to the extent that the
company's assets have been realized.
In the absence of any potential harm
to creditors or minority shareholders,
specific assets may be distributed to
shareholders.

When all liabilities have been paid and
the remaining assets distributed, the
liquidator must call a shareholders’
meeting for a final rendering of
accounts. Upon approval of these
accounts, the liquidation is considered
complete and the company is
automatically extinguished.
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Anti-avoidance Rules

In the context of corporate
restructuring, it is important to stress
that tax planning is currently in the
crosshairs of tax authorities in Brazil.
These may disregard any transactions
performed with the sole purpose to
disguise a taxable event or the nature
of the elements that give rise to a tax
liability.

Thus, any operation performed
shall have business and economic
substance, i.e., the operation must
have intention other than just tax
saving.

Note that Brazilian anti-avoidance
legislation is vague and still pending
ordinary law and administrative
regulation in order to be fully effective
from a legal perspective.

Currently, existing legislation provides
that tax authorities have the power

to disregard, for tax purposes, those
acts or transactions that are intended
to reduce the amount of a tax due,
avoid or postpone the payment of a
tax, or conceal aspects of a taxable
event or the true nature of elements
that give rise to such an event.®

3 Brazilian Tax Code, CTN, Article 116.
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Indeed, in practice the tax authorities
have been assessing taxpayers on a
wider concept (such as simulation)
and, despite the lack of regulation, in
various cases the assessments have
been confirmed by the administrative
tax courts.

Considering the above, the trends
for the future seem to demand more
analysis whenever tax planning
strategies or even corporate
reorganizations are contemplated.

One main reason is the lack of clear
guidance in the law as to what
constitutes economic substance

and how to determine tax evasion.
Currently, there has been coverage in
the press regarding a proposal of law
to address such matters. This draft
legislation was part of discussion
initiated by taxpayers’ representatives
with tax authorities.
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Brazil presents a prime opportunity
for potential investors. From the
smaller foreign company that has
found a niche for its particular
product or technological expertise
to the multinational corporation
whose Brazilian operation is among
the largest of its international
subsidiaries, the general message is
clear: Brazil can provide opportunities
for all investors.

Nevertheless, establishing and
operating a business in Brazil often
involves navigating specific legal
aspects and regulations.

This Chapter focuses on the main
legal and regulatory information that
potential investors should be aware of.

Structuring the Business

Foreign investors may enter the
Brazilian market directly, through a
branch or a subsidiary, or through third
parties by means of distribution and
sales representation activities.

Each alternative presents its benefits
and disadvantages, the ultimate
decision depending on a variety of
factors, such as contemplated size
and length of investments, future
prospects and expectations, ease

of exit, among many others.
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Oftentimes distribution and sales
representation save costs when
compared to the incorporation of
a local branch or subsidiary.

However, these alternatives may be
accompanied by a lack of control over
certain aspects of the venture, such
as the way third parties distribute or
sell products in Brazil or protection of
patents, know-how and trademarks.

Both distribution and sales
representation activities must be
entered into by written agreements
signed by the foreign investors and
the local third parties.

Before entering into such
agreements, it is recommended that
the foreign investors register their
trademarks and patents, as the case
may be, with the National Industrial
Property Agency (INPI).

Distribution Activities

The Brazilian Civil Code (BCC

Law 10,406/02) provides rules for
distribution and agency activities.
Although these activities seem
similar, according to the BCC, the
main difference is that under a
distribution agreement, the distributor
takes title to, and has possession of,
the products subject to such activity.



© 2011 KPMG Transnational Tax Services Ltda., a Brazilian limited liability company entity and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International ), a Swiss entity. All rights reserved

Under a distribution agreement,

an individual or an entity commits

to transact business on behalf of
another party (e.g., the manufacturer
of the products to be distributed)

in a designated area for specific
remuneration, on a regular basis and
without entering into an employment
relationship with the third party.

It is recommended that at a minimum
the distribution agreement defines

in detail its object (i.e., description of
the products involved), the exclusive
sales territory, duration, purchase
obligations, any advertising issues,
and licensed use of the trademarks
involved, as applicable.

If certain specific terms are omitted
from the agreement the BCC may
provide particular guidelines, however,
the latter may differ from what may
have been originally intended. For
instance, pursuant to the BCC, if the
term (duration) of the agreement is
not formally established, it shall be
considered as undetermined and its
termination would require a 90 day
prior notice.

Sales Representation

Unlike a distribution arrangement,
sales representation arrangements
are directly governed by specific
legislation (Law 4,886/65 further
amended by Law 8,420/92 and Law
12,246/10) and, in a supplementary
way, by the general provisions of the
BCC applicable to contractual issues.
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Sales representation may be understood
as an intermediating activity, in which the
sales representative (entity or individual),
on a regular basis and not pursuant to

an employment relationship, promotes
the products, attracts customers and
facilitates sales on behalf of the seller.

A sales representative often

also negotiates proposals and/or
requirements in order to submit

them to the seller for approval. In
exchange for such services a sales
representative receives a fee, usually
determined as a percentage of the
value of the products sold. A sales
representation arrangement must also
be formalized in written agreements.

Special care must be taken when drafting
a sales representation agreement in
order to ensure the arrangement is not
characterized for tax purposes as an
employment relationship between the
contracting parties or as a permanent
establishment of the foreign seller.

Itis recommended that a sales
representation agreement contains:

(a) a description of the products

being represented; (b) the term of

the agreement; (c) the territory to be
covered, such as a state or region;

(d) the total or partial guarantee

of exclusive representation in

that territory, if applicable; (e) the
conditions and details for payments of
commissions/ fees; (f) restriction of the
territory exclusivity, if applicable; and (g)
any indemnification payable to the sales
representative in case of termination

of the agreement without just cause,
which cannot be less than 1/12 of

the total remuneration earned during
the period when the representation
agreement was effective.
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Branches

As mentioned above, foreign investors
may enter the Brazilian market directly,
through a branch or subsidiary.

A branch is defined as a division,
office or other business unit located
at an address different from the one
of the headquarter office. As such, a
foreign parent company with a branch
in Brazil may have unlimited liability
for the debts of the latter.

Branches located in Brazil are
governed by Brazilian law and
courts with regards to business and
transactions carried out in Brazil.

The creation of a branch of a

foreign entity in Brazil can be time
consuming since it requires prior
authorization from the Federal
Government. Specifically, the Ministry
of Development, Industry and
Commerce (MDIC)issues its approval
in a Ministerial Decree.

Note that the MDC/ must also
approve any future amendments to
the articles of incorporation of the
Brazilian branch.

The most common markets
with branches in Brazil are airline
companies and financial institutions.

Subsidiaries

In general, foreign investors tend to
incorporate a subsidiary rather than
set up a branch in Brazil due to the
following: (i) with some exceptions,
the shareholders are not responsible
for the Brazilian subsidiary’s debts,
and (ii) the process of establishing

a subsidiary in Brazil is fairly simple
and much less time-consuming when
compared to establishing a branch.
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Laws regulating the formation of
legal entities in Brazil are applicable
to foreign and Brazilian entities or
individuals in substantially the same
manner.

Nonresident individuals or legal
entities may adopt any type of legal
entity recognized by the Brazilian
legislation, such as, Limitadas (Limited
Liability Companies) or Corporations
(SA).

According to the BCC, legal entities
may be classified as sociedades
simples or sociedades empresarias,
depending on the nature of their
activities.

In general, entities that perform
business activities are considered
sociedades empresarias, while those
involved with intellectual, artistic,
scientific, and literary professions are
considered sociedades simples.

In practice, sociedades empresarias,
regardless of the type of legal entity
adopted and their type of activities
(services, sales, or manufacturing),
must be registered with the Board of
Trade (Junta Comercial).

In addition, such entities must be
registered with the federal tax
authorities, state tax authorities
(depending on the activities to be
performed by the entity), municipal
tax authorities and the social security
system. If applicable, separate
registrations are required for each
branch of the subsidiary located in
Brazilian territory.
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Both sociedades simples and
sociedades empresarias can adopt
different types of legal vehicles.

Both can choose, for instance, the
legal form of a Limitada, which is
normally preferred over an SAdue

to its more flexible provisions with
respect to limitations on liability and,
to some extent, the simplified level of
administrative formalities.

However, the appropriate type of
entity for a specific structure or
activity depends on various factors,
including the nature of the business,
the desired capital structure and
shareholding relationships.

Forinstance, only an SAis able to
issue public shares and debt. Please
note that Limitadas and SAs are
required to have at least 2
shareholders, but the second
shareholder can hold a minimal
interest.

Under normal circumstances, it takes
around 20 days to have a subsidiary
duly incorporated in Brazil, eitheras a
Limitada or as an SA. However, some
specific operating licenses that may
be required to begin operations may
take up to 6 months or more.

Note that from a tax perspective there
is no difference between a branch of
a nonresident company and a local
subsidiary, whether in the form of a
Limitada or an SA.
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Types of Entities

Limitadas
(Limited Liability Companies)

Structure

The Articles of Incorporation of

a Limitada follow the form of a
partnership contract. Nevertheless, a
Limitadais considered an entity that
is separate from its owners.

A Limitada must have at least 2 quota
holders regardless of citizenship or
residency. Companies as well as
individuals may be quota holders of

a Limitada.

Nonresident quota holders must
grant a power of attorney to a
representative in Brazil, who must

be a lawyer or another quota holder,
to receive service of notice and act

on their behalf at quota holders’
meetings. Local representation is also
required by the federal tax authorities.

Corporate capital

No minimum capital requirements
are imposed, except for specific
situations, such as obtaining a
permanent visa for a nonresident to
manage the company and applying
for import/ export licenses or
registrations.*

The corporate capital of a Limitada,
which must be denominated in
Brazilian currency, is divided into
quotas with fixed or different unit
values as specified in the articles of
incorporation.

4 For instance, in order to request a permanent visa a
minimum capital of US$ 600,000 or US$ 150,000, if
the company commits to hire at least 10 employees in
the 2 years ensuing its incorporation, is required.
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The Limitada may have its corporate
capital increased at any time after the
subscribed capital is fully paid by the
quota holders.

The reduction of the corporate capital
of a Limitada, on the other hand, is
only accepted when certain specific
conditions are met (such as the offset
of accumulated losses).

Management

The management of the Limitada
must be performed by a resident
individual (quota holder or not), who
can be a foreigner with a permanent
visa and a work permit.

Quota holders’ Rights
The voting rights of the quota holders
are proportional to their capital holdings.

Other rights legally guaranteed to

the quota holders of a Limitada are (i)
participation in the corporate profits;
(i) participation in the net assets in the
event of liquidation; (i) supervising
the conduct of the business; (iv)
preference in subscribing new quotas;
(v) withdrawal from the company
under certain circumstances, with
reimbursement of the value of their
quotas as ascertained by a balance
sheet drawn up for this purpose.

Profit Participation

Specific details regarding the
distribution of profits are usually
stated in the articles of incorporation
or subsequent amendments.
Although the non-proportional
distribution of profits is accepted
under the BCC, foreign investors may
find problems implementing it with
the Central Bank of Brazil.
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Other Issues Related to Limitadas
The articles of incorporation of the
Limitada must be filed with the
Registry of Commerce.

The transformation of a Limitada
into an SA or vice versa may be
carried out through a simple legal
procedure. The applicable laws state
that all shareholders/quota holders
must agree with the transformation,
unless the articles of incorporation
provide otherwise.

In general terms, the Corporations’
Law (Law 6,404/76) is also applicable
to a Limitada.

Limitadas and SA are required to
have at least 2 shareholders. Sole
ownership is generally not allowed
(but the second shareholder can hold
a minimal interest —e.g. 99.99% and
0.01%).

SAs (Sociedades Anénimas

or Corporations)

The organization and operation of

an SAin Brazil is governed by Law
6,404/76, the Corporations Law as
further amended.

The Corporations Law was designed
to stimulate the development of the
Brazilian capital market and to provide
additional protection for minority
shareholders.

The SAs may be publicly held or
privately held, depending on whether
their securities are accepted for
trading in the securities market.

If an SAis publicly held it is
supervised by the Brazilian Securities
Exchange Commission (CVM).
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The incorporation process is
dependent on fulfilling the following
preliminary requirements:

e subscription by at least 2 persons
of all the shares;

e initial payment of at least 10%
of the issue price of shares
subscribed in cash unless specific
legislation requires a higher
percentage.

If an SAis to be formed by public
subscription the share issuance must
be registered with the CVM prior to
the public offering and the mediation
of a financial institution is required.

Corporate Capital

The SAs corporate capital is divided
into negotiable shares, which are
indivisible in relation to the company.

No minimum capital requirements
are imposed on SAs, except for the
specific cases, such as obtaining a
permanent visa for a nonresident to
manage the company and applying
for import/ export licenses or
registrations, as indicated above for
the Limitadas.®

The SA form is mandatory for
establishing a financial institution.

SAs may issue shares with or
without par value. If the corporation
establishes a par value for any of its
shares, it must be the same for all
other shares. The issuance of shares
at a price lower than their par value is
prohibited.

5  Forinstance, in order to request a permanent visa a
minimum capital of US$ 200,000 or US$ 50,000, if the
company commits to hire at least 10 employees in the
2 years ensuing its incorporation, is required.
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Shares issued by an SA can be
ordinary or preferred; however, the
issuance of preferred shares is limited
to 50% of the total shares of the
corporation. Bearer shares cannot be
issued by an SA.

Preferred shares grant their holders
preferential rights with respect to

dividends and/or reimbursement of
capital, with or without a premium.

Regardless of having priority rights in
the reimbursement of capital, with or
without premium, preferred shares
will only be accepted for trading in the
securities market if they have at least
one of the following preferences or
benefits:

i.  therightto the dividend to be
distributed, corresponding to
at least 25% of the netincome
for the year, to be calculated
according to specific criteria;

ii. therightto receive adividend
for each preferred share, which
must be at least 10% higher than
the dividend assigned to each
ordinary share; or

iii. therightto be included in the
public offering for the sale of
control, in addition to the right to
receive dividends that are at least
equal to the ordinary shares'
dividend.

Additionally, the bylaws must
precisely indicate the preferences
and benefits assigned to preferred
shareholders without voting rights, or
with restricted voting rights.
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Management

The bylaws of the SA must attribute
responsibility for management duties
solely to the directors.

The administrative council can only
define policy guidelines for SA’s
business activities, including the
election, dismissal, assignment of
responsibilities, and supervision of
the directors.

The administrative council is

also responsible for appointing
independent auditors. The council
does not have any executive
functions; representation of the
company is restricted to the directors.

In the absence of any specific
provision in the bylaws and of

any restriction imposed by the
administrative council, each director is
responsible for achieving the business
objectives of the SA.

The fiscal council is responsible for
overseeing the performance of the
administrative council and the directors.

The Corporations Law allows
indicating in the bylaws whether the
fiscal council shall have permanent
status or whether it will be
appointed only when requested by
shareholders.

Shareholder Rights

The following are the fundamental

rights of the shareholders of an SA:

i. participation in corporate profits;

ii. participation in net assets in the
event of liquidation;

iii. supervising the conduct of the
business;
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iv. preference in subscribing to new
share issuances, subscription
rights and debentures as well as
profit participation certificates; and

v. withdrawal from the company
under certain circumstances,
with reimbursement of the value
of the shares if the shareholder
disagrees with a shareholders'
resolution that fundamentally
affects the company.

The bylaws or articles of incorporation
may confer additional rights that can
be different for each type, form, and
class of share, but all shares of the
same class must confer equal rights
to their owners.

Shareholder agreements with regard
to the purchase and sale of shares,
preemption rights, or voting rights
must be filed by the company to the
competent authorities to become
valid in relation to third parties.

Profit Participation

Dividends may be paid out of
accumulated earnings, profits, and
unrestricted reserves. Preferred
dividends may also be paid out of
certain capital reserves subject to
authorization included in the bylaws.

The shareholders have the right to
receive a compulsory minimum
dividend as established in the bylaws.

In case the bylaws are silentin this
regard, the compulsory dividend
must be equal to 50% of net profits
increased or decreased by the legal
reserve and contingency reserve or
reversal of this reserve created in
prior years.
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The dividend may be limited to
realized net profits, provided the
difference is posted as profits to

be realized and included in the first
dividend declared after the realization.

Despite the legal requirements, the
compulsory dividend may not be paid
if it is incompatible with a company’s
financial situation.

Profits that are not distributed
because of financial difficulties must
be transferred to a special reserve
and, if not absorbed by subsequent
losses, are to be paid out as dividends
as soon as the company's financial
situation allows such a payment.

Normally, dividends are paid out
once a year. However, companies
authorized or required by law or

their bylaws may prepare financial
statements each semester as a basis
for distribution of an interim dividend
out of current year profits.

Other Issues Related to SAs

A shareholder may be represented
at a general meeting by a proxy
holder appointed less than one year
before, who must be a shareholder,
a corporate officer or a lawyer.

In a publicly held corporation,

the proxy holder may also be a
financial institution. A fund shall be
represented by its investment fund
officer.

It is important to stress that in addition
to notices of shareholder general
meetings, a corporation must publish
its financial statements as well as any
shareholder, administrative council,
director and fiscal council resolutions.
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Other forms of legal entities

and partnerships

Although it is unlikely that any of these
would be used by a foreign investor,
some other types of legal entities and
partnerships accepted in Brazil are:

JointVenture Partnership
(Sociedades em Conta de
Participacao)

JointVenture Partnerships are entities
without legal personality, although they
are subject to the same taxation rules.

They exist only between the parties, but
not in relation to third parties who deal
exclusively with the managing partner
(who has unlimited responsibility over
the partnership’s debts).

The management of the company

falls exclusively upon the managing
partner, who must, at the end of the
contractual term, present the accounts
to the other participating partners.

Limited Partnerships

(Sociedade em Comandita)
These are considered legal entities
incorporated through a corporate
contract between the limited partner
(sdcio comanditario), whose liability
is limited to the value of its quotas,
and the general partner (sdcio
comanditado), who has unlimited
liability with respect to the entity's
debts.

General Partnerships

(Sociedade em Nome Coletivo)
This is a type of legal entity in Brazil
where all partners have unlimited
liability, i.e., they are jointly and
severally liable for the obligations of
the partnership.
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At least 2 partners are required, one
of whom must manage the entity and
reside in Brazil.

Private-Public Partnerships (PPP)
The Public-Private Partnership

(PPP) has become an important
administrative instrument for
providing high quality public services
for the population in a number of
countries.

Countries that have adopted PPPs
have taken advantage of private
companies’ expertise and efficiency in
design, construction, operation, and
management, while providing public
services on a timely manner and at a
lower cost to the government.

The first PPPs were contracted in
Great Britain in 1992. A number of
countries have followed this example
and are adopting PPPs. Following this
trend, Law 11,079/04 (Federal PPP
Law) governing PPPs at the federal
level was enacted in Brazil.

In addition, various Brazilian states
(such as Minas Gerais, Santa Catarina,
Sao Paulo, Goids, Rio Grande do Sul,
Bahia, Ceara, Sergipe, Pernambuco,
Distrito Federal and Rio de Janeiro)
have also issued legislation, governing
PPS at the state level, which are very
similar to the Federal PPP Law.

In general terms, a PPPis a
sponsored or administrative type
of concession agreement. In a
sponsored concession, in addition
to a tariff charged to the end users,
a subsidy is provided by the public
partner to the private partner.
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An administrative concession
consists of a contract for providing
services where the public partner is
the direct or indirect user of the public
service.

The Federal PPP Law has introduced
several innovations to Brazilian
administrative contracts, which may
substantially improve the quality of
the public administration projects

in the eyes of the investors and the
private financiers.

This allows the application of
internationally accepted PPP
principles, which assures better
quality in the public services for the
users in a continuous, long-term
manner.

Several other PPPs are being
structured in the road, water, rail,
airport, prison, sport and leisure,
public buildings and education sectors
of Brazil and should be tendered and
finalized in the near future.

Bidding

Transactions contracted with the
public sector in Brazil involve the
compliance with certain procedures
and requirements. Acting in the public
interest demands the control taken
through biddings.

The public must have free access

to information concerning bidding
procedures and any interested party
can administratively or judicially
challenge government actions.

On bidding process, the nationality of
the bidders will be considered only as
a tie breaking criteria.
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Other practical issues to be observed
when setting up and operating a
business in Brazil revolve around
compliance with the foreign exchange
controls imposed by the Brazilian
government, restricting access to

the commercial exchange market to
individuals and companies engaged in
international trade transactions.

Restriction on Foreign Investments
Only a few economic activities such
as public health, mail and telegraph,
nuclear energy, airlines with domestic
flight concessions, sanitation, and the
aerospace industry continue to be
restricted to foreign investors.

Foreign investors can currently hold
only a minority participation in media,
financial institutions and insurance
companies, but may acquire

the control of a bank, with prior
authorization from the government or
under a reciprocal agreement.

Additionally, there are restrictions

on foreign participation in activities
subject to national security concerns
and on foreign ownership of rural
areas and businesses in border zones.
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A potential investor should consult
the government agencies that would
most likely hold an interest in a
proposed project. This process can
sometimes yield significant benefits
to the foreign investor, since the
government generally prefers to grant
incentives (tax and funding costs, for
example), rather than restrictions, to
encourage investors.

Acquisition of Real Estate

The Brazilian legal environment brings
detailed rules for local real estate
property, granting protection to the
owners.

Foreign individuals and entities

have the right to acquire real estate
property in Brazil, provided some
additional obligations are met, such
as getting a corporate taxpayer
registration number — Individual
Taxpayer's Registry (CPF) or National
Registry of Legal Entities (CNPJ) -
and a local legal representative.

Furthermore, as anticipated, Brazilian
regulation provides for special
restrictions on foreigners who are
interested in purchasing properties
located near the coast, at the border
or at specific locations considered to
be concerns for national security.
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The controversial Law 5,709/71
provides that foreign individuals who
have permanent residence in Brazil,
foreign companies authorized to
operate here, and Brazilian companies
controlled by foreigners are
authorized to acquire rural properties,
under certain conditions and limits.

Before purchasing real estate in Brazil,
itis very important for buyers to
check if the seller has valid title of the
property and there are any pending or
contingent collection lawsuits.

In addition, it is recommended

to check whether the taxes on
properties have been paid and there
are no liens on the real estate. In

all cases, buyers should seek legal
advice.

Upon the purchase of freehold
property, buyers should follow the
steps to register the change of title
with the real estate registry.

Long and short term leasehold
agreements should also be registered
within the real estate registry in order
to minimize potential disputes with
the landlord.

Foreign Exchange Policy

The status of the balance of payments
is one of the most critical elements

of the government’s economic

policy. Accordingly, maintaining the
exchange rate at an appropriate level
has been, and still is, an important
objective of the economic policy.
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Keeping domestic interest rates
higher than interest rates overseas
produced obvious long-term
disadvantages for a country that has
historically been a net foreign debtor.

However, this policy has been
successful in attracting foreign capital.
Interest rates have decreased over
the past years, although they continue
to be very high by international
standards.

In 2005, new legislation — Regulation
of Foreign Exchange Market and
International Capital (RMCCI) — was
enacted, which basically united the
2 foreign exchange markets existing
in Brazil at the time by integrating
the regulations governing the free
exchange rate market (Mercado de
Cambio de Taxas Livres), floating
exchange rate market (Mercado de
Cambio de Taxas Flutuantes) and the
transactions known as International
Transfer of Reais.

The RMCCl introduced flexibility

in terms of foreign exchange
transactions, reducing the
burdensome requirements associated
with implementing certain operations,
allowing legal entities and individuals
to purchase foreign currency without
direct or prior Brazilian Central Bank
(BACEN) approval.

Another result of the RMCClis
that Brazilian entities or individuals
are allowed to make foreign direct
investments abroad without prior
approval from BACEN or observing
quantitative limitations.
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All foreign exchange transactions
must be contracted with an
authorized agent, normally a private
financial institution authorized by
BACEN to operate in the exchange
market. Most foreign exchange
transactions do not depend on
BACEN pre-approval or approval, so
private financial institutions may make
their clients’ remittances directly.

The entry of capital into Brazil must
be registered with BACEN through
the declaratory electronic system
Electronic Declaratory Registration of
Foreign Direct Investments (RDE-
IED). The proper registration of foreign
direct investments is very important
in enabling the future repatriation of
capital and remittance of dividends,
interest on equity, and capital gains.

New foreign exchange regulations,
in force since 2006, introduced rules
which permit the registration of
tainted foreign capital under certain
circumstances. The tainted may be
described as the foreign investment
that, for any reason, is not registered
at the BACEN.

The main tax issue related to the lack
of registration is that the unregistered
foreign direct investment is treated
as national, preventing any valid
remittance that implies currency
exchange for the payment of
dividends or capital repatriation. From
a tax point of view, it could be said
that the registration of the foreign
capital in BACEN is a requirement for
repatriating profits.
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The Brazilian BACEN tracks foreign
currency transactions involving the
export of goods and services and
provides this data to the Brazilian
Federal Tax Authority.

Brazilian entities or individuals are
allowed to keep export revenues in
foreign currency in bank accounts
abroad, provided they observe the
limitation set forth by the National
Monetary Council (CMN).6

Itis important to keep in mind that a
nonresident individual or legal entity
holding export revenues abroad
must declare them to the Brazilian
Federal Revenue (RFB)and needs to
keep proper accounting records and
documentation for operations with
such funds.

RDE-IED Registration

All foreign direct investments must
be registered with BACEN online
electronic system named RDE-IED.
The registration is essential, in order
to enable the future remittance of
dividends and to assure the eventual
repatriation of the original capital.

The registration of foreign capital
must be made within 30 days from
the date it enters Brazil exceptin the
case of capital contributions with
goods, which must be registered
within 90 days as of customs
clearance.

Periodically, certain information
such as financial statements of the
Brazilian entity and any changes in
shareholdings must be recorded
online and registered with the
RDE-IED.

6  Law 11,371/2006
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The Brazilian investee and the
representative of the foreign investor,
if applicable, are responsible,

ves, for the registration of foreign
investments.’

Foreign Direct Investments

Foreign capital in Brazil is governed
by Law 4,131/62 as amended by Law
4,390/64. According to the referred
law, “foreign capital” is considered

to be any goods, machinery, and
equipment that enter Brazil with

no initial disbursement of foreign
exchange, and are intended for the
production of goods and services,

as well as any funds brought into

the country to be used in economic
activities, provided that they belong to
individuals or legal entities resident or
headquartered abroad.

In 1988, political leaders representing
labor in Congress sided with
conservative politicians to approve

an openly nationalistic constitution.
Since then, however, the treatment of
foreign investment has improved.

The constitutional distinction
between foreign-owned and Brazilian-
owned companies registered in Brazil
was repealed by a constitutional
amendment approved in 1995. Other
constitutional barriers against foreign
investment in protected sectors have
also been removed.

7  Note that to be registered as a foreign capital
investment, the amount contributed must originate
from persons resident, domiciled, or with a head
office outside Brazil. The capital contribution must be
effectively brought into the country and invested in the
acquisition of shares or quotas.
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These reform efforts have led to an
increase in foreign investments,
especially in capital-intensive
industries.

Capital Contributions

The Brazilian concept of capital
covers economic benefits in any
form, and, accordingly, foreign capital
contributions include cash, goods,
services, and intangibles.

In practice, investments in cash are
the simplest and most common form
of initial investment, but investments
in the form of assets and the
capitalization of accounts payable

for goods supplied by the foreign
parent are often used when making
subsequent investments.

Capital contributions of productive
assets, such as plant and equipment,
are subject to rigorous controls. The
process includes certification that
there is no local producer to supply
the equipment.

In order to receive an import license,
the applicant must evidence that
the equipment contributes to the
Brazilian economy in technological
and economic terms and justify the
foreign currency value attributed to
the equipment, among other things.

Although Capital contributions of
intangibles are allowed BACEN is
very reluctant in accepting them.
Proper valuations are required
and discussions with BACEN are
recommended.
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Financial Transactions (RDE-ROF)
Most cross-border financial
transactions such as loans, rentals,
leases, as well as agreements
involving transfer of technology
(royalties, know-how, technical
assistance, etc.) must be posted in
BACEN online electronic registration
system Electronic Declaratory
Registration of Financial Operations
(RDE-ROF)in order to enable
remittances abroad.

The private financial institution
responsible for the corresponding
foreign exchange contract normally
assists the companies with the
RDE-ROF registrations. In the case
of cross-border loans, BACEN has
the right to convert the portion of an
interest remittance it considers to
be above market into early return of
principal.

Payments of Dividends

and Interest on Net Equity

Provided the foreign capital is properly
registered, the foreign investor
should have no difficulties in receiving
dividends or interest on equity from
its Brazilian subsidiary. However,
companies with negative net equity
are not allowed to remit dividends or
interest on equity until all the losses
are absorbed by profits.

Conversion of Foreign Debt

into Share Capital

The conversion of foreign loans duly
registered in the RDE-ROF into equity
investments does not require prior
approval from BACEN.
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The conversion of debt into foreign
direct investment is defined as “the
transaction whereby rights and credits
eligible for transfer abroad, as well as
assets belonging to non-residents are
used for the purchase, contribution of
capital to a Brazilian entity or to absorb
losses in a Brazilian entity.”

Nevertheless, the registration of a
foreign direct investment resulting
from debt conversion does require
certain documents and BACEN filing
procedures.

Portfolio Investments
(RDE-Portfolio)

Nonresident individuals or legal
entities (including foreign funds

or financial institutions) that make
certain financial investments in

the Brazilian market are required

to register such investments in an
electronic BACEN registration system
called RDE-Portfolio.

Please note that the foreign investor
must observe BACEN and Brazilian
Securities Exchange Commission
(CVM)rules. For instance, it is
necessary to appoint a legal
representative in the country and to
open an individual or collective bank
account.

Reporting

Annually, individuals or domestic
legal entities with assets abroad in an
amount greater than the equivalent
of US$100,000.00 (one hundred
thousand United States dollars), must
file a specific form, Brazilian Capital
Abroad Return (DCBE), with BACEN
reporting all foreign investments,
detailing these assets.



Chapter 5
Corporate

Taxation

b pue Ainus Auedwoo Aljigel| peiwi| ueljizeig e “epy]

S80IAJSS Xe] el

uoneusuel] SN LI0Z ®



© 2011 KPMG Transnational Tax Services Ltda., a Brazilian limited liability company entity and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International ), a Swiss entity. All rights reserved

Given Brazil's strong growth
fundamentals supported by financial
stability and infrastructure investment,
itis no surprise that companies are
considering expanding their business in
the Brazilian market. But decisions made
now can have enduring consequences.
Lack of market understanding or
insufficient forward planning can blight a
venture in years to come.

Commercial and operational issues,
taxation, intellectual property,
employee remuneration and regulation
all bring challenges in new markets
and jurisdictions. Meanwhile pricing,
innovation, supply chains and routes to
market in one industry or sector may
turn out to be quite different in another.

The Brazilian tax system is based on
the principle of strict legality and its
main principles are defined by the
Federal Tax Code of 1966 and by the
Federal Constitution of 1988.The tax
legislation defines 3 jurisdictions and
tax collection levels. Thus, taxes may
be levied by the federal, state and
municipal governments.

On the other hand, there is a
separation of jurisdictions and

powers between the judiciary and the
administrative boards for the judgment
of controversies. In this sense, a

tax matter is usually analyzed at the
administrative level before the judiciary.
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The federal tax system is managed by
the Brazilian Federal Revenue (RFB),
which is part of the Ministry of the
Economy (Ministério da Fazenda). All
states and most municipalities have
similar agencies.

Federal Corporate IncomeTaxes
There are 2 income taxes in Brazil: (a)
the corporate income tax and (b) the
social contribution tax on profits. They
are imposed on similar taxable bases.

The Brazilian tax year is the calendar
year, irrespective of the corporate
year. The annual income tax return
must be filed by the date determined
by the RFB—normally the last
business day of June. The income tax
return must also be filed when certain
special events occur during the year
(e.g., mergers, liquidations, spin-offs).

Corporate IncomeTax

The income tax regulations in force
are consolidated under Decree 3,000
of March 26, 1999, which is applied
to all tax payers. Only the federal
government may charge income

tax; however, part of the income tax
collected is transferred to states and
municipalities.
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Brazilian corporate income tax is a
federal tax charged on net taxable
income. It applies at a basic rate of
15%, plus a surtax of 10% on annual
income that exceeds R$ 240,000.00
per year or R$ 20,000.00 per month.

Social ContributionTax on Profits
This tax was introduced to fund social
and welfare programs and is paid in
addition to the corporate income tax.

The social contribution tax on profits is
also a federal tax levied on net taxable
income and is applied at a rate of

9%. It is not deductible for corporate
income tax purposes. The tax base

of this contribution is similar to the

tax base of the corporate income tax,
although some specific adjustments
may be applicable to one tax and not
to the other.

The current tax rate (effective after
May 1, 2008) for financial institutions,
private insurance and capitalization
companiesis 15%.

Calculation Methods

There are 3 methods provided by
legislation to calculate corporate
income tax and social contribution tax
due on profits: actual profit, presumed
profit and arbitrated profit.

Actual Profit System

Under the actual profit system, net
taxable income corresponds to the
company's net book profit, arrived at
by applying Brazilian GAAR adjusted
by some inclusions and deductions
per Brazilian corporate tax legislation.
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In this sense, under the actual profit
system, companies are required

to keep appropriate accounting
records, the Taxable Income Control
Register (LALUR) and supporting
documentation and calculations in
order to demonstrate the amount of
tax due.

Taxpayers under the actual profit
system may choose to calculate taxes
on a quarterly or annual basis. The
choice must be made at the beginning
of each calendar year and is valid for
the entire fiscal year.

Under the annual actual profit system,
taxable income is computed on an
annual basis, but monthly advances
during the year are required to be
made on an (a) estimated basis or

(b) actual basis. The estimated base
corresponds to the presumed profit
tax base, discussed further below.

The main exclusions from taxable
income include dividends received
from other Brazilian entities related to
profits generated after 1996 and equity
pick-up revenue from investments

in other companies. Main inclusions
relate to nondeductible accounting
provisions and non-deductible
expenses.

Expenses relating to the ordinary
conduct of a trade or business of a
company, properly documented and
necessary to maintain a company'’s
source of income are generally
deductible.
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Presumed Profit System

Brazilian companies may elect to
compute corporate taxes based

on presumed net profit, provided
they (a) do not have total revenues
in the preceding year higher than
R$ 48 million, (b) are not financial
institutions, similar entities or
factoring companies, (c) do not earn
foreign profits, income or gains

(i.e. directly or through foreign
subsidiaries), and (d) do not qualify
for an exemption or reduction of the
corporate income tax.

The election to use the presumed
method is made annually, at the
beginning of the year and the choice
may be renewed every year.

The election is valid for both corporate
income tax and social contribution tax
on profits. Under the presumed tax
regime, the taxes must be calculated
and paid on a quarterly basis.

The presumed profit is arrived at by
applying a certain predetermined
percentage, which varies according to
the activity, over the gross sales.

The total amount of capital gains,
financial revenue and other revenue
must be added to this presumed profit
base to compute the corporate taxes.
The corresponding tax rates are then
applied over the presumed profit.

For instance, for the income tax, the
percentage for the revenues derived
from the sale of products is 8%, while
the percentage for service revenue is
32%. For the social contribution tax
on profits, the percentages are 12%
and 32%, respectively.
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[llustrative calculation:

Income Tax Amount ($)
Gross Sales 1,000
Presumed Profit for 80
income tax (8%)
Financial Revenue 500
:I'otal Presumed for 580
income tax
Income tax due (app. 145
25%)

Social Contribution Amount ($)
Gross Sales 1,000
Presumed Profit for 120
social contribution
(12%)

Financial Revenue 500
Total Presumed for 620
social contribution

Social contribution due 55.80

(app. 9%)

It should be noted that under the
presumed tax system losses carry
forwards may not be utilized to
reduce the presumed profit.

The choice to pay the income taxes
under the presumed system does

not prevent the Brazilian entity from
paying dividends corresponding to the
amount of actual book profit, in case it
exceeds the presumed profit.

However, the company is required to
keep proper accounting records and
balance sheets to demonstrate the

book profits.
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Arbitrated System

Under certain circumstances, such
as inadequate or unreliable record
keeping, the tax authorities may
arbitrate profits. In this sense, the
method is a type of punishment
applicable in situations provided for
by law.

The income tax paid on the arbitrated
profit is definitive and cannot be
offset against future payments. The
arbitrated profit system is similar to
the presumed profit, but with higher
percentages to be applied over the
gross sales. In addition, penalties may
be charged by tax authorities.

Tax Losses

Tax losses may be carried forward
indefinitely (there is no statute of
limitations). The offset is limited to

a maximum 30% of annual taxable
income and no carry back of losses is
allowed.

Non-operational losses may be carried
forward, but they may only be utilized
to offset non-operational profits (e.g.,

capital gains).

Tax losses are lost if between their
generation and their utilization,
cumulatively, there is a change in
control and change in the type of
activity performed by the taxpayer.

Tax Audits

Tax audits are performed by federal tax
inspectors on a random basis. The scope
and frequency of auditing does not
follow a set pattern.
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In general, the right of the tax
authorities to make corporate income
tax assessments (statute of limitation
for tax purposes) expires 5 years after
the end of the tax year in which the
tax return should have been filed.

Administrative appeals against
assessments must be filed within

30 days of assessment. If the
assessment is upheld, the taxpayer
may appeal to an administrative court.
If still unsuccessful, the taxpayer can
appeal to the judicial court.

Penalties and Fines

The penalty for past due federal taxes
is currently set at 0.33% per day, up
t0 20% depending upon the period in
arrears. Interest on past due federal
taxes is charged at a floating rate of
Special System of Settlement and
Custody (SELIC) plus 1%.

Assessed tax deficiencies are generally
subject to a 75% fine, which may be
reduced to 37.5% if settled within
30days. Inthe case of absence or
underpayment of monthly advances of
income tax or social contribution tax on
income, the applicable fine is 50%, even
if tax loss has been verified in the annual
calculation. If fraudulent intent is proven,
the fine is increased up to 150%.

When business entities are in arrears
with any federal taxes or social
security contributions, they are
prohibited from distributing bonus
shares to their stockholders or from
paying any profit participation to
quota holders, partners, directors,

or members of the administrative
council. In case of failure to comply
with the restrictions, penalties may

apply.
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Gross RevenuesTaxes

Social Integration Program (PIS)
and Social Security Contribution
(COFINS)

PIS and COFINS are federal taxes
charged on gross revenues, on a
monthly basis, under 2 regimes:
cumulative and non-cumulative.

Historically, PISand COFINS

were charged at 0.65% and 3%,
respectively, for most companies
and generated a harmful cascading
effect because of the lack of a credit
mechanism, thereby increasing the
tax burden and the cost of products
and services in Brazil.

New PIS and COFINS tax provisions
were implemented in December 2002
(Law 10,637/02) and December 2003
(Law 10,833/03). As a result of such
rules, the PISand COFINS rates were
increased from 0.65% to 1.65% and
from 3% to 7.6 %, respectively, and a
credit mechanism was introduced.

According to this new non-cumulative
mechanism, taxpayers may generally
recognize PISand COFINS credits
corresponding to 1.65% and 7.6%
over certain costs and expenses.
Such credits may be used to offset
PIS and COFINS due on their taxable
revenue.

Thus, taxpayers under the non-
cumulative system are subject to
PIS at 1.65% and COFINS at 7.6%
and are allowed to recognize tax
credits for PISand COFINS levied on
certain inputs. These inputs include:
(a) products purchased for resale;

(b) goods and services used as
inputs in the rendering of services
or manufacturing (excluding labor);

Investment in Brazil | 60

(c) consumed electrical power; (d)
the rental of real estate and fixed
assets applied in the activities; (e)
the acquisition of fixed assets and (f)
returned goods, if the corresponding
revenue was included in the previous
month's PISand COFINS taxable
bases.

Tax credits may be used to offset
future PISand COFINS due or
other federal taxes provided certain
requirements are observed.

The PIS and COFINS non-cumulative
regime is mandatory for companies
subject to the actual profit method of
computing corporate income taxes.

The former PISand COFINS
cumulative system remains
applicable for certain entities,

such as financial institutions and
companies under the presumed profit
system, among others entities, and
for some revenues deriving from
telecommunications, transport and
software development services,
which are generally subject to a
0.65% tax rate for PISand 3% tax rate
for COFINS with no credits available.
Financial institutions are subject to a
4% COFINS rate.

Companies with revenues subject

to the cumulative system and

other revenues subject to the non-
cumulative system will be required to
calculate PISand COFINS separately
in both systems.

Revenues related to export
transactions and the sale of fixed
assets are, in general, exempt from
these taxes.
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There are special PISand COFINS
regimes for companies engaged in
some types of industries, such as
automotive, auto parts, cosmetics,
pharmaceutical, oil, beverage,
packaging materials, energy, and real
estate, among others.

Additionally, as of May 1, 2004, the
import of goods and services are
also subject to PISand COFINS at a
combined rate of 9.25%.The 9.25%
combined rate applies to taxpayers
under both cumulative and non-
cumulative regimes. In some cases,
taxpayers may recognize PIS and
COFINS credits on the import.

Indirect Taxes

Federal ExciseTax (IPI)

IPlis a federal tax levied on the import
and manufacture of goods. In many
aspects, it operates like a value added
tax, which is charged on the value
aggregated to the final merchandise.
As a general rule, /Pl paid on a prior
transaction can be used to offset the
[Pl liability arising out of subsequent
taxed operations.

The applicable rate depends on the
product and its classification under
the /P/Tax RatesTable (TIPI). The
classification within TIP/ generally
follows the Brussels Harmonized Tax
Codes.

IPlalso has a regulatory nature, i.e.,
the Executive Power may increase its
rates at any time by decree as a way
to implement financial and economic
policies. Additionally, /Pl rates can be
higher for nonessential products such
as cigarettes, perfumes and others.
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Each facility (branch) is considered a
separate taxpayer for /P/tax purposes.

For domestic transactions, in most
cases, the taxable event is the exit of the
manufactured product from the facility
where it was manufactured. /P/is usually
applied on the value of the transaction
plus State Value-AddedTax (ICMS).

Brazilian tax legislation defines
“manufacture” as any process that
modifies the nature, operation, finishing,
presentation or purpose of a product, or
improves a product for consumption.

IPltaxpayers are entitled to an /P/tax
credit equivalent to the tax paid upon
the acquisition of the inputs to be
used in the manufacturing process.
This credit may be offset against /P/
triggered by subsequent transactions.
Under certain circumstances, excess
[Pl tax credits that cannot be offset
against /Pl due on subsequent
transactions may be offset against
other federal taxes. /Pl does not apply
on the sale of fixed assets, but some
requirements must be observed.

State Value-Added Tax (ICMS)
ICMS is a state type of value added
tax levied on the import of products
and certain transactions involving
goods (including electricity),
intermunicipal and interstate
transportation services and
communication services.

In general, when transactions involve 2
different states, the rates are 7% (when
the purchaser is located in the states of
the North, Northeast and Center West
regions or in the state of Espirito Santo)
or 12% (for purchases located in the
South and Southeast regions).
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For transactions within the same
state and in the case of imports, the
rates may be 17%, 18% or 19%.
The 19% rate is applicable for the
state of Rio de Janeiro; the 18% is
applicable for the states of Sdo Paulo,
Parana and Minas Gerais; and the
17% is applicable for the remaining
states. Sales of automobiles,
communications services and
electricity are subject to 25% ICMS.

ICMS s also due either when a
product is resold in the domestic
market or when it is physically
removed from a manufacturing
facility. The taxable base is equal to
the value of the transaction, including
the ICMS itself (gross-up), insurance,
freight and conditional discounts.

IPI'must also be added to the /ICMS tax
base when the transaction is carried
out between non-/CMS taxpayers or
when it involves a product that will

not be further manufactured or resold
(e.g., fixed assets).

Similarly to /PI, each branch of a
company is considered a separate
taxpayer for ICMS tax purposes.

In general, ICMS taxpayers are
entitled to a tax credit in the amount
of the tax paid in the previous
transaction with the same asset
(inputs), provided the purchaser is

an ICMS taxpayer with respect to
that product, i.e., the subsequent
transactions with the purchased
product are also subject to ICMS. The
tax credit may be offset against future
ICMS payables.
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If the purchaser is not an ICMS
taxpayer, and depending on whether
its sales are subject to this tax, ICMS
may become a cost and will not be
recoverable as a credit.

In regards to ICMS, it is important to
highlight that due to the fact that each
state has its own legislation there

is a “tax war"” between the various
states in Brazil, each aiming to attract
investments.

In order to generate more profits for
the state government, a state will
often grant ICMS tax benefits for
investments on its territory without
the approval of other states.

As a result, some states are currently
challenging tax benefits granted in
another state, which have not been
properly approved by all states.

To mediate this complex situation, tax
reform legislation has been proposed,
however, it is still pending a decision
by the Congress.

Municipal ServiceTax (ISS)

ISSis a municipal tax levied on
revenues derived from the provision
of services. Although it is a municipal
tax, the specific services subject

to /ISSare listed in federal law
(Complementary Law 116/03).

The tax base for ISS'is the price or
value of the service. The rates vary
from 2% to 5%, in accordance with
the municipality where the service
provider is located, where the service
is provided and the type of the service.
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For most services, there is significant
debate as to whether the /SS should
be paid to the municipality where

the service provider is located or the
municipality where the service is
performed.

In principle, the taxpayer is the service
provider. However, the municipal tax
legislation may impose a withholding
responsibility to the company hiring
the services.

When providing a service also involves
a sale of goods, /SS applies to the
total price of the transaction, except
when there is a specific provision
determining the applicability of ICMS
on the value of the products sold.

Import taxes

ImportTax (ll) and other
Miscellaneous Fees

[l applies to the cost, insurance and
freight (CIF) value of imported products
at variable rates. This is a final tax,
meaning that no credits are granted.

Specific rates depend on the
classification of the imported product
in /ITax Rates Table (TEC), and

the taxable event is the customs
clearance.

Other customs fees include
processing fees for import licenses,
freight duties, when necessary, which
fund the merchant marine fleet (levied
at 25% on the freight cost), as well as
miscellaneous port charges.

Federal ExciseTax (IPI)
IPlapplicable rates also vary in
accordance with the tax classification
of the product in the T/IPI(IP/tax
products list, based on the TEC).
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The rates average between 10%
and 20%. IPlis levied on direct
imports and subsequent domestic
transactions with imported products
or manufactured goods.

As a general rule, an /P/tax creditin
the amount of the tax paid on the
import is granted in cases where the
subsequent transaction involving the
same product, or another product in
whose manufacture the imported
product was used, is subject to /P. The
taxable base is the CIF amount plus
the import tax.

State Value-Added Tax (ICMS)
ICMS is also charged on imports.
Importers are generally entitled to
recognize a tax credit in the amount of
the tax paid to be used to offset future
ICMS liabilities. Applicable rates are
normally 17% to 19%.The tax base is
the CIF amount plus the import tax, /P,
the ICMS itself and PISand COFINS.

Social Integration Program (PIS)
and Social Security Contribution
(COFINS) Import

PIS and COFINS are enforced on the
import of products and applied at a
combined rate of 9.25% (1.65% and
7.6%, individually). PISand COFINS
paid on imports may generate a

tax credit to be offset with PISand
COFINS due on domestic transactions
provided the importer is subject to the
non-cumulative PISand COFINS basis.

The tax base is the CIF amount plus
ICMS and PIS and COFINS. Please
note that certain products may be
subject to different tax rates.



© 2011 KPMG Transnational Tax Services Ltda., a Brazilian limited liability company entity and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International ), a Swiss entity. All rights reserved

Contribution for Intervention in the
Economy (CIDE)

CIDEis a 10% contribution levied

on payments to nonresidents in

the form of royalties, technical and
administrative services and technical
assistance, among others.

Note that, differently from the
withholding tax, CIDE is a tax
imposed on the Brazilian payer of
the fees and, therefore, may not be
reduced by tax treaties and may not
generate a tax credit abroad.

There is a limited tax credit granted
to the Brazilian entity for C/DE paid
on royalties for the use of trademarks
or trade names which reduces the
effective tax rate.

Law 11,452, enacted on February
27 2007 established that royalties
for software licenses are no longer
subject to this levy.

This provision is retroactive to January
1, 2006, which allows recognizing tax
credits for CIDE payments made for
software license fees.

CIDE Combustiveis is another
contribution levied on the import and
sale of oil and gas related products
including ethanol.

According to current legislation, the
manufacturer, the formulator and the
importer are the taxpayers for CIDE
Combustivel purposes.®

8 Seelaw 10,336/01
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Municipal ServiceTax (ISS)

As of January 2004, /SS also applies
on the import of services. The
Brazilian company retaining the
services is obliged to withhold the
tax on the service fees paid to the
nonresident.

Furthermore, Complementary Law
116/03 introduced an /SS exemption
to certain exports of services.

Other Federal Taxes

Withholding IncomeTax (IRRF)
Withholding income tax applies

to certain domestic transactions,
such as fee payments to certain
service providers, salary payments
and financial income resulting from
investments. In most cases, this
withholding tax is a prepayment of
income tax liability reflected on the
final tax return of an individual or an
entity. However, in some cases it is
considered a final taxation.

Also, withholding income tax is due
on payments of Brazilian source
income to most nonresidents

(e.g., payments of Brazilian source
royalties, service fees, capital gains,
interest, and others). According to
Brazilian tax law, withholding tax

is due upon the payment, credit,
delivery, utilization or remittance of
the funds, whichever occurs first.
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The rates depend upon the nature
of the payment, the residence of
the beneficiary and the existence

of tax treaties between Brazil and
the country where the beneficiary is
located. Most commmon rates range
from 15% to 25%. As a general rule,
income paid to beneficiaries located
in low tax jurisdictions is subject to
25% withholding tax.

Tax on Financial Operations (IOF)
IOFis a federal tax levied on credit,
exchange, insurance and securities
transactions executed through
financial institutions and includes
intercompany loans. The tax also
applies to gold transactions.

The tax rates can be raised by the
Federal Government by decree and
become effective immediately. The
tax base varies according to the
taxable event and the financial nature
of the transaction.

The IOFis levied at varying rates,
depending on the type of transaction
and maturity terms, if applicable.

Transaction Type Tax Range
_ (o)

Credit transactions U=l
per day

Securities 0-15%

transactions per day

Insurance 0-25%

transactions

Exchange 0-25%

transactions

1% payable on
the first sale
transaction

Gold transactions
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For loan transactions in Brazilian
currency, the /OFis levied on

the average daily balance oron a
transaction basis. The applicable rate
is 0.0041% plus an additional 0.38%
per day if the borrower is a legal
entity and 0.0082% plus an additional
0.38% per day if the borrower is an
individual.

Note that for loans with a maturity
date longer than one year the
effective rate is limited to 365 times
the applicable daily rate.

For insurance transactions, /OF

tax rates range from 0% to 7.38%,
however, the applicable rate is 7.38%
for most transactions.

Regarding securities transactions, the
IOF tax rate varies from 0% to 1.5%
according to the type of investment.

It is important to note that if the
securities are traded by means of foreign
investments in the Brazilian financial
and capital markets, the liquidation of
the corresponding foreign exchange
contract is subject to /OF at a rate of
6%, except for variable-rate income
investments (e.g., stocks negotiated in
the stock exchange).

The IOFrate is zero on foreign exchange
operations related to the inflow of
revenue derived from the export of
goods and services and outflow of
funds derived from the import of goods.
The import of services, however, is
subject to /OF at a rate of 0.38%.
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Recently, the Brazilian government
increased the /OF rates levied on
currency exchange transactions for
foreign investments in the financial and
capital market. The main reason for this,
according to the Government, was to
reduce the appreciation of the Brazilian
currency by discouraging the inflow of
short-term investments.

The increased rates were applied, for
instance, on foreign investments in
fixed income and investment funds,
such as foreign investments made
through Investment in Partnership
Investment Fund (FI/Ps), which are
widely used by private equity funds.

On December 31¢t, 2010, the Brazilian
government published Decree 7412,
changing the /OF legislation once
again. In general terms, the /OF

rate levied on currency exchange
transactions for foreign investments
in the financial and capital market
remained at the increased rate of 6%.

However, the decree reduced the /IOF
rate levied on foreign investments made
through FIPs or Investment Funds in
Emerging Entities (FMIEE)t02%.

Rural LandTax (ITR)

ITRis an annual federal property tax
levied on the ownership or possession
of real estate located outside urban
perimeters. Taxable bases vary
according to the value, size and
location of the real estate, and tax
rates vary in accordance with land use.
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Other StateTaxes

Tax onTransfer of Property by
Donation/ Succession (ITCMD)
ITCMD is a state tax imposed on the
transfer of ownership of goods and
rights upon causa mortis (succession)
and donations. Tax rates vary
according to state legislation.

Vehicle Tax (IPVA)

IPVA s a state tax levied on
ownership of motorized vehicles
(cars, trucks, boats and other taxes).
The tax base is the value of the
vehicle with rates varying according
to state legislation.

Other Municipal Taxes

Municipal Real EstateTax (IPTU)
IPTU is an urban real estate property
tax charged annually by municipalities
based on the assessed value of the
property, which may not correspond
to fair market value. Tax rates vary
according to the municipality and
location of the property. The IPTU
taxpayer is the owner of the real estate,
or the tenant if the property is leased
and the agreement provides for it.

Property TransferTax (ITBI)

ITBlis a real estate transfer tax
charged at variable rates ranging

from 2% to 6%. This tax is usually

not levied if real estate is transferred
under a corporate reorganization (e.g.,
mergers, spinoffs, capital contribution
in kind and others).
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A wide range of government
incentives is available for startup
projects in Brazil. In general, the
international investor has equal access
to these incentives when compared to
local investors.

The use of government incentives is
a significant feature of the Brazilian
business environment. Usually,
incentives take the form of subsidized
loan financing and tax exemptions or
reductions, rather than cash grants.

Federal, State and Local Incentives
Federal government incentive
programs are designed to promote
domestic policy objectives, including
the growth of exports and the
capitalization of domestic private
industry, whereas state and local
incentive programs are directed
toward specific objectives such

as increasing local employment
opportunities.

State and local governments
commonly use an exemption or
deferral of indirect and property
taxes that they are entitled to levy,
and provide assistance to potential
investors in obtaining access to
available federal programs.
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Thus, a company that has decided
to establish a new plant for export
production and which is eligible for
federal programs will seek the best
available package of local incentives
when deciding where to locate a
plant.

Brazilian government incentive
programs are subject to frequent
revisions, both in relation to their
basic approach as well as the specific
categories and rates of tax incentives
granted.

Accordingly, companies planning

to avail themselves of incentive
programs should, as a first step,
obtain the latest available information.

Usually, federal and state
governments do not give cash grants
to reduce initial outlays on industrial
buildings and equipment.

As an exception, capital grants in the
form of land can be obtained from
local governments and are often
provided through state development
agencies.

Additionally, there are various
government incentive programs
providing low cost financing. In former
years, Brazil has experienced chronic
inflation and even presently continues
to have high bank interest rates.
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Under these circumstances,
subsidized rate financing has long
been very important for certain
sectors of the Brazilian economy,
and has formed the basis for the
expansion and modernization of
Brazilian agriculture.

Regional and Industry

Incentive Programs

Various concessions are offered to
encourage economic development in
Brazil, either on a regional or industry
basis, by offering taxpayers the
opportunity to invest part of their tax
liability and by granting certain fiscal
incentives, summarized below, for
approved investments.

Superintendence of Amazonas
Development (SUDAM) and
Superintendence of Northeast
Development (SUDENE)
Companies located in the Northeast
region and the Amazon region may
benefit from certain tax incentives.

SUDAM and SUDENE are both
administratively and financially
independent special agencies.
SUDAM oversees development

in the Amazon region. The region
encompasses the states of Acre,
Para, Roraima, Ronddnia, Amap4,
Amazonas, Tocantins, Mato Grosso,
Mato Grosso do Sul, Goias and part
of Maranhao.
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The purpose of SUDENE is to
promote inclusion and sustainable
development in the Northeast region.

The geographical definition of the
Northeast region encompasses the
states of Maranhao, Piaui, Cear3,

Rio Grande do Norte, Paraiba,
Pernambuco, Alagoas, Sergipe, Bahia
and part of the states of Minas Gerais
and Espirito Santo.

Both programs are administered by
the Brazilian federal government,
and are affiliated to the Ministry of
National Integration.

Under these programs, companies
can receive either partial or complete
tax exemption on income taxes for
Brazilian companies.

The tax exemption applies only to
income from facilities operating in the
designated regions and the benefits
are available for companies that have
setup, modernization, extension and
diversification projects in the region.

Eligibility for these concessions
depends on SUDAM/SUDENE's
approval of an industrial project or
a project for the expansion of an
existing industry.

SUDAM/SUDENE not only evaluate
the project in terms of its technical
and economic feasibility, but

also verify whether the project

is appropriate within the overall
economic development of the region.
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Manaus FreeTrade Zone (MFTZ)
The Manaus Free Trade Zone (MFTZ)
was created in 1957 as a “free port”
In 1967 by means of Decree 288/67,
the Federal Government granted
the Amazon region with several tax
benefits with the basic intention of
promoting its development.

The MFTZ comprises three poles:
i commercial pole;

ii.  industrial pole: called Pélo
Industrial de Manaus or “PIM";
and

iii. agricultural pole.

The city is home to over 500
industries, which may be eligible for
the following tax incentives.

Corporate income tax (IRPJ) - 75%
reduction of corporate income tax
for the period of 10 years (currently
limited to year 2023), which cannot
be distributed as dividends. The
reduction is exclusively for corporate
income tax purposes, not being
applicable to Social contribution on
netincome (CSLL).
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Import duties — As a general

rule, companies are granted with

a reduction of up to 88% of the
import tax, payable at the moment

of delivering the final good. In some
cases, the import tax reduction

will depend on the level of local
components and labor force used

to produce the final good. The tax
legislation also foresees an exemption
of import tax, as long as the products
are consumed and/or manufactured
within MFTZ and certain conditions
are met.

Excise taxes (IPl) - Exemption of

|PI for products consumed and/or
manufactured within MFTZ. In some
cases, companies must invest a
percentage of their gross revenues in
R&D projects.

Sales tax (ICMS) - Deferred ICMS tax
on import of raw materials used in a
manufacturing process of intermediate
products. Reduced /ICMS tax rate on
some imported products destined to
commercial transactions (i.e. resale)
and, in some cases, ICMS s not due
on import of fixed assets.

Also, companies may be granted with a
presumed /CMS tax credit on purchase
of raw materials (applicable for some
companies). On sales transactions,
ICMS tax incentive may vary from 55%
t0 100%. Local state contributions may
be charged upon sales transactions or
ICMS tax incentive.



n limited liability company entity and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved

© 2011 KPMG Transnational Tax Services Ltda., a B

Taxes on Gross Revenues (PIS/
COFINS)-With respect to PIS/
COFINS, there are three important
benefits:

i. asageneralrule, PIS/COFINS-
Import are triggered on the
import of goods and/or services,
but these taxes are suspended
when the importer is located in
the MFTZ;

ii.  therevenues derived from
the local sale of raw-materials,
intermediate and packing
materials are subject to PIS/
COFINS at zero tax rate when
the supplier and the buyer are
located in the MFTZ and the
acquired materials are used in
the manufacturing process in the
MFTZ; and

iii. therevenues obtained with the
sales of products manufactured
within MFTZ are subject to PIS/
COFINS at reduced tax rates (for
most cases 3.65%), which will
vary according to the tax regime
the customers are subject to.

Minimum Manufacturing

Process (PPB)

The PPB benefit is usually applicable
to Brazilian companies engaged in the
manufacturing and sales of products
and services related to specific

types of technology, such as goods
and services related to information
technology and automation.
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The incentive was initially addressed
to the computer industry, but

later expanded to include a wider
range of electronic products and
telecommunication equipment.

The PPBbenefit is granted to Brazilian
companies that have a project
approved by the Ministry of Technology
and Science (MTC)and that annually
invest a percentage (limited to 5%)

of their gross revenues derived from
the sale of technology related goods
and services with Research and
Development (R&D) in the country.

The percentage varies per year.The
benefits are basically related to Excise
Tax (IPl) and State Value-Added Tax
(ICMS).

A reduction of the /P/tax due is
granted as follows:

e 80% through December 2014;

e 75% from January through
December 2015;

e 70% from January 2016 through
December 2019; and

e after 2016 the benefit is scheduled
to be extinguished.

For ICMS, the benefits vary according
to the state involved. Basically, the
benefit may relate to a reduction

of the ICMS rate for intrastate
transactions; a deferral or exemption
of ICMS due or a “special credit”
(crédito outorgado).
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Technology Innovation Incentives
Law 11,196/05 and Decree 5,798/06
provide for various tax benefits with
the purpose of fostering research
and development and technological
advances.

Tax benefits apply for most
companies investing in technology
innovation and include, among others:

e accelerated depreciation for income
tax purposes of newly acquired
equipment (R&D destined);

e /P/tax reduction

e accelerated amortization for certain
intangibles and R&D expenses;

e technology innovation is defined
as the creation of a new product or
manufacturing process as well as
the inclusion of new functionalities
or characteristics to a product
or process, which results in
incremental improvements and in
an effective quality or productivity
increase, resulting in more
competitiveness in the market.

Companies enjoying these benefits
may not be entitled to other
benefits such as the PPB (minimum
manufacturing process).

