Latin American Logistics Network

Introduction

Discussion of Latin American Logistic Networks involves the analysis of an area of many similar, but at the same time, different cultures. Brazil is the country that has the largest, most important, and developed economy in the region. However, there are still a lot of features that are similar across all countries in this territory. Therefore, centering the discussion of Latin American Logistic Networks on Brazil will provide a valuable insight into economic mechanics of the entire region, while presenting specific examples of advantages and problems that affect business operations in Brazil. This report will give a very brief description of the region and then focus on three topics that are main issues for companies that currently have operations in Brazil, as well as for those businesses that may consider expanding to this region. These topics include taxes, currency and security issues. 

Description of the Region
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Composed of all the free countries from La Patagonia (South Argentina) to Rio Grande (North México), including the countries in the Caribbean, this region is one of the richest in the world in natural resources. Looking forward to its integration, several agreements have been established among the countries to facilitate trade and business in the region. 

The most important economic agreements in the region, along with some statistics about the members of the biggest local trade blocks—MERCOSUR and the Andean Community—are presented below.

Principal Agreements among the Countries

· FTAA (http://www.ftaa-alca.org/alca_s.asp)

The Free Trade Area of the Americas (FTAA) was born in 1994 with the purpose of integrating the economies of the occidental hemisphere in a single agreement of free trade. The 34 democracies of the region agreed on the establishment of FTAA through which barriers to trade and investment were to be gradually eliminated until a final agreement can be obtained in 2005.

· G-3 

The G-3 (Group of the 3) was established in 1989. Its members are Colombia, Mexico and Venezuela. The main purpose of the G-3 is to achieve cooperation and integration among the three countries in several fields: Economy, Culture, Transportation, Energy, Trade and Tourism among others. It is also part of the concept to understand that all actions and possible successful implementations to take place as a result of this agreement will be mirrored across all Central American countries and the Caribbean, allowing a future integration of the region.

· CAN (http://www.comunidadandina.org/ingles/who.htm)
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The members of the Andean Community are Bolivia, Colombia, Ecuador, Peru and Venezuela. The roots of the community were born in 1969, when the south American Andean countries subscribed to the Cartagena Agreement (also known as “Pacto Andino”), with the purpose of establishing a union across customs within a 10 year window. During the following 20 – 25 years, the concept of a regional integration passed through a series of stages, but it was not until 1993 by an agreement of the presidents of the member countries with the goal of creating a common market before 2005, that this sub-regional organization was established. 

The key objectives of the Andean Community are to promote the balanced and harmonious development of the member countries under equitable conditions. Also, to boost their growth through integration and economic and social cooperation, to enhance participation in the regional integration process with a view to the progressive formation of a Latin American common market, and to strive for a steady improvement in the standard of living of their inhabitants.

Among the accomplishments so far, is the establishment of an external common tax of 13.6% since February 1st 1995.

· MERCOSUR (http://www.mercosur.org.uy/pagina1esp.htm)
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The Common Market of the Southern Cone (MERCOSUR) is composed of Argentina, Brazil, Paraguay and Uruguay. It was established in 1991 and involved the integration of these four countries through freeing the circulation of goods, services and productive factors by eliminating tariff barriers between the four members. These countries have established a Common External Tariff (CET), ranging from 0% to 20%, and have begun a process for coordinating macroeconomic policies in foreign trade, agricultural, industrial, fiscal, monetary exchange, capital, service, customs, transportation, and communication matters (2). The signing countries are hoping to become an integrated region by 2005.

MERCOSUR has become the most important and successful economic block in Latin America and throughout the 1990’s the region has been one of the most dynamic of the world with an annual average economic growth of 3.9%.  This region includes the most important economies in South America: Argentina and Brazil. Having an internal market of more than 200 million inhabitants and based on its comparative advantages, the region offers a significant number of investment opportunities (see appendix for MERCOSUR’s statistics). Nevertheless, the macroeconomic stability of the region has created a trend where any political decision or change in the established power has a vast impact on what happens in the trade industries (1). 
Security issues, exchange rates and curious taxation systems are common difficulties multinational firms must deal with. Brazil, with the largest economy in the region and one of the largest in the world, is suitable for companies to see it as the main port to the Americas. However, to resolve complications that arise when it comes to dealing with security, currency and tax system issues in Brazil not only a deep understanding of the specific area and industry are required, but also, lots of creativity.

The set of expenses that businesses incur in Brazil and not in other countries is known as the “Brazil Cost”. These expenses increase the prices on Brazilian products and services. The main components of this so-called “Brazil cost” are the economic instability and the tax load. However, one of the main goals of the current Brazilian administration is to make Brazilian products and services more competitive by enhancing the efficiency and reducing costs. It has been widely recognized, that Brazilian exports have been adversely affected by high domestic prices.

1. Taxes

Brazil has a very complex tax system, where taxes are collected by four government agencies—the Union, the States, the Federal District, and the Municipalities.  Moreover, the tax system is cascading in structure—the levies are applied at various stages on imports, exports, good transports within the country, and at different stages of production for manufacturers.  This paper will not attempt to discuss all specifics of the Brazil’s tax system, but, instead, will give an overview of the taxes that would apply to a manufacturer/foreign investor in Brazil, and then focus on examples that would give a more detailed picture of the tax burdens faced by two companies—computer manufacturer Dell and car manufacturer Renault.

I. General Tax System Overview

To give an example of just how complex tax paying can be under Brazil’s system, consider the following facts: 

· Each of the four tax-collecting agencies collects a value-added tax on sales and services; 

· The Union and the Federal District collect a tax on imports and exports;

· The States levy a tax on circulation of goods and transportation and communication services (6).  

In Brazil, the domestic taxes on imports are based on two main taxes.  The first one is the federal manufactured products tax (IPI) assessed at the point of customs clearance, or at the point of sale. This tax is applied to most domestic and imported manufactured products, and its rate varies according to the nature of the goods, ranging from 0 to 15%. Non-essential and/or hazardous products (e.g. cigarettes) have higher rates.  The second main tax is a distribution of goods and services tax (ICMS).  It is levied on:  circulation of merchandise, rendition of interstate, inter-municipal transportation, and communication services.  The ICMS tax is assessed at the state level based on the goods' c.i.f. value import duty and IPI. Rates are the same for all goods, but vary between states (generally between 12% and 18%) (8).

A foreign company that has a production facility in Brazil and imports raw materials into the country, assembles the product at the production facility and then ships it out to its distribution centers around the world, would be subject to all the taxes mentioned above, plus various additional taxes (not an exhaustive list), such as (8)

· Capital gains tax of 15%;

· Compulsory contribution of 8% of company’s net profits to Social Security programs (CSLL. These taxes add on average 6% to the cost of exports);

· Corporate Income Tax (IRPJ) of 15% levied on taxable income, together with a 10% surcharge on taxable income greater than R$240,000 (approximately US$68,000); 

· Tax on Property of Rural Real Estate (ITR). The rates are calculated in accordance to the utilization of the land.  This tax is levied annually; 

· A profit participation program (PIS) tax of 0.65%, and a 2% social contribution tax (COFINS) are assessed on gross operating income;

· Tariffs and Import Taxes

· Common external tariffs (CET) that range from 0% to 23%;

· Brokerage fee of 2% of the cost-insurance-freight (c.i.f.) value up to a maximum of US$280;

· Warehouse tax of 0.65% of c.i.f.;

· A cargo terminal handling charge of approximately US$315 per container;

· Merchant marine renewal tax of 25% of the value of ocean freight charges on imports by sea (payable by the importer) (8).

Overall, Brazil’s tax system has two major disadvantages for foreign and domestic investors (manufacturers and distributors): a complicated tax filing process, where a company has to pay a variety of taxes to four different agencies that may have different rules, regulations, deadlines, and procedures for filing, and a noticeable increase in operational costs (such as production and transportation costs) that is caused by multiple tax levies.  These considerations have been a major drain on competitiveness, creating a disincentive for foreign and domestic businesses to operate in Brazil, especially since production costs are much lower in Asia and other Latin American countries like Mexico. 
II. Recent Tax System Improvements

In order to stimulate investment in the industry by domestic and foreign investors, Brazil’s government has implemented a number of changes, improvements, and financial incentives in the tax system.

As an incentive for foreign investors, between 1990 and 1997 tariffs dropped substantially on many goods - the average tariff was halved to 13.8%, while the maximum tariff dropped from 105% to 63% (8).  To simplify tax procedures for foreign investors, Brazil has signed double taxation agreements with several countries.  

In an attempt to promote domestic and intercontinental trade and to create a modern industrialized enclave in the equatorial forest, four free trade zones were established by the government in Brazil. The rationale was that backward and forward linkages associated with that focus of growth would after some time diffuse development throughout the underdeveloped region. The Manaus Free Trade Zone is the most extensively developed and offers special incentives for the establishment of industries. These incentives were established by law in 1967, for a period of 30 years, with the intent of creating an industrial, commercial and agricultural center in the heart of the Brazilian Amazon. The Manaus Free Trade Zone is a 10,000 square kilometer area which includes the city of Manaus, the capital of the State of Amazonas in the north-west of Brazil. Unlike Manaus, the other zones, Guajara-Mirim in Rondonia, Macapa-Santana in Amapa, and Tabatinga in Amazonas, are only free ports for imports and exports. (29)

Some of the existing incentives offered in Manaus to encourage agricultural, commercial and industrial development of the Amazon region include:

· Exemption from import duties and the reduction of duties on inputs used in the production of goods within the zone or in other parts of the country; 
· Exemption from the manufactured products tax on foreign products consumed in the zone; 
· A 10-year income tax exemption for specific startup companies;

· Exemption from the distribution of goods and services tax on products from other states that are consumed or used for manufacturing goods in the zone. (29)

The states offer tax incentives as well, in order to counterbalance the attractiveness of the free trade zones. For example, in the recent years taxes across states have been standardized to simplify the tax paying process and import duties on products brought in for value-added processes and later export have been eliminated.  In addition, some incentives are extended to both foreign and domestic enterprises that establish operations in remote areas of the country or to specific industries. The incentives given are for a particular period of time and generally include a mix of tax incentives, duty free import of capital equipment, tariff exemptions, and subsidized financing from government development banks (8). Good examples of just how attractive state incentives can be for the companies are the benefits offered to the carmakers.  For instance, the state of Rio de Janeiro paid about 34% of the US$600 million cost of Peugeot Citroen new production facility at Porto Velho.  Renault was able to make a similar deal with the state of Parana (34). 
Although the country in general is trying to find ways of distributing benefits among all states, each decision has the potential of becoming controversial, as is explained in the following case:

In January of 2001, the Brazilian Congress approved a bill that would ease the tax burden of technology companies nationwide so they could sell their products at a lower cost, and that way accelerate the drive to modernize the country. The so-called "Lei Informatica" (the "Computer Law"), which would provide computer hardware, software and cell phone manufacturers a 95 percent discount on the industrialized products (IPI) tax to produce their goods, was passed (30). For obtaining the tariff incentives, companies must comply with the "Basic Productive Process" (PPB), which requires local companies to invest 5% of their gross revenues in research and development. Global players including IBM, Compaq, ABC Bull, Hewlett-Packard and Dell Computers locally manufacture most PCs sold locally in Brazil (22). 

Supporters of the bill argued that more people could afford to buy the technology. "Without the IPI exemption, the industry will have to incorporate the tax to the product's final price, which would imply a higher cost to consumers," said Carlos Salgado, a director at Compaq in Brazil (30). 

However, not all Brazilians praised the Congress' action. Officials of the Amazonas region (home of the Free Trade Zone of Manaus)  reportedly had plans to take legal action to prevent the new law from luring away Amazonas' technology businesses, since before the introduction of the computer law, only the Free Trade Zone of Manaus was entitled to lower taxes and reduced costs for production and only because of the special treatment, its economy had benefited from a great number of technology companies. Manaus officials fear that companies will relocate to the more populous and accessible São Paulo. (30) 

And in fact, that might well be the case, as José Aníbal, science and technology secretary for the state of São Paulo affirms: "Companies won't come to Brazil if São Paulo is not a beneficiary state, … It has the best location and human resources in the country." (30)

The controversy continues in Brazil to date, and revisions to the law are common, as the technology manufacturers observe every development of this issue to derive from them decisions regarding the location or relocation of their new and current facilities.

III. Specific Case Studies: Dell and Renault

To be able to attain a deeper understanding of how variety of applicable taxes affects companies that choose to locate production facilities in Brazil, it may be useful to consider specific case studies of companies that currently have production facilities there, and trace the taxes that would apply as these companies carry out their business operations.

A. Case I: Dell

Dell is currently one of the leading computer manufacturers/distributors in the U.S.  In 2000 Dell opened a new manufacturing and customer center in Eldorado do Sul, Brazil that cost US$108.5 million to build.  Locating a new production center in Brazil, especially in the state of Rio Grande do Sul has been a choice encouraged by many economic considerations, such as:

· Expanding the company’s customer and service region to the MERCOSUR free trade block

· Economic incentives offered by the state of Rio Grande do Sul that were designed to attract technology-manufacturing companies

· High concentration of MERCOSUR computer users around that area 
Along with these economic incentives, by establishing a fully operational facility in Brazil Dell was able to classify its products as 100% locally made, which granted them a duty-free access to all nations in MERCOSUR trading block (7). 

Since Dell’s facility in Brazil is a fully-operational manufacturing center, the company has to import only parts necessary for production and all the assembling is done on-site.  This set-up allows Dell to reduce its import duties in comparison to what they would be if the company imported already-assembled computer systems into Brazil.  The differences in import costs and applicable taxes for two cases—importing fully assembled system and importing system parts that will be assembled at a Brazil plant are best summarized in the flow chart below. This chart also shows the differences between duties on locally sourced parts and internationally sourced parts.






In order to simplify its operations at the Brazilian plant, Dell has come up with an innovative technology called RECOF. RECOF is a “virtual bonded warehouse.”  The goal of this system is to provide a high-speed clearance of the company’s exports and imports.  With RECOF the movement of Dell’s goods can be monitored online by tax and customs officials, who will then be able to coordinate application of appropriate taxes and duties and ensure that the company pays them on-time (7).  Hence, under this system Dell pays no duties until the product leaves the plant. As a result of this improvement, imported parts can be quickly unloaded from the airplanes and swiftly shipped to the production facility.  Avoiding the lengthy custom approval delays allows the company to receive the parts, assemble the products, and deliver them out into the market in a shorter period of time—reducing costs and giving Dell a valuable advantage over its competitors in the Latin American market (7).

As it can be seen from the diagram, importing parts versus importing already assembled computer systems significantly reduces the number of applicable import taxes and duties.  Even the amount of import duty is reduced from 26% for systems to 11% for parts—a big change! (not only the percentage is reduced, but also the net amount of duties, as the computer system is much more expensive than the computer parts).

B. Case II: Renault

Renault is a French automobile company, which in alliance with Samsung (South Korea), and Dacia (Romania) designs, develops and markets passenger cars and light commercial vehicles.  The Renault group now has a 4.4% share of the world automotive market, with 2,409,226 vehicles sold worldwide in 2001. Even though Renault has been the leading brand in Western Europe (with a market share of 11.1%) for four consecutive years, this company also has an important market share in Latin America.  One of the most important Renault plants in this area is located in the state of Paraná in Brazil (9).  This plant will be used as an example to analyze the tax load that automotive firms have to face in this country.  

In general, automobile manufacturers try to combine the percentage of import parts and the percentage of parts from the national market in order to gain some benefits, such as taxes, from setting up local production in a foreign country.  To produce an automobile Renault uses a minimum of about 60% of locally produced parts and materials, and the remaining 40% is due to imported parts, commonly called SKD. This 60/40 breakdown is used because with these percentages a certification of origin (Certificados de Origem) can be emitted in order to get several automotive regimen benefits (10), such as less fees and legal hurdles for the distribution of the product within Brazil and its trading partner countries. 

Among all taxes that have to be paid by the company, the four main taxes are:

· Import taxes.  The estimates of the average import tax for Renault for the next few years are: 12.5% in 2002, 11.5% in 2003, 12.3% in 2004, 13.2% in 2005 and 14% of 2006.  This tax is applied to the c.i.f. value of the imported merchandise;

· The domestic market sales tax (IPI).  The tax value depends on the kind of vehicle and on its final utilization.  This tax does not have to be paid for CKD imported parts; 

· The circulation of merchandise tax (ICMS).  This kind of tax is exclusive to Brazil, and its rate for this company is 12%;

· PIS/COFINS.  Also exclusive to Brazil and its rate for this company is 8.26% (10). 
Even if an automobile manufacturer can classify its products as “made in Brazil” and receive all applicable tax incentives and reductions, taxes on automobiles in Brazil are still higher than in most other countries.  When all applicable taxes are added up, the result is a total tax of 

· 25.9% for automobiles of up to 1000 cc and light commercials;

· 33.8% for automobiles of over 1000 cc and light commercials;

· 31.4% for alcohol automobiles of over 1000 cc (33);

In contrast, the total tax for automobiles of 1000 cc and up in the United States and is only 6.6%, in Japan—9.1%, and in Germany—13.8% (34). 

Overall, high tax rates do not seem to prevent leading car manufacturers, such as Renault, from expanding their production into Brazil. The market for automobiles in Latin America has been growing rapidly over the past few years and Renault, along with other major companies such as GM and Ford, is eager to capture its share of this emerging market.  Great incentives that the states are willing to offer to car manufacturers for setting up a facility in Brazil as well as foreseeing the profit potential of this long-term investment into a rapidly developing market make offsets, such as higher tax rates, less significant.  Besides, as Brazil’s economy continues to grow and develop these drawbacks may prove to be only temporary. 

2. Currency, Trade and Investments Issues in Brazil

In a recent trend, many North American and European multinational corporations began moving their production facilities and/or expand their business to Latin America.  Among Latin American countries, Brazil is one of the top candidates for hosting the expansion of domestic or multinational corporations and attracting an inflow of foreign investment. 

In fact, over the past fifteen years, the country has steadily moved away from isolation and towards global integration through various policies, including: privatization programs, import tariff reforms, external debt renegotiations, regional trade agreements (MERCOSUR) and control of the inflation. All these have contributed to Brazil’s recent economical and political stabilization, with the control of inflation being perhaps the most important development for the growth of confidence among domestic and foreign investors. (18).

However, since Brazilian economy is going through a period of intense growth and change, there are some major risk factors associated with investing in this country, which must be investigated and considered by any potential investor.

Currency

Brazil’s monetary unit is the real (R$; plural, reais). The real is divided into 100 units called centavos (cents).

Brazil’s financial system has undergone some major changes in the past few years. Following the January 1999 devaluation of the real caused by the spread of the Asian economic crisis, the Brazilian Central Bank allowed the currency to float, which sent the real plummeting (at one time as much as 40%) and switching the focus of its monetary policy from maintaining a fixed exchange rate to managing inflation.  Hence, Brazil currently has a floating exchange rate system, where value of the real is set within a range of the value of the U.S. dollar. As a result of the new policy, and after the initial transition period, the real became more stable in value and the country’s economy rebounded from the currency crash (13). 
· Exchange Controls 

There is governmental control in the purchase and sale of foreign currency in Brazil. The exchange rate (price) of a foreign currency is determined by its supply and demand, whose agents are importers, exporters, tourists, cross-border investors, foreign currency debtors and others, including the intervening government. The Central Bank regulates the two exchange markets, both of which operate at floating rates. These markets are:

· The Commercial Market, which is reserved for:

· Trade related transactions like imports and exports;

· Foreign currency investments in the country;

· Foreign currency loans to residents of Brazil;

· Also for other transactions such as remittances abroad. These transactions must be approved by the Brazilian monetary authorities.

· The Tourism Market, initially developed for the tourism industry, but later expanded to transactions such as the purchase of software abroad. Monetary authorities regulate the types of foreign currency transactions to and from Brazil that qualify for foreign exchange in this market.

Although both markets operate at floating rates negotiated between the involved parties, transactions in the commercial market require prior approval of the Brazilian monetary authorities. On the other hand the tourism market is open to transactions defined in the current legislation but which do not require any prior approval, which is seen as the first step towards the creation of a free exchange market in Brazil. 

Brazilian residents and companies that require to buy or to sell foreign currencies as part of legal business transactions must do so at the rate prevailing on the Commercial Market through an authorized Brazilian bank. The Commercial Market rate is freely negotiated among the Authorized Banks but is subject to influence by the Central Bank, which often intervenes in the Commercial Market for control of extreme exchange rate fluctuations and at signs of speculative operations.

The commercial market also allows the purchase of currency for repatriation of capital invested in the country and for payment of principal and interest on loans, notes, bonds and other debt instruments issued abroad by Brazilian citizens, provided that there is a registration certificate issued by the Central Bank in connection with those moneys. Brazil does not require transfer or sales taxes of any debt instrument outside Brazil or repatriated capital.

The International Transfer of reais, which was implemented in 2000, greatly simplified requirements for capital account transactions.  This third way of performing transfers from or to Brazil does not require an exchange transaction: Non-residents that maintain non-resident accounts at Brazilian financial institutions perform such transfers with each debit or credit transaction they perform, since these actions are considered entry of funds into the country or their remittance abroad (18).

Trade barriers and Policies

Originally, trade barriers were set up to harvest industrialization and the development of local industries, but also because of the foreign-debt situation. For many years, the local industry was protected from imports, and the overall tariff burden was high.

Up to the 1960s, Brazil was considered a developing country in terms of its trade flows and traditional primary products, such as coffee, cocoa, or sugar, accounted for the majority of the country’s exports.  However, the importance of these products in its exports basket has been reduced since and in recent years they have accounted for less than a third of the value of Brazilian exports.  Brazil has given increasingly importance to exporting industrialized and manufactured products, producing locally a variety of products that were previously imported.  This fact has evidently helped to make Brazil's trade balance responsive to real exchange-rate changes. This responsiveness has allowed the DECEX (the foreign trade department of the Bank of Brazil which controls all imports and exports) to gradually eliminate extensive tariff and import restriction policies and to reduce its administrative intervention in trade to attain external balance. During the past several decades Brazil has been able to attain external balance without extensive market intervention, however harsh the domestic effects of external adjustment (12).

During the past ten years Brazil’s DECEX has liberalized its trading regime substantially. Currently, imports of various products are encouraged where local prices are higher that international prices or when there is a shortage of local products. However, there still exist various barriers to trade of both a tariff and a non-tariff nature. The average tariff is about 14 %, but there are a significant number of tariff peaks and the tariff structure shows tariff escalation for industries: a higher tariff for finished goods (average of 15.8%) than for semi-processed goods (average of 11.9%) and for raw materials (average 8.9%) (16). 

Progress has been made in all non-tariff trade barriers, but the applicable rules and other elements of the trading regime still need more clarification and review. The main non-tariff trade barriers that currently exist include: restrictive import licensing, imposition of minimum prices, restrictions to payment of imports and the burdensome and costly customs procedures. Also, import duties of some products remain on restrictive levels considering that various charges and taxes are calculated on top of the duty paid value.

Investment Opportunities

The fairly recent devaluation of the real makes Brazilian exports more attractive to foreign markets, inviting companies to capture the benefits of investing in Brazil.  In fact, direct foreign investment has increased substantially since 1994 (since the Real plan was implemented) with more than 3000 companies expanding their outlets to Brazil since then (17).  The country is the fifth largest in the world, and has a population of 152 million.  Its abundant natural resources and its sizeable and growing (cheap) labor force represent a very attractive target market for investment in local production of items that are currently imported, and/or manufacturing for export. 

Foreign investment restrictions were significantly reduced after the 1995 Amendment to the 1988 Federal Constitution, which permitted investment in certain economic sectors such as petroleum, mineral, domestic transportation and local gas service activities.  Restrictions on foreign investment still exist, mainly for national security reasons, in the areas of nuclear energy, rural property and business ownership on frontier zones, mail and telegraph services, mass communication services (newspapers, magazines, television, and radio networks), domestic air transport, aerospace industry and petroleum prospecting and refining.  Participation of foreign capital in financial institutions is subject to the approval of the Brazilian Government. There are also some restrictions on participation in the informatics sector that includes computer hardware and software, industrial automation, and electronics in general (32).

Foreign investment can be done through a variety of business structures that range from distribution and sales representation agreements with Brazilian companies, establishment of local subsidiaries, or conducting activities through a joint venture, merger, or acquisition of a local company.  These alternatives are described in detail in the Planning Guide for the Foreign Investor found in the appendix at the end of this section.
Risks

The inflow of foreign investment is a key component in stimulating the growth of Brazilian economy. At the same time, as a result, Brazil is heavily dependent on foreign capital, which makes it highly vulnerable to increases in interest rate. Therefore, there is a need to boost up the domestic savings rate and build a large pool of local savings in order to ensure long-term economic stability.

There is always a certain amount of risk associated with investing in a foreign country that stems from the fact that the government of that country may unexpectedly change its monetary policy, currency laws, etc. in order to accomplish its national goals or benefit its national policy.  In many developed countries (such as the European Union and Switzerland), the central bank is a politically independent unit, which reduces this risk.  Brazil’s Central Bank, on the other hand, is not autonomous—it reports to the Finance ministry (13).  This means that currency decisions can be directly affected by political conditions, which increases the risk of national government policy directly affecting the interests of foreign investors, increasing the uncertainty of positive returns on investment.

A 1996 study from the Inter-American Development Bank compared volatility in Latin America with that of industrialized countries and concluded that Latin America is volatile.  Macroeconomic volatility is very costly, affecting economic growth and investment in both human and physical capital, worsens the distribution of income and raises poverty.  Latin America has more, deeper recessions than do most other areas of the world.  The volatility of the economic growth rate (real Gross Domestic Product) is twice higher, than that experienced by the industrial economies, while volatility of inflation is 100 times higher.  Macroeconomic volatility depends upon an economy’s institutional structure and economic policy regimes.  Brazil does not escape from the issues concerning the region and its policymakers can do much to reduce macroeconomic volatility and its costs. (20)

Business prospects

At a recent meeting financial analysts from Morgan Stanley, Citigroup, and Latin America of Banco Santander Central Hispano have all classified Brazil’s economic outlook as encouraging for investment.  Stephen M. Cunningham, Managing Director and Head of the Latin American Investment Banking Group of Morgan Stanley, based his positive predictions on Brazil's: 

· Management of inflation.

· High Foreign Direct Investment (FDI) flows.

· Substantial discounts in the financial services, energy and telecommunications industries when compared to the U.S. and Europe.

· Substantial access available to both debt and equity capitals by various Brazilian groups.

Ernest W. Brown, Chief Economist and Head of Fixed Income Research for Latin America of Banco Santander Central Hispano, noted that electricity rationing, rising interest rates, currency devaluation and fear of political instability are key factors that contribute to short-term concerns on the part of investors. However, he stressed the fact that these are transitional issues. Brown predicted that, in the near future, "interest rates will get higher, inflation will remain in the single digits, the Real will continue to experience weakness, the growth rate will be in the 2% range in 2001 and in the 3% range in 2002, and the fiscal deficit will increase." Considering the long-term perspective, he was still convinced that Brazil presents excellent opportunities to investors (14).  

Adding to the overall positive picture of current and future investment opportunities in Brazil, Patricia Ribeiro, Managing Director of Latin American Research at Citigroup Asset Management, concluded that Brazilian banks represent a good vehicle to invest in the financial industry, as they are well managed, adequately capitalized and large enough to compete with their foreign counterparts (14).

Ribeiro believes that in the long run, Brazilian banks are expected to "sustain double-digit credit growth" and the "promising areas for future development are mortgage financing, private pension funds and life insurance." In evaluating the opportunities in the consumer sector Ribeiro argued that “short-term industry consolidation and restructuring will result in revenue growth and margin expansion." To address investor concerns with the performance of the electric utilities sector, Ms. Ribeiro stated that even though Brazil is currently experiencing an electricity shortage, regulations expected to take effect between 2003 and 2006 will lead to more confidence on the part of investors. She concluded that, in general, there is a positive outlook for investment growth in Brazil in both the short- and long-terms (14).

Conclusions

The most significant ways in which currency issues affect companies and their ability to operate a business successfully in Brazil is the investment rules and regulations and currency conversion and transfer policies. There are many rules and regulations that companies have to consider/implement while operating a business in Brazil.  For example, foreigners investing in Brazil must register their investment with the Central Bank within 30 days of the inflow of resources to Brazil (12). Compliance with all the rules may take significant amounts of time and effort to trace and execute, as well as result in additional costs (such as having staff to oversee the execution and implementation of all the necessary requirements).  

In order to compensate for this drawback associated with investing in Brazil, many states and local governments offer incentives to attract investment.  Foreign investors are generally eligible for available incentives.  

(Appendix) Planning guide for the foreign investor

Cost savings, product introduction schedule, and desired market penetration all have to be considered when deciding what investment vehicle is the most adequate for the foreign investor in Brazil.  If the foreign investor wants to maintain direct control over activities, management and personnel, while at the same time avoiding labor and tax succession concerns associated with joint ventures or acquisitions of existing local companies, the local presence may be established through a Brazilian subsidiary.  

The most utilized types of company forms provided by the Brazilian commercial laws are the Sociedade por Quotas de Responsabilidade Limitada (Limitada) and the Sociedade Anonima (SA), where the participants have limited liability (19).  The SA is normally governed by detailed regulations, is required to publish financial records and statements, and may issue securities and other negotiable instruments.  The Limitada, on the other hand, is subject to a simple flexible regulatory framework, is not required to publish financial statements (which results in costs savings and confidentiality benefits), but cannot issue any kind of security instruments (18).

Foreign Capital: Registration and Transfer Policies

According to the “Foreign Capital Law” (Law numbers 4.131 and 4.390 dated September 3, 1962 and August 29, 1965, respectively, regulated by Decree nr. 55.762, of February 17, 1965, and amendments),  “foreign capital is considered to be any good or goods, machinery and equipment that enter Brazil with no initial disbursement of foreign exchange, and are intended for production of goods and services, as well as any funds brought into the country to be used in economic activities, provided they belong to individuals or companies resident or headquartered abroad” (15). For investments in currency no official authorization is required. To subscribe capital or acquire equity stock in a Brazilian company the investor must perform the transaction through a Brazilian bank authorized for foreign exchange.

Foreign companies may be required to report their financial statements in terms of their domestic currency and for that they must register their investment with the Central Bank of Brazil. Upon registration, they receive a Certificate that reflects the amount invested in foreign currency and the corresponding amount in reais. With this certificate, foreign investors are allowed to remit dividends, capital (including capital gains), and, if applicable, royalties abroad.  When investors do not request the registration of foreign capital within the legal terms, they are imposed fines that are estimated at US$50,000.00 (15).

All foreign capital registered with the Central Bank may be repatriated to its country of origin, at any time without taxation unless the net worth of the company is negative, in which event the Central Bank may conclude dilution of investment existed, and may thus deny authorization for repatriation of part of the investment. Only returns in excess of the registered amount will be considered capital gains, and are subject to 15% withholding income tax. It is also important to know, that it is prohibited by law to remit funds that do not correspond to registered investments.

However, repatriations may have to wait in line for foreign currency to become available and repatriation of capital and earnings is controlled (11). Several companies report that Brazilian local tax and customs authorities are slow to execute the exchanges of funds from reais into U.S. dollars.

Foreign loans obtained abroad only require advance approval by the Central Bank if the recipient is a government entity.  Moreover, additional approval from the Central Bank regarding interest and amortization payments specified in the loan contract is not required.  There are other approved procedures for transferring funds abroad, in addition to payments associated with registered loans and investments that in practice can be used for a wide range of purposes (12). 

If the investments involve trademark, patent license agreements and/or technology transfer, they must be registered with the National Institute of Industrial Property (INPI) in order to be enforceable in Brazil and to enjoy possible associated benefits such as tax exemptions applicable to the payment of royalties. 
National Finance System

The national finance system is headed by the following government institutions

· National Monetary Council (Conselho Monetário Nacional), responsible for monetary, credit and exchange policies directed toward economic and social development.

· Central Bank (BACEN), responsible for the execution of the monetary, credit and exchange policies and controls, regulation of banks and financial institutions and control of foreign investments.

Investment institutions

Investment institutions other than investment banks include insurance companies, pension funds and investment and mutual funds. There are a wide variety of other funds entitled to invest in Brazilian equities and government paper, including foreign investment funds.

· Security markets: although the majority of transactions are carried out in São Paulo and Rio de Janeiro, there are a total of nine regional stock exchanges. Regardless of a company’s ownership, the stock market is a source of financing for all listed companies in Brazil. All public issues require the approval of the Securities Commission (CVM);

· Specialized financial market;

· International financial market: offshore banking, trust and financial services are not permitted (11).

Some of Brazil’s Business Comparative Advantages are:

· The Brazilian culture with established western values; 

· Political stability: democracy has become a real value for the Brazilian society; 

· Economic stability: the effects of the Real Plan (enhanced economic activity with freedom of prices) are eliminating the "inflationary memory" and society's tolerance of inflation;

· The availability of an efficient, smooth and modern financial and bank system;

· The dimension of the domestic market: large enough to ensure, alone, economies of scale in most economic activities; 

· Expanded market: MERCOSUR;

· Low direct labor cost;

· Low electric power cost; 

· Availability of infrastructure for factories (labor, distribution networks, quality management);

· Direct links with the international market;

· Open doors to foreign capitals (with profit remittance duly regulated);

Some of Brazil’s Structural Inefficiencies

· High interest rates, and expensive market investments burden the circulating capital; 

· Large tax diversity and structure; 

· Collection system characterized by complex bureaucracy;

· Inefficient infrastructure services; 

· Bad shape of roads and railroad networks;

· High cost and inefficiency of the port network; 

· High cost and technological gaps in the telecommunications network;

· Slow judicial processes.

3. Security:

While Brazil alternates with China as the world's largest receiver of foreign investments (in 1999 the country logged a record inflow of US$29.9 billion from foreign investors (20)), a great majority of these ​businesses are facing severe security challenges:

· 10-12% of the Brazilian Trucking industry is lost to cargo theft—this amounts to about US$2.2 billion per year (20);

·    Armed robbery and late-night break-ins to steal computers or product inventory are on the rise;

·    In many cases employees are routinely assaulted on the way to and from work;

·    Private security managers have to fill the gap, finding the latest techniques and technologies that can protect employees and assets.

Although most crime is limited to the poor areas on the periphery of the industrialized cities, it is precisely there that many multinational companies have their manufacturing facilities. The Brazilian government is aware of the situation, and according to the Inter-American Development Bank, it spends an estimated US$84 billion fighting and dealing with violence each year (20). However, law enforcement authorities provide little help because of the lack of funds, manpower and resources. 

Recent elections saw Luiz Inacio Lula da Silva, a socialist from the Workers Party win the presidency of the country, bringing a lot of uncertainty to the neighboring countries and in general to all the economies of the world, especially for businesses residing in Brazil.

A. Areas of Security Concern

The two major areas of security concerns in Brazil are:

1. Facility security

Companies operating in Brazil are learning to choose their sites more carefully and following certain security guidelines provided by experts in industrial security and multinational logistics. Some of the now seen ways of identifying potential sites include (20):

· Reviewing information on crime in all prospective neighborhoods not only for the facility but also for executives and their families to establish residency at. That includes identifying all possible routes to the facility to avoid potential kidnappings or robbery.

· Identifying all possible vulnerable spots in the operations of the facility. 

· Making sure there is reliable and plentiful public transportation for the employees to mobilize themselves from and to the facility with appropriate safety standards and patrolling security. It has been noticed that with threatened personnel productivity declines.

· Considering all necessary security devices and protection personnel in the budget of the facility. This is a very especial point that might cause unexpected expenses if not planned ahead.

· Keeping communication channels opened between employees and the security team. In this way, employees are aware of the fact that something is being done to protect them and hence the morale of the team is maintained high. Also, communication channels provide cultural perspectives that might help management get some insight about the deterrents of criminal activity.

2. Cargo Theft

Cargo theft is a persistent and growing problem for security managers in Brazil. Over one-half million people are already employed in Brazil’s private security industry, and this presents a financial challenge for arising businesses. This type of crime is not limited to the trucking industry; it is also common in cabotage shipping and rail shipping.

Cargo thieves are usually part of a wide network of organized crime groups, heavily armed and using state of the art communication equipment. It has become one of the fastest growing businesses in the entire country. One of the reasons for this is the substantial access to cash that drug sales have brought to criminal gangs. They can afford to pay off employees involved in unloading merchandise to indicate the value of the goods being delivered. Once the merchandise with enough value is identified, it is an easy matter to bribe the unloading crew to look the other way while the expensive cargo disappears (20).    

Stolen merchandise is easily resold and purchased. The stolen goods are often warehoused until a buyer is identified. The merchandise is usually broken up and redistributed later to numerous small retail outlets throughout the Brazilian hinterland​.

The number of cargo theft incidents continues to rise:

· For example, during the first half of 1999, the number of cargo theft incidents was reported at 938, versus 564 for the same period in 1998. On average, there was a cargo theft every two hours (20).  In fact an estimated 8,500 trucks were robbed along Brazil’s roadways in 2000.  To date, 73 percent of all cargo thefts occur in the states of São Paulo and Rio (24).   

· In at least 5 cases over the past few months the full contents of several containers bound for Buenos Aires from the Santos port in Brazil have been found completely missing. In some of the cases that involved different ships and different receivers the cargo and shipper have been found to be common. The commodity involved was plastics used for the making of plastic bottles. The shipper involved was called Plastiplak Packaging do Brasil Ltda. 

B. Roles Played by Different Agencies

Security is a well-known problem for businesses operating in Latin America.  The companies themselves and the Brazilian government have all tried to take measures that would address the security concerns. The most prominent entities that deal with security issues are insurance companies, businesses, cargo carriers, and the government. 

1. Role of Insurance Companies

Since theft of products and materials in route has become a commonplace occurrence, many insurance companies will no longer provide coverage for merchandise in transit. Only 6 out of 130 insurance companies reported to provide coverage against cargo theft, but they have product limitations (food, cigarettes, agrochemicals) (20). To address this issue, many corporations changed their policies so that the transportation companies shipping their product absorb the insurance costs (20).

Utilization of insurance is typically related to the characteristics of the transportation companies (carriers) and the type of service they provide. For theft insurance, the geographic location of the companies is a variable of insurance demand. The fleet size operated by the companies, adopted as an indication of wealth, also presents a significant influence on the demand for insurance. The number of thefts suffered by the companies presented strong influence on the demand for the theft insurance, being the companies that have experience with a high number of thefts the ones with a larger demand for it (31).
2. Role of Businesses

One of the bigger problems that companies face when considering investing in Brazil is that although there are crime statistics available for them to review and forecast problem areas, the information available is not very reliable. Often, companies keep all information regarding their losses private for commercial and competitive considerations. Some companies work together to make their processes more secure, but this field is still very private, with firms maintaining there successful stories as part of their competitive advantage and misleading the competitors and customers when things go wrong to keep the market conditions stable (20). 

There are few known Security Response Strategies that have been used by diverse companies (20). Some examples are, 

· When building a shipment, reduce the size of the load and mix high-value cargo with low-value product so that the value of each individual shipment is lower. This helps confusing thieves and reducing the loss in case of theft.

· In order to fight the bad guys, some Brazilian corporations have had to resort to armed convoys to get their goods to the destination without having them disappear. This method has proved to be effective, but due to its high costs it is mainly feasible for short distances and generally outside of high traffic area, where it can become cumbersome and inefficient. This type of solution includes inspection of the routes ahead of cargo trucks and escort vehicles that stay behind to keep an eye on the rearguard.

· In order to mislead criminals, one technique that has been successful is the changing of trucks in route. For this to succeed, only a few key people in the corporation need to be aware of such operation, and the type of truck and place of the exchange have to vary often.

· Satellite tracking of all trucks/containers shipped long distances is also a method used. With this system, even if theft occurs, corporations and law enforcement are aware of it almost immediately. It also allows the identification of dangerous areas to avoid in the future and deters thieves from future attacks if the response from law enforcement is good in a specific area. Another key benefit of such a system is that it deters drivers to cooperate in case of theft, and also makes them feel safer when in route. However, these satellite systems have some identified limitations (21):

· Costly equipment and monitoring services;

· Does not prevent the crime;

· Stolen cargo is often transferred to other trucks making merchandise untraceable;

· Does not ensure response time will be adequate;

· Education of drivers is limited;

· There is a lack of statistical data that proves effectiveness;

· Establishing a theft committee to analyze the problem and develop policies and mechanisms to attack it seems to work for other corporations. The responsibilities of such committee include protecting the executive responsible for reducing cargo theft, as he/she could be a target of organized crime, stringently controlling information by:

· Only top managers with a need to know are told where each shipment is going and what route it will take

· Drivers are only told the destination of a shipment as they are about to leave with a loaded truck

· Loading-dock workers have no destination details.

The committee also screens shippers to make sure that they meet the standards specified in the contract, avoiding the use of transport companies with a high number of incidents and requiring them to vary the times when products are shipped (20).

3. Role of Carrier Companies
In order to minimize the risk, larger cargo transportation companies are investing heavily in vehicle and cargo security services and equipment. In 1999, revenues of the 25 largest cargo transportation companies totaled approximately US$ 1.3 billion. Currently, investments to assure safe transportation vary from 3 to 6 percent of the company revenue. Some companies invest up to 10 percent of the cargo value. This means that the top 25 companies invest about US US$60 million annually in security services and equipment, such as armored escort and other vehicle tracking systems, including the GPS technology (21). 

Some companies, such as Polaroid, use the ocean as the mode to transport shipments to and from Brazil.  The main reason for this choice is security concerns that the company would have to face if it used ground transportation—it seems like ocean service is safest for shipments to Brazil.  At the same time, since a majority of Brazil’s population lives close to the coast, shipping products by ocean is also a convenient way to reach the greater part of the customers (28).  

4. Role of Government
Brazil’s Constitution of 1988 states that the function of public safety must be provided by several agencies depending if it is federal level or state level: 

· Federal level: Federal Police, Federal Highway Police and Federal Railroad Police; 

· State Level: Civil Police and Military Police.

Operationally speaking the Railroad Police is useless, while the Federal Police controls the federal highways but is very small.  Most of the security functions are provided by the States’ respective police force. The main state police force, the Civil Police, makes the investigation role and the Military Police maintains public order.

Among other functions, Federal Police enforces functions like a coast guard preventing and suppressing illicit traffic in narcotics and related illicit drugs in the identifying themselves us air police and border patrol. Usually with budget deficits, the Federal Police lacks of infrastructure and equipment. It is not surprising that drug traffickers and criminal bands are better equipped (26).

Brazil’s National Public Security Secretariat has a plan to track cargo theft along the nation’s federal and state highways by installing a nationwide database. Authorities state that the system will also let owners know when cargo has been recovered. Since very often owners are never informed about the recovery of their material, that cargo sits in warehouses for months (24).

Practically, it seems that there is not enough presence from the state and therefore most criminal circumstances face no real match up in government and official institutions.

C. Examples of Solutions to Security Problems

Case Study 1: Danzas AEI (23)
Danzas AEI Brasil Ltda. Intercontinental, a Switzerland based global logistics provider, launched a new weekly, day-definite trucking service aimed at cross-border traffic between Brazil and other Latin American countries. The new service focuses on tight security and a streamlined customs clearance procedure, moving shipments in bond, handling them in customs-bonded warehouses and on a single through vehicle.  Some of the characteristics and advantages of such a system are:

· Bonded shipments move quickly through customs checkpoints at the borders—a crucial factor in making day-definite delivery possible.

· Trucks, which are operated by a carefully selected partner, are sealed under customs supervision at the point of origin.

· A special security detail accompanies high-value goods on both sides of the border on every route.

· All vehicles, moreover, are equipped with GPS satellite tracking equipment that sets off an alarm if the truck deviates from a pre-determined route.

· A dispatcher can remotely shut down the engine and block the door opening if he believes there is trouble (23).

Case Study 2:

A multinational's corporate facility in Rio de Janeiro, Brazil, began to experience problems when a drug gang took over all control of a hillside neighborhood overlooking it. Criminal activity got so bad that in a matter of weeks the facility was robbed several times, employees were routinely mugged on their way to and from work, and a sense of panic arouse amongst them causing productivity to slide. Frustrated with the lack of control of the local law enforcement, the company took an unorthodox step: it negotiated a safe-conduct treaty with the drug gang (20). 

The "contract" established the agreement of the drug lords not to rob or vandalize the corporate facility or its employees and the company’s promise not to let law enforcement use its building to observe their illicit activities. It also stipulated a set of rules to follow if people strange to the facility were to visit it (20):

· All unknown visitors to the facility have to be escorted to and from the building by a known security officer;

· Only certain taxi companies approved by the drug gang can be used to drop off and pick up those visitors;

· Taxi drivers must be approved by the drug lords in advance;

· All employees must leave the facility by 7 p.m. every evening. 

The arrangement, which is still in effect, has helped keep the company's employees safe, and the facility has not been burglarized in months. While the implications of the practice may raise tough philosophical questions for security professionals, in Brazil, this arrangement is considered a major success (20). 

GPS Example:

In Brazil, 150 vehicles installed a radio modem with built in GPS used for vehicle security which was designed and built by an American owned electronics manufacturer.  This device was capable to receive, on a single voice channel, location reports from 250 vehicles pulled in less than one minute. Other features included vehicle panic button with covert microphone, engine disable function, and doors that can be locked & unlocked, all these via base station over ratio.  After 6 months, leading cigarette manufacturers reported a 72% reduction in cargo theft and vehicle hi-jacking (25).

A company that distributes such a system is AUTOTRAC of Brazil, with QUALCOMM’s OmniTRACS system under its name. OmniSAT in Brazil has sold more than 10,000 units since it began offering service in 1994. Many leaders in the Brazilian transportation industry who desire rapid communications, reliability, increased productivity and security have come to rely upon the OmniSAT system. By providing integrated logistics and security solutions, AUTOTRAC of Brazil has earned a leadership position in the mobile communications industry (21).

Conclusions

Brazil has similar security problems as other Latin American countries, but the importance of taking them into account is proof of the fact that the country is one of the most powerful economies in the world.

Security issues do not only affect the freight of products, but also affect common working conditions as well as personal safety in the companies. Incredible as it may sound, the government is aware of the situation and spends a huge amount of money in fighting the crime. Nevertheless due to necessity, some companies are forced to deal with crime by their own means (not necessarily under the law).

Cargo theft has been in the increase due to high technology and high budget of criminal organizations. This indicates that fighting against freight crime is not an independent battle the government has to deal with. Including funding from drug dealers among others, this problem is more severe and less likely to be solved in short or mid term.

Concerning freight, insurance companies in general are not willing to take the risk due to the variability of the cases and the vast amount of them. So, besides having difficulties with the theft, there is no certainty that the stolen cargo (which translates in lost money) will ever be recovered.

Nevertheless, some important strategies are discussed here which might help to give ideas in what actions to take not only within Brazil but also in other countries were criminality and theft are very strong. Nevertheless we have also to emphasize that the lack of control of the government has forced some companies to take some untraditional policies that we believe not to be the solution but to be sources for more criminality.
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