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¢ In this report we explore the possible impact of the change in methodology for calculating tax collections
following a decision by the Supreme Court (STF). The Court’s decision does not lead us to modify
our fiscal scenario outlook and revenue forecasts. The government also will maintain its fiscal
numbers, as its latest estimates already consider this decision’s subsequent effect on the revenue
stream. Nonetheless, we believe that the decision reinforces the importance of approving a tax reform. If
the revenue loss increases beyond what we forecast, we would expect lead the government to approve a
tax reform.

e On May 13, the STF concluded its deliberations on the exclusion of ICMS state tax from the calculation
basis for the PIS/Cofins federal taxes. The majority of Court ministers supported the rapporteur’s decision
that this exclusion should be valid, based on the Court’s March 15, 2017 decision. That year, the STF
clarified the non-cumulative nature of PIS and Cofins taxes, ruling that the ICMS should be excluded from
the calculation base. The modulation of the effects of this decision was defined by the Plenary of the
Court, in an eight-to-three decision. The STF also changed the methodology for calculating the
compensation of tax credits.

e Moreover, the federal government will have to compensate all firms retroactively since 2017, with only
those who had legal actions in the five-year period before being allowed to be compensated for tax credits
from prior years. From a fiscal point of view, this time limitation was positive, if it were more retroactive
(before 2017) the fiscal impact would be much higher. On the other hand, the revision of the ICMS
calculation methodology should increase tax compensations and the possible impact on tax revenue.

e Our preliminary estimate for the net fiscal impact from the tax methodology change for the federal
government is close to BRL180 billion. We note the significant uncertainty in this estimate, due to the
complexity of the accounts. In addition, our forecast already considers an additional increase of BRL120
billion in compensation over the next few years (BRL65 billion in 2021). The estimative of compensations
of judicial claims before 2017 is uncertain, yet we believe these should not be substantial. Most
companies have already benefited from the decision since 2017, with more than BRL100 billion already
used as a tax credit as of 1Q21. Therefore, the STF’s May 13 decision could potentially lead to a
further government revenue reduction of BRL60 billion in our scenario (yet it would be diluted
over the years). Moreover, a portion of the total amount could also be returned to the government in the
form of income tax, with the calculus that the profit would be higher as a result of a lower PIS/Cofins
collections, and which may be taxed by 25% (IRPJ) and 9% (CSLL) — amounting to 34% of tax taxes and
minimizing the fiscal impact. We also expect refunds to companies to be made via tax credits and not
court-order debt (an additional expenditure that would be subject to the constitutional spending cap limit),
which would additionally pressure for compliance with the fiscal rule.

o We further anticipate that this change in tax calculation methodology will reduce revenue flow by ~0.5% of
GDP per year, though we not that this has been included in our fiscal scenario since last year, when the
use of tax credits for some large companies jumped in the aftermath of the 2017 STF decision. If in the
future, the decision is expanded to include municipal taxes on services (ISS), tax compensation since
2017 could reach a maximum value of BRL30 billion, with a loss in the revenue flow of 0.1% of GDP per
year. Conversely, the cyclical revenue recovery and the effect of inflationary shock on the federal tax
collection could also mitigate possible effects in the short term.
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On May 13, the STF reached a final ruling on the extent of the exclusion of the state ICMS tax in the
calculation of federal PIS/Cofins. Earlier in March 2017, the Court had ruled when calculating the amount that
companies must pay for PIS and Cofins, what they have already paid for ICMS should be excluded. With last
week’s decision, the STF decided that this understanding is valid as of March 2017, and not before.
However, the judicial and administrative actions and procedures filed up to March 15, 2017 are protected.
Firms that appealed their tax credit prior to 2017 should be able: (i) to claim credits retroactively for five years
prior to the date they started their judicial clams; and (ii) claim credit also from 2017 up to today The
modulation of the effects of this decision was defined by the Plenary of the Court, in an eight-to-three
decision. The STF also changed the calculation method for compensation of tax credits.

This STF’s decision has be called “the ruling of the century” given its significant fiscal impact. The Attorney
General's Office of the National Treasury (PGFN) estimates losses of BRL258.3 billion in five years, while the
numbers in the 2020 LDO showed an impact as a fiscal risk of around BRL229 billion over five years (BRL
45.8 billion/year). We were able to reproduce the PGFN accounts with the full ICMS total collection data
using the formula below. We emphasize that this would be the maximum impact, and that the effective impact
would require a much more complex accounting of the entire production chain. The PGFN account shows the
maximum impact of the measure in the period, considering that the rate of 9.25% is the value for companies
that fall under the actual profit method lucro real (companies with a turnover above BRL78 million per year).
Most companies are in the presumed profit basis regime* (lucro presumido), with rates of 3.25%. However,
when we analyze 2018 collection data, almost 80% of the total is from companies under the actual profit
method. Another point is that the PIS/Cofins rate is cumulative and not additive, which in fact raises the
effective average rate.
PGFN Fiscal Impact estimate =
(3 ICMS from 2014-18 (adjusted by Selic rate)) X
PIS/Cofins rate (9.25%)

Figure 1 shows the data for the collection of the ICMS state tax of the 27 federative units. We see that the
collection amounted to values above half a trillion BRL per year, possibly a good proportion is included in the
P1S/Cofins calculation base.

Figure 1 — Total ICMS states tax collection - BRL billion
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Sources: Brazilian IRS, Santander.

Another important aspect of the STF decision is that final ruling also mandated that the full value of the ICMS
should be deducted (companies usually pay less than reported in invoices due to tax credits). PGFN
estimates were based on the total ICMS tax collection. To understand the difference, the ministers voted that
the ICMS to be removed from the PIS and Cofins calculation base is the “highlighted in the invoice”, and not

! Under the presumed profit method, taxable income is calculated on a quarterly basis and corresponds to a deemed profit margin applied over
gross revenue, adjusted as determined by tax law.
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the “effectively paid” amount. And this has an impact on public accounts; however, it makes the calculation
much more complex, it is difficult to know if there are the records to know which value was on the invoice of
all past transactions. The ICMS collected is lower than the one highlighted in the invoice, due to the discount
of tax credits during the productive chain. See Figure 2 for more details. Although the difference between the
two accounts is more than double, some Brazil’s Internal Revenue Service (IRS) studies with company data
suggest that the value is about 20% higher in the ICMS “highlighted in the invoice”, and this must be
considered when we analyze the fiscal impact of the STF decision. In addition, the greater or the number of
steps inside a productive chain, the greater the cumulative effect of such distortion.

The decision to limit the effects of the exclusion of ICMS from the calculation of PIS/Cofins as of 2017 was
positive from a fiscal point of view (even more due to the monetary correction with the higher Selic before
2017), yet this change for full ICMS was detrimental and increases the potential fiscal impact. For collection
purposes, the “collected” tax is considered simpler to measure than the one on the invoice, given the
complexity of the system. This final decision favored companies that received higher tax credits to receive.

Figure 2 — Taxes Added Along the Productive Chain

Industry @Wholesaler Retailer

& | [

ICMS

Operation Value BRL100 BRL160 BRL210 highlighted in
the invoice
ICMS state rate 10% 10% 10% é

ICMS highlighted in the invoice ~ BRL10.0 & BRL16.0 BRL21.0 ‘ BRL47.0

ICMS to be offset - BRL10.0 BRL16.0 ICMS to be
ICMS to be collected /paid ~ BRL10.0 BRL6.0 STy O'lected/
to be collected / pai / / / paid
PIS / Cofins calculation basis é
o ) . BRL90 BRL144 BRL189
(ICMS highlighted in the invoice) BRL21.0
PIS / Cofins calculation basis BRL9O BRL154 BRL205

(ICMS to be collected / paid)
Sources: PGFN and Santander

Although the fiscal impact numbers seem frightening to the already challenging fiscal adjustment, a
significant part of the collection of PIS/Cofins has already been reduced, mainly due to the effect of the
Covid-19 pandemic effects and the greater use of tax credits in 2020. It will be important to see the recovery
of the total collection in this specific tax; the latest data still suggest that it is a partial cyclical recovery of the
economy and of an effect of inflation in the overall tax collection that affected the companies’ profits, with a
recovery of partial margin. We expect this change in tax calculation methodology to reduce revenue flow by
around 0.5% of GDP per year; however, we note that it has been included in our fiscal scenario since last
year, when the use of tax credits for some large companies jumped in the aftermath of the 2017 STF
decision.
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Figure 3 — Federal Tax Collection PIS/Cofins — 12-months in real terms — BRL billion
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Sources: Brazilian IRS, Santander.

Figure 4 below illustrates how the participation of the collection of PIS/Cofins fell from about 21% of the total
to below 20%, and has shown a lower growth rate since 3Q20. Figure 5 details the growth in the collection of
the ICMS state tax and PIS/Cofins. It is worth mentioning that taxes such as PIS/Cofins were deferred in the
past year during 2Q20 due to the pandemic’s effects, but it is possible that the STF’s favorable decisions for

companies last year hindered its more consistent recovery, not least because a good proportion of the taxes
deferred charges were paid in 4Q21.

Figure 4 — % of PIS/Cofins in Federal Tax Collection Figure 5 - Tax Collection % YoY in 12 months
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As mentioned earlier, the STF’'s 2017 decision has already generated a greater use of tax credits based on
the initial decision. However, its use intensified after 2020, when many companies managed to use these
claims for lawsuits. This can be seen in Figure 6, and according to the PGFN, more than 92% of these
decisions refer to the case of ICMS in the PIS/Cofins calculation base. It is worth mentioning that for any
estimate of the fiscal impact, those tax credits already used must be disregarded.
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Figure 6 — Tax Credit by Judicial Claims — BRL billion
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Our Preliminary Estimate

For our preliminary estimate, we used the ICMS values collected from April 2017 until April 2021. We
multiplied the result by 20%, which is the value of a sample of companies by the IRS on the difference
between the two forms of ICMS calculation. We updated the values using Selic (such as PGFN). We
removed the BRL110 billion of tax credit already used, yet we included the possible the correction (+20%) in
the credit already used by the change in the ICMS method showed in Figure 2. With that, we reached a fiscal
impact of BRL182 billion, but it is worth mentioning that this is our preliminary estimate and that given the
complexity, these numbers can change according to the refund requests by companies. The estimate of
compensations of judicial claims before 2017 is uncertain, yet we believe that it should not be large.
According to the PGFN, the number of judicial claims after 2017 applies to 78% of the total volume of causes
related to ICMS tax methodology, only 6% before 2007, and 16% between 2008 and 2016. Most companies
have already benefited from the 2017 decision, yet it is important to monitor and observe the official
estimates.

Santander Fiscal Impact Estimate =
(3 ICMS collected from Apr-17 to Apr-21 (adjusted by Selic Rate))
x (Average of PIS/Cofins rate: 10.25% in the Productive Chain)
- Tax credit already granted since 2017
+ (20% to readjust to the new tax methodology x (Tax credit already granted since 2017)),

Of course, there is a lot of uncertainty in this estimate. What are the sizes of the judicial claims in the STF? How
many companies will request refunds? How much of tax/social security debt will be written off? What will the
timetable for the return of funds be? How big are the production chains? Given the complexity of the difference
between the collected/highlighted on the invoice, the final impact could be higher or lower. In addition, not every
ICMS taxpayer pays PIS and Cofins.

In our view, the impact in the short run should be limited, as some further steps would have to be taken to directly
affect federal tax collection. First, the decision must be regularized by the Brazilian IRS, which will have some
time to correct the tax system for all companies and then the IRS will have to define the timetable and rules for
the refund of the resources, which may be diluted over the years. Moreover, part of the total amount can also
return to the government in the form of income tax, with the calculus that the profit would be higher as a result of
a lower PIS/Cofins collection, and which may be taxed by IRPJ and CSLL (amounting to 34% of tax taxes) —
minimizing the fiscal impact. In our scenario, we have already considered BRL 65 billion in compensation related
to the theme in 2021, yet considering the credit already granted. The amount may increase marginally, depending
on the new estimates, timetable and implementation of the STF decision.
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Therefore, considering that we considered an impact of BRL120 billion over the next years the STF final
deliberation could have the potential to cause an extra reduction in government revenues of BRL60 billion in our
scenario (yet it would be diluted over the years). Additionally, we believe that this change in tax methodology
could reduce revenue flow by around 0.5% of GDP per year, though it is included in our fiscal scenario since last
year.

We further note that in the future it is possible that the decision will be expanded to include the tax calculation
methodology also for municipal taxes on services (ISS) based on the same thesis in the ICMS decision (i.e.,
removing the ISS municipal tax from the PIS/Cofins calculation basis). For municipalities, the data and the
parameters to calculate the potential fiscal impact is even more difficult to obtain. Besides that, we tried to obtain
a possible estimate for the fiscal accounts. For this, we have used a similar methodology from the calculus for the
ICMS case, and also used the ISS tax collection for municipalities from an IPEA (2020)* study, as shown in
Figure 7.

Figure 7 — Total Municipal Taxes on Services (ISS) — BRL billion
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The maximum effect for fiscal accounts with tax compensations may reach BRL30 billion in total since 2017, with
a loss in the revenue flow of 0.1% of GDP per year. As with the ICMS case, the ISS calculation has even more
uncertainties, and probably lower requests by companies to the STF for a governmental refund.

An important conclusion of this overall discussion, which would be even more pertinent if the ruling has a greater
than expected fiscal impact over the next months and years, is the importance of approving a tax reform.
According to the government presentation regarding the tax reform?, PIS/Cofins judicial claims represents 25% of
the total in which the PGFN needs to review in the Superior Court of Justice (STJ)*. In addition, there are more
than 56,000 cases in the STF regarding the ICMS case, showing the elevated number of tax litigation cases and
the significant complexity. The end of PIS/Cofins would imply in no more differentiated taxes for sectors and more
than a hundred special regimes. We believe that the CBS tax regime (which unifies PIS/Cofins aka PL
3887/2020) considered in the law sent by the government to Congress proposes a single rate and would, in our
view, not only mitigate the problems discussed in this report but also improve the efficiency of the tax system.

Conclusions

We estimate a potential net impact on fiscal accounts of around BRL180 billion following the May 13 decision
on the exclusion of ICMS state tax from the calculation basis for the PIS/Cofins federal taxes. It is difficult to
specify and estimate what the final real effect will be, given the uncertainties even in the assumptions
considered in the attempt to estimate the impact. However, in our scenario, we have already included an
impact of BRL120 billion in tax compensation over the next few years, considering the increase in tax credit

2 |PEA (2020) “Estimativas anuais da arrecadacao tributaria e das receitas totais dos municipios brasileiros entre 2003 e 2019”. Acess in
Portuguese on: http://bit.ly/ipea_tax_2020

® Acess it in Portuguese on: http://bit.ly/Tax_reform_brazil

* STJ is the last instance of the Brazilian Justice for infra-constitutional causes
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by judicial claims. The tax credits used by firms totaled more than BRL100 billion since the STF’s initial
decision in 2017.

In other words, considering the change in the tax accounting methodology and use of full ICMS in the
calculus, we anticipate a maximum impact from reduced tax revenue of BRL60 billion in our estimates (but
this is also diluted over time). Part of the total amount can also be returned to the governmental revenue in
the form of income tax, with the highest profit, as a result of a lower PIS/Cofins tax, and which will be taxed
on the IRPJ and CSLL (which partially minimizes the impact). The possibility of extending the decision to
municipal taxes should increase the impact on BRL30 billion, but this estimate carries even more uncertainty.
Finally, we maintain our fiscal scenario outlook considering the STF’s decision (as it should not cause a fiscal
crisis directly, in our view), yet it reinforces the need for approving a tax reform.

We reiterate that the decision currently does not modify our fiscal scenario outlook and revenues forecasts,
considering that a significant part of the effect was already included in our numbers, yet it will be important to
monitor its evolution and developments, as the estimates carry a lot of uncertainty. The government also
maintains its revenues estimate, as the effect on the revenue stream has already been considered in the
latest estimates. Finally, the STF’s decision highlights the importance of approving a tax reform. If the loss of
revenue increases beyond our forecasts, we would expect the government to fast-track tax reform approval.
We believe that the approval of the government’'s CBS law (PL 3887/2020), which proposes a single tax
would be a positive sign and mitigate all future impacts of the STF decision, while greatly simplifying the tax
system.



Santander Brazil Macroeconomic Research

Brazil Special Report May 20, 2021 &

CONTACTS / IMPORTANT DISCLOSURES

Ana Paula Vescovi*
Mauricio Oreng*
Jankiel Santos*

ftalo Franca*

Daniel Karp Vasquez*
Tomas Urani*

Lucas Maynard*
Felipe Kotinda*
Gabriel Couto*
Gilmar Lima*

Maciej Reluga*

Juan Cerruti *

Ana Paula Vescovi*
Juan Pablo Cabrera*
Guillermo Aboumrad*
Piotr Bielski*

Mike Moran

Juan Arranz*
Mauricio Oreng*
Juan Pablo Cabrera*

Miguel Machado*
Alan Alanis*
Andres Soto

Chief Economist

Head of Macro Research
Economist — External Sector
Economist — Fiscal Policy
Economist — Inflation
Economist — Global Economics
Economist — Economic Activity
Economist — Credit

Economist — Special Projects
Economist — Modeling

Head Macro, Rates & FX Strategy — CEE
Senior Economist — Argentina

Economist — Brazil

Economist — Chile

Economist — Mexico

Economist — Poland

Head of Macro Research, US

Chief Rates & FX Strategist — Argentina
Senior Economist/Strategist — Brazil
Chief Rates & FX Strategist — Chile

Head Equity Research Americas
Head, Mexico
Head, Andean

anavescovi@santander.com.br
mauricio.oreng@santander.com.br
jankiel.santos@santander.com.br
italo.franca@santander.com.br
daniel.karp@santander.com.br
tomas.urani@santander.com.br
lucas.maynard.da.silva@santander.com.br
felipe.kotinda@santander.com.br
gabriel.couto@santander.com.br
gilmar.lima@santander.com.br

maciej.reluga@santander.pl
jcerruti@santander.com.ar
anavescovi@santander.com.br
jcabrera@santander.cl
gjaboumrad@santander.com.mx
piotr.bielski@santander.pl
mike.moran@santander.us

jarranz@santanderrio.com.ar
mauricio.oreng@santander.com.br
jcabrera@santander.cl

mmachado@santander.com.mx
aalanis@santander.com.mx
asoto@santander.us

5511-3553-8567
5511-3553-5404
5511-3012-5726
5511-3553-5235
5511-3553-9828
5511-3553-9520
5511-3553-7495
5511-3553-8071
5511-3553-8487
5511-3553-6327

48-22-534-1888
54 11 4341 1272
5511-3553-8567
562-2320-3778
5255-5257-8170
48-22-534-1888
212-350-3500

5411-4341-1065
5511-3553-5404
562-2320-3778

5255 5269 2228
5552-5269-2103
212-407-0976

Claudia Benavente* Head, Chile claudia.benavente@santander.cl 562-2336-3361
Walter Chiarvesio* Head, Argentina wchiarvesio@santanderrio.com.ar 5411-4341-1564
Henrique Navarro* Head, Brazil havieira@santander.com.br 5511-3012-5756
Bloomberg SIEQ <GO>
Reuters Pages SISEMA through SISEMZ

This report has been prepared by Santander Investment Securities Inc. ("SIS"; SIS is a subsidiary of Santander Holdings USA, Inc.
which is wholly owned by Banco Santander, S.A. "Santander"), on behalf of itself and its affiliates (collectively, Grupo Santander)
and is provided for information purposes only. This document must not be considered as an offer to sell or a solicitation of an offer
to buy any relevant securities (i.e., securities mentioned herein or of the same issuer and/or options, warrants, or rights with respect
to or interests in any such securities). Any decision by the recipient to buy or to sell should be based on publicly available
information on the related security and, where appropriate, should take into account the content of the related prospectus filed with
and available from the entity governing the related market and the company issuing the security. This report is issued in Spain by
Santander Investment Bolsa, Sociedad de Valores, S.A. (“Santander Investment Bolsa”), and in the United Kingdom by Banco
Santander, S.A., London Branch. Santander London is authorized by the Bank of Spain. This report is not being issued to private
customers. SIS, Santander London and Santander Investment Bolsa are members of Grupo Santander.

ANALYST CERTIFICATION: The following analysts hereby certify that their views about the companies and their securities
discussed in this report are accurately expressed, that their recommendations reflect solely and exclusively their personal opinions,
and that such opinions were prepared in an independent and autonomous manner, including as regards the institution to which they
are linked, and that they have not received and will not receive direct or indirect compensation in exchange for expressing specific
recommendations or views in this report, since their compensation and the compensation system applying to Grupo Santander and
any of its affiliates is not pegged to the pricing of any of the securities issued by the companies evaluated in the report, or to the
income arising from the businesses and financial transactions carried out by Grupo Santander and any of its affiliates: italo
Franca*.

*Employed by a non-US affiliate of Santander Investment Securities Inc. and not registered/qualified as a research analyst under
FINRA rules, and is not an associated person of the member firm, and, therefore, may not be subject to the FINRA Rule 2242 and
Incorporated NYSE Rule 472 restrictions on communications with a subject company, public appearances, and trading securities
held by a research analyst account.

The information contained herein has been compiled from sources believed to be reliable, but, although all reasonable care has
been taken to ensure that the information contained herein is not untrue or misleading, we make no representation that it is
accurate or complete and it should not be relied upon as such. All opinions and estimates included herein constitute our judgment
as at the date of this report and are subject to change without notice.

Any U.S. recipient of this report (other than a registered broker-dealer or a bank acting in a broker-dealer capacity) that would like
to effect any transaction in any security discussed herein should contact and place orders in the United States with SIS, which,
without in any way limiting the foregoing, accepts responsibility (solely for purposes of and within the meaning of Rule 15a-6 under
the U.S. Securities Exchange Act of 1934) for this report and its dissemination in the United States.

© 2021 by Santander Investment Securities Inc. All Rights Reserved.

& Santander


mailto:maciej.reluga@santander.pl
mailto:anavescovi@santander.com.br
mailto:jcabrera@santander.cl
mailto:gjaboumrad@santander.com.mx
mailto:piotr.bielski@santander.pl
mailto:mike.moran@santander.us
mailto:jarranz@santanderrio.com.ar
mailto:jcabrera@santander.cl
mailto:asoto@santander.us
mailto:wchiarvesio@santanderrio.com.ar

