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e With economic activity data disappointing market expectations so far this year, the main question is which
component of GDP will bring the return of the country’s growth.

e Given the conditions of industrial activity, the level of interest rates, and inflation behavior, we believe that the
main driving force behind growth will be consumption.

e We focus on the two main drivers of consumer spending: increasing household incomes and expanding
access to credit. Visibility on the first is still poor due to the slow recovery in the labor market (we expect the
unemployment rate for 2019 to remain high, at 11.2%), but the second already shows signs of growth and
acceleration, especially after the uncertainty experienced in 2018.

e Within the credit concession, we believe the highlight will be real estate, which has better conditions for
expansion in the short and medium term.

e Therefore, we think it will be the time for the building sector to thrive.

Figure 1. Confidence Indicators Figure 2. New Loans MoM (%)
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Sources: IBGE, Brazilian Central Bank, and Santander estimates.

Introduction

The long-awaited revival of Brazilian economic activity has not yet come. Analyzing the macroeconomic variables,
inflationary stability, and the low level of interest rates, the question of the moment is: "Why not?"

Looking at GDP from the demand side, we have the well-known formula that appears in all the introduction to economics
and macroeconomics textbooks: a country's GDP is measured by the sum of its consumption, government spending, and
investments and the differential between exports and imports (being positive if a country exports more goods than it
imports).

Government spending needs to decrease, in our view, via the needed fiscal adjustment. Thus, it is not from this
component that GDP growth will come. Brazil is experiencing low growth in industrial production, coupled with the
crisis in Argentina and uncertainty in developed economies in the rest of the world. Therefore, the trade balance will not
be sufficiently substantial to help the economy recover, and foreign investors are concerned about the external and
internal risks of investing in Brazil.

IMPORTANT DISCLOSURES/CERTIFICATIONS ARE IN THE “IMPORTANT DISCLOSURES” SECTION OF THIS REPORT.

U.S. investors' inquiries should be directed to Santander Investment at (212) 350-0707.
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Hence, the main impulse for the resumption of economic activity growth should come from an increase of consumption by
households. But how to stimulate this consumption?

As can be seen in Figure 1, household and business confidence is returning to levels of neutrality (close to 100 points),
which shows a certain optimistic but cautious view of the future in the short term. Corroborating this data, the levels of
credit relative to GDP are also increasing and returning to the pre-crisis levels last seen in 2014, especially in the
non-earmarked sector — that is, credit that is not necessarily tied to any government agency or subsidy (consequently
leading to a decrease in the total number of the earmarked credit concession).

Thus, our thesis is that this revival of economic activity will come via consumption by individuals, which depends mainly
on family income and interest rates. Since interst rates (second component) are historically low (Selic at 6.5%), increased
consumption will depend on income levels and the economy’s ability to access the credit market.

In waiting mode

We expect the increase in income to come from a strengthening labor market and the consequent increase in wages.
Figure 3 shows still high rates of unemployment are expected for 2019, with real wages slightly higher than those
of 2018 but still below the economic capacity of Brazil. This is mainly due to the still slow recovery in economic
activity. With income still highly dependent on the labor market, we then turn to the credit market as the major driver of
consumption in the short term.

Figure 3. Average Unemployment Rate (%) Figure 4. Growth in Loans to Individuals by Modality (Jan-
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Sources: IBGE, Brazilian Central Bank and Santander estimates.

Noting the growth in lending to households in the last 12 months (with data up to January 2019), we have seen expansion
on almost all levels except for the overdraft credit sector. This already indicates a greater appetite of families for credit
than what has been observed in recent years.

Another good sign of a recovery in credit appetite is the change in household debt over the past 10 years. Figure 6 shows
that in the boom years of the Brazilian economy (the first decade of the 2000s), household debt was lower (about 30% of
average income), with a small portion being used to pay real estate debt. That is, the profile of Brazilians’ debt in this
period was basically for consumption that was not tied to the real estate market. However, when we observe the passage
of the years and, especially the most acute period of the crisis in the middle of 2015 and 2016, household debt increases
to almost half of families’ income, but with a different characteristic. The level of debt without the real estate portion
remains the same, but the proportion of debt allocated real estate has risen sharply and remains high, even
though overall debt is lower than during the crisis years.

We see a light at the end of the tunnel, which is real estate credit and the building sector.
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Figure 5. Household Consumption GDP x Broad Retail Figure 6. Household Indebtedness (% annual income)
Sales (% YoY)
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Is it time to spend?

The real estate sector is one key element of consumption growth, in our view. We saw a change in the sector’s
dynamics in late 2018 owing to a change in the banking system’s interest rate policy. The granting of subsidized real
estate credit has higher interest rates for the market segment seeking financing for higher value properties (valued at up
to R$1.5 million) and/or with higher monthly income. These interest rates rose from 8.76% to 9.01% per year (previously,
rates were between 7.85% and 9.01% per year), which is in line with the data in Figure 7, which shows a drop in interest

rates for this sector since 2016, with a recent high at the end of last year due to the change in the banking system’s
interest rate policy.

Figure 7. Interest Rate — Real Estate Figure 8. Credit Growth Forecast for the Next 3 Years
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We expect growth of the loan portfolio as a whole, especially in the real estate sector. For this reason, we believe that the
economy will grow consistently in the coming quarters.

Figure 9 shows a significant decrease in BNDES loans in the real estate sector. Thus, we believe that most of the
credit supply will come from private banks. We expect in the short term a change in the dynamics of loans, with a
larger share of the market being represented by the non-earmarked credit, mainly from private banks.



Figure 9. BNDES Loan Growth Figure 10. Credit Forecast
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Final Considerations

Unlike last year, with the beginning of the economic recovery, we anticipate loan growth in practically all credit modalities.
That is, the bases for a recovery in consumption are supported by the simulations presented previously.

The deceleration in consumption observed in 2018 has been reversed, and confidence levels have been returning to
neutral (100 points) for both companies and households. We have already seen an expansion of household consumption,
mainly in credit data and, specifically, in real estate credit.

This does not mean, however, that all the drivers of a resumption in economic growth boil down to a recovery in
consumption. Based on the assumption that the pension reform proposal will be approved this year, consumer
confidence and credit conditions should improve, in our view, accelerating an economic recovery.
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