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Here, with satisfaction, is our seventh Leblon Letter. Once again we 

hope this channel of communication will be of interest, and succeed 

in succinctly giving you our forward view of the themes affecting our 

investment decisions.

Thank you and regards,

 Leblon Equities
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Part 1 – Brazilian Credit: an analysis

Investors have been asking us whether the expansion of credit in Brazil indicates the formation of a bubble, or at 

least any significant problems in the quality of the credit portfolio in the financial system. Articles in the international 

press, using statistics published by the Central Bank and other sources, have warned of potential formation of such a 

bubble, highlighting the imperfections of Brazil’s credit market, the rapid growth of lending portfolios in recent years, 

and the high commitment of personal income to the cost of loans. The existence of a credit bubble would have 

impor tant implications in our analysis, since at the very least it would potentially harm the medium- and long-term 

growth of several sectors. We believe it would be imprudent not to consider this risk, but we have some arguments 

for agreeing with analyses that assess the risk as of limited impor tance – while at the same time we cer tainly do 

not want to be unthinking optimists about the process of expansion of lending in Brazil’s financial system.

However, we feel comfor table in working with forecasting scenarios in which this risk does not materialize. Without 

going into a more academic discussion on the formation of bubbles and structural distor tions in credit markets, we 

think that these phenomena typically occur in environments of low interest rates, where the stimulus to excessive 

leverage is significant, and where borrowers have incentives, for example, to take a second mortgage on their home. 

Another aspect of the risk would be banks “stampeding” into transactions with inappropriate risk/return, especially if 

they have balance sheets that are already over-leveraged, and in an environment of less restrictive regulation. Brazil 

has not yet got to this point, in our opinion, and we can even see some advantages in its current situation. 

The Brazilian financial system still primarily finances itself in the domestic market, which minimizes the potential 

volatility of the funding that sustains the growth of credit. This relatively low volatility reduces the risks that lenders 

might be forced to diminish the supply of credit abruptly. According to Brazilian Central Bank figures, the financial 

system’s international liabilities are approximately 7% of its total liabilities. Within this 7%, 5% of the total liabilities 

are owed by Brazilian-controlled banks, which comprise approximately 75% of the financial system. It is true that 

direct financing obtained by non-financial companies in the external market grew in 2010, a trend that was shown 

by the higher volume of funding – totaling US$ 26.7 billion (before any foreign direct investment flows) in 2010, 

compared with US$14.5 billion in 2009, but we do not find these a major risk.

The Brazilian Banks have been negatively affected – more than once – in the past, by situations of high interest rates, 

cycles of monetary tightening and economic volatility, and now keep any aggressive behavior relatively controlled 

(with some small exaggerations in cer tain segments of the market, which are even natural for the market’s stage of 

development, not causing major harm). And the Central Bank has, with a cer tain frequency, used various tools to 

slow down the growth of credit. It is always worth remembering that Brazil has quite high reserve requirements, 

and lending allocation rules, that reduce banks’ flexibility. 

Yes, it is true that Brazilian credit is expensive and is shor t-term, but these two characteristics help to prevent the 

excesses that might compromise the solidity of the system. We are not looking at what the percentage commitment 

of revenue to credit is – whether it is 20%, 25% or 50% – but whatever the number is, any adjustment will in our 

view be one that is able to take place rapidly, since income is not committed for a significant period of years. On the 

borrowers’ side: if individuals don’t pay, their names and identifying tax numbers are put on negative credit bureaus 

that are widely used by the financial system and retailers, and this in turn limits their capacity to take on new debt. 

On the lenders’ side: por tfolios can be “cleaned” relatively rapidly, and since their balance sheets usually have only 

moderate leverage, and they have adequate reserves, and also because the profitability of lending is high (with a 

strong retention of tier 1 capital), it’s possible for them to adapt to an adverse scenario without major trauma. 
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Naturally, as credit continues to expand and lending periods get longer, this dynamic changes, but it seems to us 

that Brazil as a whole is still taking the initial steps in any such process. It is also worth remembering that the great 

majority of lending transactions to individuals (98% in May 2011) was done under fixed-rate products –excluding 

the mandatory, earmarked forms of lending.

In its latest Financial Stability Report, published in April this year, analyzing figures for 2010, the Brazilian Central Bank 

highlights some interesting facts in its evaluation of the credit market. It repor ted 5.1 million individuals becoming 

new borrower clients – an increase of 23% – in 12 months. The entry of these new clients in our view reflects a 

favorable dynamic in terms of bancarization, with positive effects for the banking sector and in various sectors of 

the economy in the medium and long term. At the same time, it brings with it the risk of people tr ying out bank 

lending for the first time, many of them without any credit history that can be analyzed by the lenders, due to the 

absence of any existing bureau of positive credit qualities. 

We believe that this dynamic is a natural par t of the process of bancarization and development of lending markets, 

and although we don’t have studies on the subject, we feel it is probably difficult to find examples of credit markets 

that developed in a “perfect” way: i.e. with adequate information for evaluation of credit risk, a trend toward leverage 

with low interest rates and long tenors, etc. The important thing is to manage the risk of this “imperfect” growth 

in a reasonably prudent manner. 

Fur ther, the Central Bank, in an analysis aiming to assess the risk of people taking on long-term financing and at the 

same time taking on shor t-term loans to finance the downpayment, repor ted that in 2010 only 5% of financing of 

vehicles, and 17% of housing finance, was granted to borrowers who already had other loans. At the same time, it 

saw a gradual increase in the exposure of the financial system to individuals who had higher debt at the end of the 

year than at its beginning: 26% of the total of the lending por tfolio for individuals, compared to 20% in 2005. We 

also see a context of growth in total real wages (the latest IBGE figures indicate 6.2%), and formal employment, as 

elements that give a more solid sustaining base to the expansion of credit, but the significant entry of new borrowers 

into the system, and the increase in commitment of family income, are cer tainly risk factors. 

Looking at the most recent (June 2011) Central Bank monthly figures for lending to individuals, we do not see 

significant changes of trend compared to the base period of analysis of the Financial Stability Repor t. The speed 

of expansion of credit has remained practically unchanged; housing finance has kept up growth rates well above 

the average; and the final composition of the por tfolio of lending to individuals has not shown a significant change 

from the end of 2010. The changes in default rates do not in our opinion show a very great deviation from what 

is expected from seasonal effects. Loans to individuals more than 90 days past due were 6.4% of the por tfolio in 

June, lower than the 6.5% of June 2010, and higher than the 5.7% of December 2010. This indicator was falling each 

month during 2010, with a reversal of the trend only at the beginning of 2011, reflecting on the one hand a different 

moment in the (short) credit cycle , and on the other, some real deterioration of the quality of the portfolios, in our 

opinion. Payments past due more than 15 and less than 90 days were at 6.3%, higher than the 5.7% of June 2010, 

and also the 5.3% figure of December 2010. 

The total borrowed by individuals through unsecured overdrafts (known as “cheque especial”), has grown by 

26% this year (December to June – more than the average of the total por tfolio of lending to individuals) and by 

14.5% in 12 months (below the average), which also seems to us to be an indication of the worsening of peoples’ 

payment capacity, which is of course why they have used more these extremely expensive facility. This type of credit 

is however only just over 4% of the total por tfolio of lending to individuals. The Central Bank figures do not permit 
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calculation of other indicators and figures that would help in understanding the real quality of por tfolios, such as 

volume of credits renegotiated, other personal credit lines used to fill gaps  in the family budget, and credits that 

are written off from the banks’ por tfolios. Anyway, none of the indicators shown seems to us especially alarming, 

especially taking into account the systemic factors mentioned at the beginning of this text. 

On corporate credit, the Central Bank’s analysis highlights the significant growth in credit originating from the BNDES 

(Brazil’s national development bank) – both as onlending through commercial banks and also in direct lending by 

the bank. While on the one hand the scale of the BNDES’s operation can, from some aspects, be questioned, it is 

undeniable that this is a source of stable credit for companies. 

With the market carefully looking at trends on credit growth and delinquency, Bradesco repor ted its 2Q11 results 

in the last week of July. The numbers confirmed the the trend of a slight increase in non-performing loans, though 

the deterioration is still far from being a significant one: on the one hand the total of provisions for credits grew 

by less than the growth in the total por tfolio (+20%) in the 12-month period, and on the other the “renegotiated” 

portfolio grew by 24%. This is the portfolio in which banks report, in accordance with Central Bank rules, transactions 

for which the initial conditions have been altered, and thus it follows the trend of the NPL indicators. As with the 

figures for the system as a whole, the reversal of asset quality trends is not taking place in alarming propor tions. 

With these comments, we do not by any means intend to minimize the risk represented by a process of accelerating 

growth of credit, and we recognize the existence of various imperfections in Brazil’s lending market. We take the 

view, however, that the weight to be given to this risk in our analysis makes favorable assessments possible even 

of companies most affected by and/or dependent on expansion and/or availability of credit, such as some retailing 

companies, and cer tain consumer goods companies that are relatively dependent on credit, which are significant in 

the por tfolio of the Leblon funds today. 

We have as it happens had a great deal of difficulty in investing in the banking sector over the last 12 months, not 

because we are concerned about a bubble, but due to the result of our individual analyses of various companies 

in the sector. In general, when we incorporated the expectation of higher delinquency levels, lower growth of 

assets or higher need for capital (as well as various specific factors of each bank we analyzed), we were unable to 

find enough potential for attractive stock price appreciation over this period. The PE and PBV ratios at which the 

large banks were trading, although we recognize that they were below their historical multiples, did not appear to 

us to incorporate the shor t- and medium-term risks adequately. The consensus estimates of earnings growth and 

profitability for 2011 and 2012 also appeared to us to be higher than we could see as likely to be realized. At the 

same time, impor tant regulatory changes are in progress, mainly in relation to capital requirements for banks (and 

also for the insurance business, which is impor tant for the large banks), which in our opinion tends to reduce the 

potential return on capital in the medium and long term. 

Currently the por tfolio of the Leblon Value Hedge fund still has a shor t position in one of the large banks. In the 

universe of the banks regarded as medium-sized, in which we have had a significant position (in our First Leblon 

Letter we discussed our investment in Bicbanco), these same factors lead to the conclusion that the market did 

not offer interesting oppor tunities, with the exception of banks where there is a component of restructuring of 

the operation and/or the balance sheet, as the principal factor creating value in the long term. Another impor tant 

position in the por tfolio of the Leblon Value Hedge Fund was a pair trade in which the long position is in one 

of the medium-sized banks that was trading below book value, but has attractive potential due to a process of 

recapitalization/restructuring, and a shor t position in one of the banks that was trading at a high PBV, but with 
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greater risk, in our opinion, of a decline in profits and profitability. We continue to monitor the banks closely, and if 

and when there is a position that we can identify as having attractive appreciation potential, we may take one or 

more significant positions in the por tfolio. 

Lojas Renner

Over the course of the second quar ter we have increased our investment in Lojas Renner, and we think now is a 

good moment – when investors are seeing this aspect as increasingly impor tant – to briefly discuss that company’s 

credit business.  

Renner is one of Brazil’s three largest apparel depar tment stores by revenue, with 137 stores in all the regions of 

Brazil. Revenues reached R$ 3.3 billion in 2010 , 16% more than in 2009, with same-store sales growth of 10.3%. It 

posted 2010 profit of R$ 308 million, an increase of 62% in earnings per share. We see significant growth potential 

in the long term, with continued opening of stores in the present format, and development of new formats. We 

believe the company has room to generate attractive return on capital, well-experienced management and the 

oppor tunity to make strategic acquisitions. We had the oppor tunity to increase our position in the stock at prices 

that we believe offered interesting upside potential. The credit operation is only one of the components of our 

investment thesis for Renner, and one dimension of its business, but it is impor tant enough for a more detailed 

analysis on its own. 

The Renner Card (‘Car tão Renner’) has been the main tool for installment purchases in the company’s stores since 

its launch in 1973, and today it has a base of approximately 17 million clients – it is one of the few large private-

label cards remaining after many retailers adopted a model of co-branded cards in par tnership or joint venture 

with banks and consumer finance companies. The Renner Card handled approximately 54% of Renner’s sales in the 

first quar ter of 2011, compared to 60% in 2009 and 57% in 2010. Even representing a falling percentage of sales, 

the volume transacted with the card continues to grow. It was approximately R$ 1.8 billion in 2010, which is a 

credit business with significant scale. Par t of this reduction in par ticipation reflects the growth of Renner itself, with 

the opening of new stores in markets that are relatively new for the company, where the potential penetration of 

the card tends to be lower and the trend is toward greater popularization of the leading card names. Even so, 1.9 

million new cards were issued in 2010.

As well as being an impor tant sales tool, the operation of in-house financing of clients through a card has enabled 

Renner, over time, to build a distinctive body of knowledge about its client base. In our view, this is a very valuable 

asset of the company, which we believe the market does not appropriately perceive. 

Several retail companies have adopted a strategy of monetizing this asset in one form or another, through the 

constitution of joint ventures with financial institutions so as to jointly exploit the flow of financial transactions 

provided by the retail operation. The major transactions of this type have involved upfront payment of significant 

amounts by the financial institutions, in exchange for exclusivity for a period of time. As well as the payment for 

exclusivity, we see this type of par tnership as combining the benefit of an experienced operator that constantly 

invests in the best credit tools, with the possibility of retaining the value of the construction of the client database. 

The possible loss in this strategy is any mis-alignment of interests over the length of the par tnership’s life, since the 

financial institution could change its strategy for cer tain segments of the credit market, affecting the operation of 

the par tnership/joint venture. Naturally, for a cer tain amount of consideration, it is acceptable to run this risk. 
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Various models for association between retail companies and banks have been developed over the last 5 

to 7 years: 

In 2005, for example, Lojas Americanas formed an association with Banco Itaú (today Itaú Unibanco) to constitute 

a new financial company (‘FAI’), which took over the operation of financial products and services offered to the 

company’s clients, for an initial period of 20 years. The bank agreed to pay R$ 100 million upfront, and an additional 

R$ 100 million linked to cer tain targets. The formation of the financial company called for an initial injection of R$ 

40 million from Lojas Americanas, and other injections of capital were made, the most recent being R$ 60 million 

in the first quar ter of this year, after FAI posted a loss in 2010 In March this year, the two companies announced the 

revision of the initial agreement, with an additional payment of R$ 10 million by Itaú Unibanco and the possibility 

of additional payments, over five years, if FAI does not reach a cer tain minimum level of return. 

Another retailer, Marisa, adopted a different structure for its association with Itaú, in 2008. The companies entered 

an operational agreement for a period of 10 years to create a co-branded card, as well as the offer of other financial 

products and services by Itaú. At the end of 2008, the company had 8.1 million active private label cards. The bank 

paid R$ 65 million, with a fur ther R$ 55 million linked to cer tain targets over the first five years of the agreement. 

Marisa receives 50% of the profit from the co-branded card, and maintained the management of its private label 

card, which was launched in 1999. We could mention other examples, but the point we highlight is that Renner has 

not monetized this asset, which in our opinion grows in value, year after year. 

After having consolidated the Renner card as an impor tant tool, in 2005 Renner launched a new payment plan: 

zero down payment, plus eight installments with interest (´0+8’). Over time it has also gradually expanded the 

offering of financial services, such as personal loans for holders of the Renner Card, sale of annuity securities, and 

insurance. In parallel to this expansion, it has made significant investments in the improvement of the operation, 

such as: a new credit scoring system, centralization of credit processes, establishment of clusters by store, greater 

use of external credit bureaus, anti-fraud tools, and new collection processes and tools. Although it is impossible 

to completely separate the credit business from the retailing operation, the contribution of the credit business to 

Lojas Renner’s consolidated Ebitda expanded well, from 15% in 2006 to 24% in 2010, and grew in absolute terms 

in a period – 2008–9 – which was relatively adverse for consumer lending. This growing contribution reflects the 

expansion of the volumes transacted in the financial products, and also a good performance by the business in terms 

of credit quality, which is a reflection of the initiatives mentioned above. In 2010, for example, net credits written 

off under the Renner Card were 2.8% of net revenue from sale of merchandise, a level similar to 2005, prior to the 

introduction of its “0+8” payment option, which carries with it charges and a risk profile that are different from the 

more long-established payment in five installments without interest. 

The company continues to strengthen its offering of credit alternatives and financial products: it recently launched 

the co-branded “Meu Car tão” (“My Card”), in September 2010, for its clients, who can opt between Mastercard or 

Visa. On the one hand this new card offers a new challenge in terms of credit analysis, since it allows for purchases 

outside Renner stores, but it allows other functions that can increase client loyalty. Also, since Renner has retained 

the management of the card, the value of knowing the client and dominating the process of granting of credit does 

not go outside the company. 
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The two char ts below show the contribution from Renner’s financial services operation, before income taxes, and 

its propor tion of both consolidated Ebitda and Renner’s assets. The figures include the revenues from interest and 

charges, credit recoveries, and commissions for the sale of insurance / annuities, all net of financing costs, taxes on 

revenues, credit losses, and operational expenses.
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The first chart, with annual figures, shows consistent growth in the result of the operation of all the financial products 

and services, to a level close to 25% of the company’s total Ebitda. The second char t shows that contribution 

quar terly, also from 2005, and its percentage of Renners´s average assets. We think it is very positive that Renner’s 

credit operation has come through periods of turbulence maintaining attractive growth rates and increasing its 

profitability, without losing the characteristics that made it impor tant for the company’s sales operation. 

In spite of keeping the financial operation in-house, and having maintained investments in the expansion of its store 

network, Renner still had low leverage at the end of the first quar ter of 2011. In the parent company, gross cash 

was R$ 360 million, and net cash R$ 268 million. In the consolidated results, which include obligations linked to 

transactions to finance clients, and the funding of the FIDC (Receivables Fund) that the company recently structured, 

there was net debt of approximately R$ 11 million at the end of March. With shareholders equity higher than 

R$ 1.0 billion and consolidated Ebitda of R$ 505 million in 2010, the company has space for considerably higher 

indebtedness and optimization of its capital structure. 

After the end of the quarter, in May 2011, Lojas Renner concluded acquisition of Camicado, a Home and Decoration 

retailer, for an investment of approximately R$ 145 million, of which R$ 105 million is to be paid on conclusion of 

the transaction. Also, at the end of July, the company completed funding via a debenture issue of R$ 300 million, 

in two series. The first series, for approximately R$ 215 million, has final maturity in 2016 and was issued at a cost 

of the CDI rate + 1.10%, and the second series, of approximately R$ 85 million, has maturity in 2017 at a cost of 

IPCA inflation + 7.80%. 

We increased our position in Lojas Renner at a price per share corresponding to a P/E of approximately 20x 

reported 2010 earnings, and 17x based on our expectation for 2011. We find these ratios very attractive due to the 

quality of the business and management, in a true corporation. We expect the company to achieve its objectives for 

expansion of its store footprint, which could generate average annual growth of approximately 15% in the selling 

area by 2015 (without taking into account the expansion of Camicado), and we calculate that this could result in 

average earnings growth of between 15% and 20% in this period.
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