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Here, with great satisfaction, is our second Leblon Letter. 

Once again we hope this quarterly channel of communication will be 

of interest, and succeed in succinctly giving you our forward view of 

the themes affecting our investment decisions. 

For our success, your participation – with criticisms, suggestions, and 

even words of encouragement – is vital. 

Thank you, and all best wishes,

Leblon Equities
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The potential value of liquidity

When credit crises happen, the major beneficiaries, a posteriori, are not necessarily those who have a great deal 

of cash available, but those who know how to use their available cash correctly over the duration of the process. 

By analogy, investors who are today sitting on strong liquidity will only come out strengthened from this unique 

moment of depreciated assets if they find a way of investing this liquidity in assets, efficiently, that generates wealth 

over time. It seems almost a tautology, but this may well be a definition of the ar t that separates major long-term 

entrepreneurs from “ordinary mortals”.

From this theoretical base, we draw two conclusions:

 1)  Very probably, the most impor tant leading indicator of whether we are on the way to the end of the 

crisis will be when a wave of entrepreneurs begin to show the courage to invest their cash, either in 

organic growth or in acquisitions of competitors. Entrepreneurs, running their businesses, are likely to be 

the best informed agents, and those most able to take this decision at the ideal moment to “transform 

potential value into real value”. Bankers will follow in their wake. It’s not that M&A will star t to take off 

when the credit markets are normalizing – but the reverse. In our view, the lending markets will begin 

to move back to normal when entrepreneurs are “returning to normal”. The leaders of the process are 

always the entrepreneurs, not the bankers. 

 2)  As equity investors, our role at this moment should be to identify the companies or entrepreneurs who 

are able, and willing, to take the initiative of growing in relation to their competitors – creating their 

own ideal moment for winning market share. As Napoleon would say, “l’audace, toujours l’audace” (or, 

perhaps, “the best means of defense is attack”). We must to some extent withdraw into our own lesser 

significance, as investors possibly less capable of choosing “the exact moment of the bottom”, and look 

to the entrepreneurs – who, more capable and better positioned, will make these choices well, and 

execute their growth strategies in a masterly fashion. If we are riding the right horses, the moment the 

gates open they will surge out ahead. 

The char t below shows the “investment capacity” of the companies in the por tfolio of the Leblon Equities Fund, as 

a percentage of their market values on March 31. The higher the propor tion, the greater is their potential for stock 

price appreciation, assuming that the entrepreneurs that we choose will allocate the capital to profitable projects. 

In this exercise we define “investment capacity” as the cash position plus the additional possible financial leverage 

assuming a theoretical limit of Debt / Ebitda equals 2.
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Char t I:  Investment Capacity /Market Value 

On average, the Leblon Equities Fund has a por tfolio of companies which, when combined, have the potential to 

invest, over the coming months, an amount equivalent to approximately 40% of their current aggregate market value. 

This very significant figure is possible only because we are concentrated in capitalized companies whose shares, for 

reasons foreign to the fundamentals of their businesses, are undervalued.

Source: Leblon Equities
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Brazil in the global context

We have not changed our view that the market consensus on companies’ earnings and economic activity in Brazil 

and worldwide will continue to deteriorate over the coming months. We continue to believe that only after the 

publication of “catastrophic” results for the first quar ter of 2009 (and perhaps also for the second quar ter) are 

we likely to see the consensus accommodating itself at levels that invite the star t of a new phase in reaction to 

“newsflow” able to give investors positive surprises. Also, since the global deleveraging will continue to take place 

only gradually, we expect many companies yet to be forced to file for various forms of relief (e.g. restructuring of 

debt) to remain in existence, and that this will bring a lot of uncertainty and volatility to the global markets – slowing 

down the unlocking of credit and the capital markets’ return to normality. 

Thus, in tactical terms, we continue to be very defensive as to the performance of the global equities markets in 

the coming months. In strategic terms, however, we continue to be very confident in Brazilian shares’ potential for 

very positive relative performance in the global context. This relative optimism for Brazilian equities is due to the 

following factors:

 1) The low leverage of Brazil’s companies, government and individuals; 

 2) A solvent financial system, highly dominated by state owned banks (Table 1);

 3) Interest rates (cost of capital) declining strongly, with a lot of scope left for reduction; 

 4)  An economy that is relatively closed, but with an expor t mix that is very diversified by product and by 

destination region; 

 5) A local funds industry managing significant volumes, and highly sub-invested in equities (Char t 2); 

 6)  Long-term institutional investors (pension funds, insurance companies) which for the first time in history 

are not meeting actuarial targets by investing only in public debt;

 7)  Possible appreciation of the Real due to flow of global investors into Brazilian equities, and gradual flight 

from US assets by Asian investors and generators of oil dollars; 

 8)  The fact that many managers of Brazilian companies are owners/controlling shareholders, thus having the 

real possibility of taking “anticipated” risks (Char t 3); 

 9)  A recent history of crises that has caused them to become more agile in management of inventories and 

working capital; and 

 10) A consumer market that is still expanding, due to aggressive policies for redistribution of income. 
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Brazilian state-owned banks: market share (2008)

 By By By By By 
 Total Assets Liquid Assets Total Loans Total Deposits Stockholders’ Equity

 38% 47% 42% 43% 29%

Low leverage, high liquidity and returns

 Loans/ Loans/ Assets/ Loans/ Average 
 Assets Deposits Equity Equity ROE

 31% 81% 11.0x 3.5x 19%

In our view, the good performance of the Brazilian markets in 2009 does not yet indicate the end of the crisis, 

but only a sentiment, that the level of global activity has stopped worsening (i.e., the second derivative has changed 

sign), even though levels of capacity utilization are still very low. Undoubtedly there is reason for some celebration, 

because this has significantly, even if temporarily, reduced the probability of a global depression with strong deflation, 

which could indeed destroy the possibility of value creation by companies for several years, resulting in the price 

of shares not being immediately attractive when compared with debt (fixed income). Summing this up, the global 

consensus in economic terms seems now to be in the format of a “U-shaped” recession, as compared to an “L” – 

the worst hypothesis – or a “V”, the best. 

For us, however, who are value investors, the great question still unanswered is the level of idle capacity, which 

we have to look at case-by-case. When we talk to companies, we find that there is not yet any strong view on the 

level of utilization to be maintained after this initial phase of reduction of inventories, which, in the final analysis, 

should determine the profitability of their businesses in the medium term. This is why we expect price volatility 

to continue to be strong until this consensus has been built, by observation and analysis of results – mainly in the 

next two quar ters. 

We will certainly be focused on the search for this “vital knowledge”, to enable us to take any arbitrage opportunities 

that may arise, but, as long-term investors, what concerns us most at this moment is entrepreneurs’ attitude to the 

use of the cash they have available now. 

Table I:  Solvent financial system, highly dominated by state banks 

Source: Brazilian Central Bank 
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