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Here, with great satisfaction, is our four th 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. For our success, your participation 

– with criticisms, suggestions, and even words of encouragement – 

is vital.

Thank you and regards,

 Leblon Equities
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Growth and volatility 

Brazilian equities still offer interesting returns, in spite of the strong price rises of recent months, mainly because – in our 
opinion – two important factors have not yet been correctly priced: the potential for earnings growth, and the effects 
and implications of volatility. 

This statement appears simplistic until we make clear that we define “Brazilian equities” as a much larger and more 
representative universe than the 57 companies that comprise the Bovespa index. We refer to the wider group, of 200 
companies, that trade every day. When we say “interesting returns” we mean returns that exceed the risk-free rate 
(currently 6% p.a., above inflation) by at least 400 to 500 bp for long periods of investment (5 to 10 years, at least).

The potential for growth in earnings, normally defined by market consensus as a function of the potential for growth in 
GDP, in our opinion underestimates the qualitative or institutional role of the revolution in the capital markets that is 
currently in progress in Brazil. 

In spite of the increasing consensus that Brazil’s economic and institutional stability has been consolidated in the last 20 
years, resulting in an increase in potential GDP growth from 3% or 4% to perhaps 5% p.a., it is very difficult to translate 
this into a structurally realistic form in forecasting models for profits or cash flows. Our feeling is that in the next 5 to 10 
years we will have seen not only higher than expected GDP growth (perhaps 6%) but also much greater growth in earnings 
than analysts are currently putting into their models (at least 20% to 30% per annum, for between 5 and 10 years). 

In spite of the strong quantitative macroeconomic limitation factor that prevents Brazil from growing at Chinese rates of 
10% (since investments/GDP in Brazil is around only 20%, mainly because the State spends almost all the taxes it collects, 
in the range of 40% of GDP, saving only 3% of GDP for investment), companies today are able to leverage with funding 
from equity issues at a level not seen since 1970. 

Only two or three years ago it would have been unthinkable for a Brazilian company to raise US$25 billion in a single 
stock exchange transaction – as Petrobras is currently seeking to do – or, for example, the US$6 billion of the Banco do 
Brasil offering – to say nothing of the Visanet or Santander Brasil deals (US$4.3bn and US$7.5bn respectively). To this 
almost unlimited capacity for capitalization of their businesses, we should add the potential that is represented by the 
currently extremely low leverage of Brazilian companies: hence we expect them to increase their indebtedness in the 

coming years, optimizing their capital structures, increasing investments and thus future profits. 

Char t 1: Equity Issuance

 
Source: Dealogic, Factset and BTG Pactual Research
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When we look at the last 50 years of Brazilian economic history we see a pattern of strong volatility in the economy, 

almost always originating from external crises in the balance of payments. Brazil has always had difficulty in generating 

strong currency to make its external payments (debt or oil), especially at moments of strong domestic growth rates, 

due to the explosion of imports or the lack of domestic savings to sustain strong growth rates for much time. But all 

this is, currently, undergoing a structural – and “silent” – change.  For the first time in many decades we have a unique 

conjunction of factors, since Brazil’s international reserves are greater than its external debt, and, finally, Petrobras’s 

production is beginning to exceed the country’s domestic oil consumption needs. And that is not all: in the next 10 

years we expect to see a growth in production that will make Brazil one of the world’s largest expor ters of energy.  

Brazilian agriculture, which has so often faced closed doors for its expansion in Europe and the USA, finally now has 

in Asia a new, developing and promising client likely to significantly strengthen Brazilian expor ts over the next 10 

years. This being so, we expect to see the Real cease to be a second-class currency, and transform into a de facto 

international reserve of value, principally in a new world where inflationary pressures in the G-7 are likely to weaken 

the credibility of the US dollar, the euro and the yen until such time as fiscal responsibility once again reigns.
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Summing up, the Brazilian entrepreneurs who survived the innumerable crises of the last 50 years will finally begin 

to operate in a “normal” environment of low volatility, with a stable (and strong) currency and with a falling cost of 

capital. This explosive combination, added to the possibility of strengthened leverage through exchange-raised equity 

capital, will make possible a level of investment and growth which, frankly, is at present difficult to estimate.  In our 

opinion we are at the beginning of a new era, and not just at the end of one more shor t cycle of growth. 

In simple formulas commonly used to determine a fair price for a share (for example the Gordon formula (P=D/

(k-g)), etc…) there is no mention of volatility as a determining factor in price, although intuitively it makes sense that 

this should be taken into account.  Other factors being equal, one can expect to have to pay more for a company 

that achieves the same returns as another, but with much less boat-rocking or volatility.

It is this “new” quality that we expect to find in Brazil from now on, and which very probably has not yet conquered 

the minds of local nor global investors – especially at the moment when uncer tainties (volatility) in the rich or 

developed markets are likely to increase by comparison with the historic pattern, due to the fiscal disasters and 

irresponsibilities that will diminish their potential for growth, and increase uncer tainties for those taking investment 

decisions in the companies of the rich countries. Hence we expect Brazil to be outstanding globally, not only in 

absolute terms, but, also and principally, in relative terms.

Char t 5: Debt as % of GDP, 2008

 

Source: The Economist, McKinsey
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Catalyst

In this context, however, there is still one major uncer tainty weighing on the situation, to be overcome: the Brazilian 

presidential elections in October. However much one says that this will be a “non-event” in the sense that little or 

nothing will change, that is not what we feel when we talk to both Brazilians and people from the rest of the world. 

And the fear still exists, although in a much more mild form than at the past presidential elections. 

We expect the moment when the elections are completed to become a strong catalyst for the market.  We believe 

that many investors are still waiting to see what the next government will in fact do, before increasing their equity 

exposure. Although both the leading candidates (Dilma Rousseff of the PT and José Serra of the PSDB) proclaim 

they will maintain the three-pillar structure of fiscal responsibility, floating exchange rate and an independent central 

bank with inflation targeting, the market still, correctly, perceives a much more interventionist bias in the personality 

of both, and this perception is likely to be dissipated only after whichever is the winner exercises power in fact. 

Also there is still a strong doubt as to what degree of facility both of them will have for dealing with Congress, 

since neither has the extremely high levels of popularity that President Lula achieved, which facilitated his majority 

in Congress.

In our view there is an enormous possibility for appreciation in Brazilian equities over the year 2011, as it becomes 

clear that Brazil has in fact evolved in institutional terms, as well as the fact that the first year of any government carries 

with it a strong dose of renewed political capital that can open doors, maybe even to fur ther structural reforms. 

In our opinion it is very likely that whichever candidate wins will devote energy to some type of tax reform in 

2011, which could be very positive for increase in the stock prices of Brazilian companies. Unfair competition from 

companies that operate with informal (illegal) tax practices is currently the main source of Brazilian entrepreneurs’ 

concern according to a recent survey.

Char t 6: Points that most negatively affect business

 

Source: Ibope/Amcham
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Upside potential 

In spite of the environment described above, at the end of the day what we buy are specific cases, and the upside that 

we find in shares is very often a function of peculiarities that have little to do with the macroeconomic environment, 

although it’s always difficult to find “islands” that are completely independent of it.  

At present, assuming a cost of capital to the equity holder in the region of 8% p.a. gives us a theoretical potential 

upside for our por tfolio of approximately 65%, if all the companies rise to our fair prices based on present value 

of future cash flows, calculated at that rate. Alternatively, from another angle, the investor, at current prices, could 

expect an internal rate of return of approximately 13% p.a. above inflation from buying our equity por tfolio. The 

current valuation of the portfolio stands at 13,5x P/E, with an average market cap of the invested companies around 

U$ 2.5 billion.
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Gráfico 6: Breakdown Performance Leblon Ações no "target"

*principalmente China 
**Inclui Porto Rico 

Char t 7:  Breakdown of Leblon Equities Fund Potential Performance at Target (per stock)
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Investment cases

Our long only portfolio had its biggest exposure on companies/investment cases mainly related to Brazilian domestic 

market growth. In our opinion, these companies are poised to benefit from (i) the credit expansion driven by the 

reduction of interest rates (still one of the highest in the world); (ii) improvement of income distribution and (iii) big 

investments in infrastructure to address crucial bottlenecks such as por ts and roads or as a result of Brazil hosting 

both 2014 Soccer World Cup and 2016 Olympic Games, as well as the new Oil&Gas discoveries.

Below a brief summary on three of our core holdings: 

Mills is the largest specialty engineering services company in Brazil, providing equipments for infra-structure 

projects, residential and commercial construction, and industrial construction and maintenance. It currently employs 

3,000 people and is present in 9 states. Its main segments are: (1) civil construction such as formwork, shoring, and 

scaffolding (51% of sales), (2) industrial services such as access, painting and insulation for industrial plant construction 

and maintenance (35% of sales), and motorized access equipment such as aerial work platforms and telescopic 

handlers (14% of sales). Revenues in 2009 were R$400 million, EBITDA of R$160 million, 40% of ROE and 59% of 

EBITDA CAGR from 2006-2009. IPO occurred in April 2010. The Nacht Family controls 42% of the firm. Trading at 

R$ 11,30 / share (MktCap R$1,413 MM), Mills offers 84% upside to our target based on DCF. P/L 2010E = 14.6. 

Saraiva is a leading Brazilian book publisher (above 50% mkt share in legal books, 20% share in Scientific, Technical 

and professional books; and 13% share in elementary and high school textbooks) and largest retailer (92 stores, 

being 37 superstores, and 1.3 million active online clients). With consolidated sales of R$ 1.5 billion, and CAGR of 

18% (10Y), 21% (5Y) and 32% (3Y), it is one of the most consistent and successful businesses in Brazil. Publishing is a 

“cash cow”, with 20% of sales but 55% of total EBITDA and ROE of 50%. Retailing is undergoing a major restructuring 

since the acquisition of Siciliano in 2008 (former main competitor). Saraiva Family controls the business with 30% 

of total capital. Trading at R$ 33,40/ share (MktCap R$ 935 MM), Saraiva offers 67% upside to our target based on 

DCF. P/L 2010E = 13.8. 

Wilson & Sons is a company founded 170 years ago and currently operates two por t terminals (Tecon Rio 

Grande, with 700,000 TEUs and Tecon Salvador, with 250,000 TEUs); is the leading provider of towage services 

in Brazil with 67 Tug Boats (54% mkt share); has a shipyard in Guarujá with capacity for docking of craft with 

displacement up to 1,500 tons; and is fast growing into the PSV market for Oil producers, with 7 boats already, and 

bidding for more 20 to service Petrobras.  Trading at R$ 20.25/ share (MktCap R$1,438 MM), Wilson offers 62% 

upside to our target based on DCF.   P/L 2010E = 14.1. 
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Leblon Equities Gestão de Recursos Ltda. (“Leblon”) does not sell nor distribute shares of investment funds or any other security. The content of this document has been 
prepared solely for informational and transparency purposes to the management carried out by Leblon and is neither intended, nor should be considered, as an offer 
to sell, or as a solicitation to acquire shares in any investment fund or any other security. The content of this document is solely for the use of the recipient and shall not 
be reproduced, distributed, published, copied or disseminated to others, except with prior and express written permission. Past performance does not guarantee future 
results. Investments in the Funds are not guaranteed by Leblon or any other service providers to the Funds, any insurance mechanisms or the Credit Guarantee Fund of 
Brazil (FGC). Leblon takes no responsibility for investment decisions taken based on this material. Access to this document or use of the services or information provided 
herein is prohibited by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law, rule or regulation.
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