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It is our pleasure to share our twentieth Leblon Letter. Once again we hope 

this channel of communication will be of interest, and succeed in conveying 

our opinion on important themes affecting our investment decisions.

Thank you and regards,

Leblon Equities
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The Quarter 

The table below shows Leblon Equities Funds� performance in 3Q14, YTD and since inception 

(November 28, 2008).

Small and Mid Cap Companies (SMCs) Fund
  
In this quarter, as we celebrate our sixth birthday, we received excellent news. The Brazilian 

Development Bank (BNDES) has selected Leblon Equities as manager of a pioneer private 

equity fund focused on small and medium-sized companies, to be launched in the first half of 

2015. This is part of an initiative by numerous market participants and government agents to 

widen access to the capital markets for SMCs, and facilitate access to long-term capital at a 

competitive cost. In our 15th Leblon Letter we wrote about these efforts and the work group 

formed for this purpose that we have been a member of since 2012. Initial proposals were 

framed at the end of 2013, and recently the CVM (Brazilian SEC), BM&F Bovespa and the 

Finance Ministry finalized a group of incentives for SMCs to issue shares in the Bovespa Mais, 

the market segment created to facilitate initial access to the Bovespa for these companies. The 

incentives include tax exemption for individuals� capital gains on investments, lower costs for 

listing in this segment, and easier qualifying requirements. The BNDES will operate (i) as an 

anchor investor for Bovespa Mais IPOs, and (ii) an investor in two private equity funds focusing 

on these companies and attracting investment from the public. We have just been selected as 

managers of one of these two funds.

1

Offshore Funds

2014 Since Inception

-12,4%

-15,4%

-2,2%

0,4%

Libor

MSCI

Ibovespa in US$

Leblon Equities Partners Fund

Leblon Value Hedge Fund

125,2%

30,5%

4,3%

33,5%

40,8%

3Q2014

-12,9%

-5,5%

0,4%

-9,2%

-8,5%

1,3%

Benchmarks



3rd quarter 2014 2

The fund will be Leblon�s �seed� so that in a medium-term future the Brazilian stock market 

becomes a better proxy for the real economy. The situation that we have today � with only 364 

companies listed on the stock market � shows tremendous potential: as we see it, the Brazilian 

economy could easily have some thousands of companies potentially able to make IPOs. We 

see the demand for some recent IPOs such as Linx and Ourofino as indicating avid appetite 

for (good) stories / new companies. We believe the quality of the assets is a preponderant 

factor for the success of these offers, and also that the quality of an asset does not depend on 

its size. Finding the right people in the right businesses, we expect to deliver excellent results 

for the investors of this new fund. One of the consequences, in our view, will be that the 

investors of our public funds will, in the long term, have a capital market that is more 

developed, with an ever-broader range of new opportunities for good investments.

Public vs. Private Equity
  
As we expand our activities in private companies, we see some questioning naturally arising as 

to our team�s time allocation between public and private equity.  We tend to be skeptical about 

the term �synergy� (since we believe synergies can sometimes be overstated) � but not in 

terms of the synergies between investment in public and private companies, which we believe 

are important. The thousands of companies in the real economy that are still not yet in the 

capital market may indeed not yet be public, but they are part of the same �ecosystem� as the 

364 companies that are. The majority of them are clients, suppliers or competitors of the listed 

companies, and knowing about them and being familiar with them is part of our work as 

investors in public companies.  

 

Another synergy that is perhaps more intangible, but no less important, is the addition to our 

analysts� experience. Dealing with private companies often means they have to deal with 

information that has been much less �treated� than the information in public company�s releases 

of results. Interaction with the executives of companies and the processes of getting to know 

the company at an operational/executional level, outside the world of Excel and PowerPoint, 

also develops an analytical advantage, which our team would be unlikely to have if we were 

invested only in public companies. At the same time, getting to know the practices and people 

of companies that are considered to be the �benchmarks� for their sector, such as Renner and 

Arezzo, in retail, or Estácio in education, very much enriches the discussions that we have in 

our private companies.
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Historically, in our public equities funds, we have maintained an allocation between 25% and 

30% in investments that have a profile similar to those of our investments in private companies. 

Factors in this activity are the investment horizon, and a more activist relationship with the 

companies. While as a rule we follow the same principles and philosophy in our investments in 

public and private equity, in listed companies we deal with the duality between the long-term 

investment and daily share prices � personified by Benjamin Graham in the manic-depressive 

character �Mr. Market�.

 

We like the thought-experiment of considering how the stock price of our main investment in 

private equity, BR Home Centers, would have behaved if it had been a public company in the 6 

years during which we have been invested in it. In 2008, when we took on the management of 

the construction materials retail network Casa Show, that company had declining sales, Ebitda 

close to zero and debt that was relatively high for a business that requires working capital 

investments for its operation. At first, the processes of decline in sales and Ebitda and demand 

for working capital worsened, increasing the company�s debt still further.  At that moment, if 

the company had been a public one, the chart of its stock price might have looked something 

like this:

(FIGURE 1)

It was necessary to have three changes in the company�s management in three years, until the 

merger with the Tend Tudo network in 2010, which created the present company, BR Home 

Centers. Today we believe we have the best people in the construction material retail sector 

in Brazil. Under the new management, same-stores sales growth over the period 2010 to 2013 



3rd quarter 2014 4

averaged 13% p.a. (17% in the Casa Show stores) and Ebitda, which was previously negative at 

R$ 20 million, is now at a level to qualify the company for an IPO in 2015 � providing an 

outlook for quadrupling the number of stores in the long term, with significant improvements 

in return on invested capital. Over this recent periodo, the stock price chart might look 

something this:

(FIGURE 2)

  

There is extensive literature on the term �extrapolation bias�, and on investors� tendency to 

attribute and excessive weighting to the pattern of a company�s recent past, and extrapolate it 

to the future. In our assessment this can lead to stock price volatility and even charts like those 

of our hypothetical example. On the other hand, except in a few very individual cases, the value 

of a company is never at all likely to have the same volatility in reality as that of its stock price 

over a short space of time.

Figure 1 is in fact the chart of the stock price of Springs in the last 18 months. Just as it 

happened to us in Casa Show, Springs had some strategic mistakes, underwent an accentuated 

fall in sales and Ebitda, and has seen its debt increase in the recent past. It also needed to 

change executives until it found the correct team to run the retail division, but we did find that 

team, and it has achieved same-store sales growth above 10% in the challenging year of 2014. 

In 3Q14 it has posted a net profit, of R$ 5 million � the first profit in its last 13 quarterly 

results. Clearly this is very little to celebrate; but with the right people in the retail operation, 

and with the continuous increases in wholesale market share that it has been achieving (from 

35% in 2011 to 45% in 2013), we see Figure 2 as totally feasible for the chart of its stock price 

in the coming years.

(*)Recurring net profit. There was reported profit in 2Q12, but it was non-recurring, reflecting a sale of assets 
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Changes in the Portfolio in the Quarter
  
Figure 2, in turn, is in fact the chart of the stock price of Estácio in the last 6 years. Responding 

to an accentuated fall in stock price, which we believe was for short-term and not structural 

reasons, we have once again built a medium-sized position in this company, at average price of 

R$ 26.80. We also took advantage of a - brief-fall in the price of Renner to increase our 

position in that company, and it is now one of the fund�s five largest positions. We have reduced 

our positions in Itausa, BM&F and Wilson Sons. For BHG, which was 4.5% of the fund, an offer 

to delist was made at R$ 19/share, 36% above the stock price on the day prior to the 

announcement.
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Leblon Equities Partners Fund (LEF)
 
In the 3Q14,  the Leblon Equities Partners Fund had a downfall of 12.9% net of all costs, while 

the Ibovespa index measured in USD fell 8.5%. Year to date, the fund is down 12.4% and the 

Ibovespa measured in USD is up 0.4%. Since inception, the fund has returned a gain of 125.2% 

while in the same period the Ibovespa in USD yielded 40.8%. The fund�s annualized return since 

inception is 15.1%, compared to 6.1% for the Ibovespa in USD. 

In third quarter 2014, the fund�s largest gains were from the positions in BHG, Itaúsa, Petrobras 

options, Natura and Lojas Renner. The losses came from Saraiva, Springs, Cetip, Eletrobras andd 

Wilson Sons. We started three new positions in this quarter (Petrobras, Eletrobrás, and 

Estácio). We reduced our exposure in BVM&F, BHG, Itaúsa, options in the Bovespa Index, 

Duratex and Wilson Sons and we increased our positions in Ânima.
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Leblon Value Hedge Fund (LVH) 

In the 3Q14,  the Leblon Value Hedge Fund had a downfall of 5.5% net of all costs, while the 

Ibovespa index measured in USD fell 8.5% and the MSCI Brazil index fell 9.2%. Year to date, the 

fund is down 15.4%, the Ibovespa measured in USD is up 0.4% and the MSCI Brazil index is 

down 2.2%. Since inception, the fund has returned a gain of 30.5% while in the same period the 

Ibovespa in USD yielded 40.8% and the MSCI Brazil is up 33.5% The fund�s annualized return 

since inception is 4.7%. 

Average gross exposure in the quarter was 158% and average net exposure was approximately 

76%. In 3Q14,  the fund�s gains include the short positions on Eletrobras and Usiminas and also 

in the long book (BHG, Cielo and Itaúsa). The losses were all in the long book (Saraiva, Springs, 

Eletrobras, Wilson Sons and Cetip). The changes in the portfolio in the quarter include the 

changes made in LEF.  Additionally, we opened a new short position and a new pair trade. We 

increased the short exposure in the index and the exposure in another pair trade.

> US$ 5BI
N2/ Tag Along

> US$ 5MI
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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 order 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 futureresults. 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
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