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4 | etter From the Editor

‘ ‘ hat happens when an unmovable object meets an un-
stoppable force?” The question has been posed since
the era of Zeus. Yet we have arrived at no suitable con-
clusion, which leads me to believe that some problems

cannot be fixed, some questions cannot be answered, but instead must be accepted.

I raise this question to address the re-election of Hugo Chavez and the increasing
instability of Argentina’s Kirchner administration. While there are several factors
to take into consideration, we can focus on the most relevant to our investor audi-
ence: the diaspora of capital, skilled workers and wealthy individuals. As a publi-
cation, Alternative Latin Investor strives to increase transparency, awareness and
ultimately growth within the region. Argentina may have the inauspicious honor
of being the first country to be censured by the IMF for providing false inflation
data. In addition, among G-20 countries, Argentina accounts for 84% of pending
cases at the International Centre for the Settlement of Investment Disputes. If we
look at the Heritage Index of Economic Freedom, of 179 ranked countries, Ven-
ezuela is listed at No. 174, 5 spots above North Korea and 2 above Libya.

How should the investment community address these nations that seem to be do-
ing everything possible to make themselves investment red flags? We have seen
nothing, no specific investment or instrument, that can offset the formidable level
of political risk in these regions. That is not to say opportunities don’t exist, but if
they do, they’re hiding very well.

However, beyond the shadows of Argentina and Venezuela, the rest of the region
continues to shine. In this edition of Alternative Latin Investor we focus on the
wealth management sector, which is growing not only in size, but also in sophisti-
cation and regulation. This growth has reached the point where not only are assets
in the region growing, but additionally, US-based service providers are venturing

south in order to capitalize on demand for financial services support.
We are very excited to have had the opportunity to chart these changes and ad-

vancements over the past 3 years and thank you for your continued interest, which

allows us to continue doing so.

My [

Saludos,

Nate Suppaiah
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AGRIGULTURAL INVESTMENT

T
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The World Development Movement has

B stephen Kaczor

been pushing for the past 2 years for a

regulatory clamp down on hedge funds

and banks in the commodities market.
r The World Development Movement
l‘ | argues the speculation creates volatility
/| in global food markets. Big investment
banks are betting on the price of staple
foods, like wheat, maize and soya. This
[ creates higher food prices and poverty
E i levels, especially in developing nations.
The finance ministers of Europe are set
: to rule in October 2012 on new rules

against food speculation.




ccording to The Guardian, at
Britain’s oldest food market,
Borough Market in London,
fund managers at one of the
biggest investment groups in the world are
telling a different story. BlackRock is roll-
ing out its World Agriculture Fund for small
investors who, it says, can profit from the
long-term increase in food prices as rising
affluence in China, India and Brazil dramat-

ically changes dietary habits.

BlackRock is not alone in seeing agriculture
as an industry ripe for attractive investment
returns. Last year, Baring launched a global
agriculture fund that allowed its early inves-
tors a 30% gain. Speaking about BlackRock
and Baring, The Guardian’s Patrick Collins
wrote an article titled Is Agriculture the
Next Big Investment Thing? He said, “Both
groups see their funds as appropriate invest-
ments for British pension funds over the

long term.”

But there are many agricultural investment
funds. We will take a look at the concept in
general and introduce 3 examples. A report
from the Food and Agriculture Organization
(FAO) framed the challenge this way:

“Investment is essential for the growth of the
agricultural sector if there is to be enough
food to feed the world population of 9 bil-
lion in 2050. In 2007, food commodity pric-
es climbed to record levels, which, among
other reasons, contributed to the current
global food crisis. Against the background
of the high food prices, it is estimated that
in 2008, the world’s hungry increased by
about 80 million to approximately 1 billion
people. During the first half of 2009 only,
the number of hungry increased by another
105 million.”

This figure equals the increase in the num-
ber of hungry during the previous 17 years,
according to The Economist. “And this
number has been rising by an additional 4
million people every week” (Aloisi, 2009).

With such increase in demand among a
growing global population, there is clearly
a role for agricultural investment funds. But
many believe the traditional speculative
aspects of investment funds have no place
in global food markets. This is leading to a
new type of investment fund, a change that
many believe is justifiable.

The FAO believes Agricultural Investment
Funds have underscored the public and
private sector’s interest to help address the
resource constraints for achieving food se-
curity. One of its recommendations is limit-
ing the role of speculators. “The volatility in
financial markets and the volatility of com-
modity prices, which have been partially
caused by speculation, must be contained as

Agribusiness 7

ies, which offer commercial credit to agri-
cultural cooperatives. The credit guarantee
will be phased out step-by-step during the
following loan cycles of the recipient. The
local bank finances the client on the basis
of the sales contract with the off-taker and
does not require the borrowers to provide

fixed assets as collateral.

The fund is operating in 5 countries (Peru,
Nicaragua, Honduras, India and Mozam-
bique), where it has established partnerships
with 7 banks and has issued guarantees in
the total amount of US$30 million. A specif-
ic example is SAGF’s funding guarantee in
Peru to local institutions dealing with Cepi-
cafe, a cooperative organization consisting

of 71 smaller member organizations, which

BlackRock 1s not alone in seeing

agriculture as an industry ripe

for attractive investment returns.

far as possible. Markets for complex finan-
cial instruments related to agriculture will
remain attractive for investors. However,
from a developmental perspective, there
should be a focus on thoroughly assessed
investment opportunities in agriculture with
a sustainable impact. The FAO report pro-
vides detailed case studies, but we will take
a brief look at 3 examples:

In 2008, Rabobank International estab-
lished the Sustainable Agriculture Guaran-
tee Fund (SAGF) with a grant contribution
of the Directorate General for International
Cooperation of the Netherlands (DGIS).
The fund has been set up to improve access
of cooperatives to formal finance in devel-
oping countries through a guarantee scheme
for pre-export finance. SAGF issues par-
tial credit guarantees as a risk-mitigating

instrument for local financial intermediar-

represent a total of 5,000 producers of cof-
fee, cacao and sugar cane producers. In
terms of impact, it is estimated that the fund
has benefited approximately 27,000 produc-
ers during the first year of operations.

The Burlington Capital Group’s Agribusi-
ness Partners International (API) focuses
on agribusinesses in emerging markets.
With the fall of communism, the API rec-
ognized the opportunity to develop an
agribusiness investment fund in the former
Soviet Union. It was formed as a $100 mil-
lion private equity investment fund. The
fund enjoyed the support and partial guar-
antee by the Overseas Private Investment
Corporation (OPIC). API invested in 8 food
and agribusiness sector operations. These
investments were primarily early-stage in-
vestments or startups. The private equity
fund invested in companies that acquired
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old Soviet assets, invested in upgrades and
developed modern, world-class competitive
companies. Despite severe economic crises,

7 of the 8 are thriving today.

According to its website, API seeks to in-
vest in established agribusiness companies
that have the potential to become leaders in
their markets with distinct business models,
but also have transformational opportunities
such as:

Look at the
constants:
diminishing
yields, population
growth, lack
of farmland,
growing demand
for agricultural
commodities from
the energy sector.

e Investing for growth

e Operating improvement opportunities

* Implementing practices that promote
sustainable agriculture

*  Expanding geographically

*  Repositioning strategically

»  Capitalizing on shifting product trends
or end users

e Acquiring add-on businesses or prod-

uct lines

Just this year, TIAA-CREF finished raising

$2 billion for its agricultural investment com-

pany including commitments from pension
funds in Sweden and Canada’s British Colum-
bia and Quebec. According to Amy Or report-
ing for the Wall Street Journal, “It was set up
as a company instead of a fund and focuses
on farmland in the US, Australia and Brazil. It
aims to invest about 70% of the $2 billion in
land that grows annual crops like cotton and
soybean and the remainder on land for perma-
nent crops like apples and almonds.” One of
the focuses is on protein crops, which we’ve
written about in this space previously.

Jose Minaya, head of global natural re-
sources and infrastructure investments at
TIAA-CREF, says, “We see increased pro-
tein consumption in developing economies
and alternative energy mandates driving in-
creased demand for food, fiber and fuel from
a limited resource: land. Direct investment in
farmland provides access to the key driver of
food production. We believe farmland offers
investors excellent portfolio diversification
given its low correlation to traditional asset
classes like stocks and bonds. Farmland also
acts as hedge against inflation within a port-
folio,” Mr. Minaya said. The journal Institu-
tional Investor believes this team may have

launched the future of institutional investing.

Look at the constants: diminishing yields,
population growth, lack of farmland, grow-
ing demand for agricultural commodities
from the energy sector. These constants cre-
ate opportunities where infrastructure can
be developed through financing, irrigation
and distribution efficiencies.

Latin America has the climate, soil, labor
structure and financial climate to feed more
of the world, driving increases in agricultur-
al exports to neighboring countries as well
as Africa and Asia. What is missing is finan-
cial and logistical support for cooperatives
and small companies to become players in
export markets. Agricultural Investment
Funds have the potential to join investors’
ROI expectations with the need for develop-
ment of the global food supply.

AUTHOR BIO

Stephen Kaczor is Chairman of the Big
River Foundation, a non-profit focused
on river and watershed ecology conser-
vation initiatives throughout the Ameri-
cas. He is an organic farmer, eco-entre-
preneur, consultant, and a writer with a
documentary film in production in Cen-
tral America. As a Panama-based con-
sultant, Stephen’s focus is sustainable
organizational development, research
& management. In addition to consult-
ing and writing, he is passionate about
sustainable agriculture, Latin American

culture, travel, and ecology.

www.BigRiverFoundation.org




oreign companies eyeing a slice

of Brazil’s World Cup and Olym-

pics infrastructure bonanza face

a unique set of Foreign Corrupt
Practices Act (FCPA) risks. Facilitation
payments and bid rigging are particular con-
cerns for investors seeking not to run afoul
of the US anti-corruption statute.

Infrastructure projects involve a lot of
permitting and licensing, and those are
“ground zero” for FCPA violations, ac-
cording to Matthew Feeley, an attorney
specializing in the FCPA at Buchanan,
Ingersoll & Rooney, a US law firm head-
quartered in Pittsburgh, Pennsylvania.
Furthermore, the time pressures sur-
rounding major sporting events such as
the World Cup create added risk. Brazil
has already come under criticism for the
construction of the facilities needed for
the 2014 World Cup and the 2016 Olym-
pics being behind schedule.

Feeley said the further along you get without
sound infrastructure, the more pressure there
is to do things quickly. Such scenarios raise
the issue of facilitation payments — money
paid to expedite or facilitate the performance
of routine governmental actions by public
officials — which are permissible under the
FCPA. Such payments are particularly com-
mon in emerging economies where govern-
ment officials earn low salaries.

However, Feeley said there is a distinction
between paying something to be done on an
expedited basis and outright bribery. When-
ever you are paying a government official
to do a task they are already obligated to do,
then you necessarily implicate the FCPA or
another law, he said.

While the Department of Justice (DoJ) has
declined to specify a dollar value on what
constitutes facilitation payments, Feeley
said the conventional wisdom reflected in
corporate compliance programs limits such
payments to US$100.

Infrastructure 9

Brazil’

Olympics
and World

Cup Projects
Highlight

FCPA

Risk

. Raymond Barrett, Policy & Regulatory Report

Once that threshold is passed, there is at
least the perception that the government
official is being paid to do something more
than they are obligated to do, he said.

Retail behemoth Wal-Mart is currently the
subject of an FCPA investigation. While

some commentators have proposed that
Wal-Mart may have a facilitation payment
defense because the company paid to re-
ceive licensing permits in Mexico, Fee-
ley pointed out that the alleged payments
involved tens of thousands of dollars and
were cumulatively in the millions.
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“I don’t think there is anyway the enforce-
ment authorities consider those to be ... fa-
cilitation payments,” he said. And he added
that in light of the Wal-Mart case, compa-
nies need to be “extremely careful” about
facilitation payments.

Changes in the global regulatory environ-
ment are also making facilitation payments
an increasingly risky tool for companies to
deploy overseas. Feeley said there was an
“explicit rejection” of facilitation payments
in the 2010 UK Bribery Act. Therefore, if a
US company is committed to entering Bra-
zil beyond the World Cup and the Olym-
pics, Feeley said making investments to
understand the local culture is “money very,
very well spent.”

Along with the World Cup and the Olym-
pics, Brazil’s flagship Growth Accelera-
tion Program (PAC 2) has earmarked more
than US$500 billion for key infrastructure
investments from 2011 through 2014, and
US firms are keen to be involved. Brazil-
ian President Dilma Rousseff has taken an
aggressive stance on corruption, and several
government ministers recently were fired
for alleged corruption.

While a new anti-corruption law the Clean
Company Act is currently winding its way
through the Brazilian Congress, Brazil is
also in the midst of a high-profile bid-rig-
ging scandal involving local construction
giant Delta Construcoes. Delta faces alle-
gations of bribing senior politicians to win

government infrastructure contracts.

As such, US companies looking to invest in
Brazil are “hyper-aware” of the FCPA, ac-
cording to Reeve Wolford, managing direc-
tor for Latin America at the Altrius Group
consulting firm in Washington, D.C. Wol-
ford said the big, top-tier companies are
most aware of the FCPA. “Smaller compa-
nies figure they are off the radar screen,” he
said. While bribery is less prevalent in Bra-
zil than in other emerging economies like
Russia, it is still a significant issue, as Brazil
ranks alongside India on global corruption
indexes. And within these economies, infra-
structure is a particularly high-risk sector.

“In infrastructure, definitely ...
you don’t see US companies, that’s gener-

wherever

ally where there’s the most corruption,”
Wolford said.




Wolford said corruption in the construc-
tion sector often involves a consultant
being paid a fee but “no one knows what
that fee covers and what the costs might
be.” He also pointed out that in a large
country like Brazil, with many region-
al governments, norms towards bribery
can vary in different parts of the country.

for an event. Despite the potential quagmire
of FCPA risk, Feeley said there are also
broader political factors at play. He said the
US has a commercial interest in welcom-
ing Brazil into the “big leagues of world
affairs.”

“I don’t think the US enforcement authori-

ties are going to be very keen to bring an

There 1s a distinction between paying
something to be done on an expedited
basis and outright bribery. Whenever
you are paying a government official to
do a task they are already obligated to
do, then you necessarily implicate the
FCPA or another law.

Another aspect of high-profile sporting
events that creates particular FCPA risks
is corporate hospitality. According to Fee-
ley, hosting government officials at high-
profile sporting events carries all types of

risk, and under no circumstances should a

government official be given a freeticket

enforcement action or initiate an investiga-
tion that might embarrass the Brazilian gov-
ernment,” he said. “I think the US will tread
lightly, not in relation to Brazil in general,
but in relation to these two specific events,”
Feeley added.

Infrastructure 11
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The
(PaRR] is an intelligence and analyti-

Policy and Regulatory Report

cal news service that focuses on the
development and adaptation of com-
petition law around the waorld. Our
coverage spans North America, South
America, Europe, the Middle East, Af-
rica and the Asia-Pacific region. PaRR

focuses on the intersection of global

competition law with intellectual prop-
erty, trade and sector-specific change
in which there is a direct impact on the
fair market practices of governments
and corporations worldwide. To learn
more about PaRR, visit www.PaRR-
Global.com. For information on becom-
ing a subscriber or to arrange a free
trial, contact sales@PaRR-Global.com.




Social unrest |
atin Amernca

Opposing
hydroelectric projects

Protests against hydroelectric plants in Latin America may not have attracted as much
attention as those against opencast mining, but names such as Brazil’s Belo Monte have
made headlines beyond the region. One thing is certain: Latin America is going after
hydroelectricity in a big way. Many of the projects are in the large to “mega” catego-
ries, and these are most likely to be the main target of protest actions in coming years.

he Center for International En-
vironmental Law (Ciel), in a
study of hydroelectric projects
planned for the Andean Ama-
zon area, has identified 151 plants with
more than 2MW-installed capacity. Of these
it has classified 47% as having a high en-
vironmental impact. The study has also re-
vealed a clear trend toward building bigger

hydroelectric plants.

In Peru, where two-thirds of the existing
plants have less than 15MW, two-thirds of
the 79 planned new ones are either large or
“mega.” While Peru’s largest existing plant
has 798MW, 11 of the planned new ones are

bigger than that. Ecuador has 16 hydroelec-
tric plants, of which only 4 have more than
100MW, one of them exceeding 1,000MW.
Of the 18 planned new ones, 5 are in the
“mega” category. In Bolivia only one of
the existing plants has more than 100MW,
while 8 of the 10 planned new ones are in
the large or “mega” brackets.

Reaching further downstream in the Ama-
zon basin is the hydroelectric complex of
the Madeira River, which has been billed as
the main initiative by the Initiative for the
Integration of the Regional Infrastructure
of South America (IIRSA) and the biggest

anywhere in the basin, with 4 interconnect-

ed plants — 2 in Brazil, one in Bolivia and
one on the river that serves as the boundary

between Bolivia and Brazil.

South of the Amazon basin and east of the An-
des, major hydroelectric expansion is planned
in Brazil, partly on its own, partly with Argen-
tina, the latter also planning expansion jointly
with Paraguay. Over the coming 10 years, in
order to meet the projected increase in de-
mand for electricity, Brazil will need to install
new generating capacity equal to 3 times that

of the Brazilian-Paraguayan Itaipu.

In the Uruguay River basin there are already

5 hydroelectric plants with a joint installed

latinnews.com

Latin American Newsletters since 1967
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capacity of 5,181MW. Apart from the
planned 2,700MW Garabi-Panambi com-
plex there are 2 other projects on the draw-
ing board, which will jointly add 1,469MW.
On the Parana River, which already has 2
mega-hydros (the 14,000MW Itaipi and
the 4,050MW), a 3rd project, the 4,608MW
Corpus, is likely to be reactivated fairly

SO0n.

In Central American countries, develop-
ments in 2 countries are particularly sig-
nificant. In Guatemala 4 new hydroelectric
plants are being built, 17 more have been
authorized but have not yet started building,
and 7 are awaiting approval. There are also
more than 125 small and ‘micro’ hydroelec-
tric projects with less that SMW installed
capacity in the pipeline. The union repre-
sentatives on the board of INDE, the nation-
al electricity board, say that if expansion of
hydroelectric generation were to be entrust-
ed to INDE, it could build 23 new plants
with its own resources, which could jointly
add 1,200MW to currently installed capac-
ity. In Panama the government has granted
39 concessions to build new hydroelectric
plants and is processing 45 applications.

Protests against hydroelectric projects
have become widespread enough to prompt
the creation of a Latin America-wide net-

work of “movements against dams” because

in

of their perceived — and sometimes evi-

dent — social and environmental impacts.

Perhaps more than the anti-mining protests,
those against dams (meaning hydroelec-
tric projects) have been able to influence
governments, if not entirely as much as
protesters have demanded. Many factors
are at play, and both sides have valid argu-
ments. Governments do invoke economic
imperatives and tend to play down, as do
the private companies involved, potential
environmental and social impacts. Some are
quick to repress protest actions that they of-
ten portray as politically motivated; others
argue that protesters are all too frequently

misinformed.

Protesters tend to portray all hydroelectric
projects as “mega-dams” and on some oc-
casions mount protests against the effects
of reservoirs that are not part of run-of-the-
river projects. In common with anti-mining
campaigners and other movements, they ac-
cuse governments of seeking to “criminal-
ize social protest,” even when their actions
are clear and substantial breaches of the law.
Note: This is an extract from LatinNews
Special Report: Social Unrest in Latin
America: Opposing Hydroelectric Projects

(www.latinnews.com).

TSR




14 Political Risk

A client recently told me he was
through with China, after more
than 6 years trying to make
money in the environmental and
clean-tech sector. Reluctantly,
he had become an adherent to
short-term capitalism — if you
have knowledge and expertise to
sell, do it as quickly as you can
for as much as you can, because
that is all you will be able to do.
However, I was struck by what
he went on to say: Brazil is his
next market. He sees a much
greater appetite for equitable
exchange, rather than forced
transfer of people and practices.

. James Knight




His timing is good. With the Olympics and
World Cup coming, Brazil is crying out for
good partners:

* AECOM, the company that designed
London’s Olympic Park, already has
the Rio master plan contract.

*  The Organising Committee is keen to
reach out to international firms with an
established track record in IT and secu-
rity projects.

e Development of the country’s enor-
mous pre-sal oil reserves requires for-
eign expertise even more than foreign
money.

e The government’s plan to educate
a generation of engineers and sci-
entists abroad will create new op-
portunities for the foreign firms in

the countries where they studied.

In addition President Dilma Rousseff
is prepared to confront her own Work-
ers’ Party over the future direction of
infrastructure investment, having just
announced R$133 billion worth of con-
cessioning to fund 10,000km of new
railways, and the improvement or con-
struction of 7,500km of roads. A World
Cup and an Olympics are the excuse, but
this is really a gutsy vision of creating a
legacy, to compensate for decades of un-
derfunded, inefficient and badly executed
state involvement in infrastructure, and
one that is necessary to keep growth rates

at 3.5% to 4%.

However, the biggest threat to Brazil’s
“partnering economy” could be government
interference, and policy decisions are be-
coming harder to predict. The government
has just announced lower electricity tariffs
in order to boost industrial competitiveness,
and proposed changes to the concessioning
process, which could prove counterproduc-
tive to the ability of utilities such as Elec-
trobras, CTEEP and CEMIG to improve
infrastructure. The regulatory risk is that

enforced price reductions lead to lower cash

flow, which results in less reinvestment in
the sector and new entrants harder to find.

The Brazilian government is no stranger to
announcing measures simply to see how
both the domestic and international markets
might react; in fact it floats more ideas past
analysts and journalists than a Cowes Week
PR girl. And a hallmark of Brasilia is its tor-
tuous legislative process that means propos-
als often never see the light of day. How-
ever, such meddling echoes changes in the
oil and gas sector in Brazil a couple of years
back, when contracts moved from being
predominantly royalty-based to production
sharing. And you can see similar double-
think in macro-economic policy: Sensible
ideas to reform needlessly complex fiscal
policy are accompanied by crudely slapping
an arbitrary series of tariffs on foreign prod-
ucts to improve the trade balance.

In Dilma Rousseff, Brazil has a master
tinkerer. Perhaps her most important dif-
ference to Lula is not ideology (although
differences exist), but personal style (and
I’m not talking about her taste for Celso Ka-
mura’s hairdressing). Rousseff’s predeces-
sor was both a pragmatist and a delegator
to those he trusted. Rousseff is neither; she
wants to be involved in everything. Some-
one even said to me that she’s not really a
politician in the proper sense of the word,
but an administrator. That may work when
you’re Chief of Staff, but becomes more
difficult when you are leader of the world’s
6th-largest economy and need to set out a

clear vision.

Brazil has the potential to reward its part-
ners well. But partnerships are best formed
over time. The current hyperactivity, and
tendency to tweak rather than look at the
bigger picture, is exactly what could put
them off and leave my client scratching his

head after another 6 years.
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B Overview

nvestors like the transparency that

originates from access to timely, re-

liable, relevant and detailed informa-

tion. Full transparency means that the
investor has access to all the data necessary
to make informed investment decisions and
to monitor the investment’s performance.
Almost any risk system is useless without
some level of data transparency. Lack of
transparency in Brazil’s market for Fundos
de Investimento em Direitos Creditérios
(FIDCs — Brazilian ABS) has presented ma-
jor challenges for investors, especially for-
eign investors, since the market developed

over 10 years ago.

This changed for the better in 2011 when
the Comissao de Valores Mobilarios (CVM
— equivalent of the SEC in Brazil) enacted
Instruction 489. Instruction 489 was pub-
lished in January 2011 and applies to tax-
able years beginning on or after August 1,
2011 (KPMG, Brazil Accounting — Interna-
tional Funds and Fund Management Sur-
vey). Instruction 489 significantly tightens
up the regulations that govern FIDCs by
clarifying the rules for recognizing gains
and losses, specifying classification of the
transferred credit operations as “acquired
with or without risk and benefits,” identi-
fying the administrator’s responsibility for
implementing the new measures and im-

proving reporting.
. New “Informe Mensal”

Article IV of Instruction 489 mandated
significant changes to the Informe Mensal
(Monthly Report) for FIDCs. The Instruc-
tion called for administrators and issuers to
supply much more information about FIDC
collateral and monthly operations. The
Monthly Report is very useful because any-
one can download it from the CVM website
by clicking on Fundos de Investimento at
www.cvim.gov.br and accessing the desired

FIDC. This article reviews the changes to
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the Monthly Report and shows investors
how to use it to understand FIDC perfor-

mance.

Credit operations or debts in Brazil are
called direitos creditorios or “credit rights”
when translated literally. A credit right is
technically one payment of a financial ob-

ligation that can be issued in many forms:
loans, credit notes, finance letters. We have
found “credit operations” a more apt de-
scription for the entire spectrum of debt
that can be sold into FIDCs. The FIDC’s
administrator is responsible for publishing
the Monthly Report and must organize the

data collection with the issuer.



Section | - Total Assets in the Portfolio

Adjustments to Total Assets
Total Credit Assets
» Credit Assets acquired with Risks and Benefits
- Credit Assets not Matured and Current
- Credit Assets not Matured and with Payments Past Due
Total Value of the Payments Past Due
- Credit Assets Past Due
- Credit Assets that Need to be Performed
- Credits matured and unpaid when transferred to the fund
- Credit of Companies in Bankruptcy Protection
- Credit based on receipts of public payments
- Credit whose constitution or judicial validity is an important consideration for the fund
- Other credits of diverse nature that do not fit is Article 2 of ICVM 356
» Credit Assets acquired without Risks and Benefits
- Credit (specify the issuer when it represents more that 10% of the Net Assets
* Liquid Assets
- Debentures
- Certificates of Real Estate
- Promissory Notes
- Finance Letters
- Shares (Cotas) of other Funds (ICVM 409)
- Others
* Public Bonds
» Bank Deposit Certificates
* Applications in Compromised Operations
*  Other Fixed Income Assets
» Shares in other FIDC

Exhibit I - Monthly Report Section I - FIDC Assets

Section Il - Portfolio by Segment

* Industrial
* Real Estate Market (not finance company)
+ Commercial
- Commercial
- Commercial - Retail
- Mercantil Leases
» Services
- Services - Private
- Services - Public
- Educational Services
- Entertainment
* Agro-business
* Financing Companies
- Personal Credit
- Payroll Loans
- Corporate Credit
- Middle Market
- Vehicles
- Commercial Real Estate Loans
- Residential Real Estate Loans
- Others
+ Credit Card
+ Factoring
- Personal Factoring
- Corporate Factoring
* Public Sector
- Precatérios (Payments owed by government for settlements)
- Tax Credits
- Royalties
- Others
* Judicial Actions
* Intellectual Property, Trademarks, and Patents

Exhibit II - Monthly Report Section II - Credit Portfolio by Market Segment

The first section of the new report pro-
vides 29 lines of summary level data about
FIDC'’s credit operations versus only 2 or 3
lines in the previous report. Whereas the old
instructions required only basic information
such as the value of the credit operations
and total net assets, Section I now requires
the FIDC to report the following:

» existing credit operations (not matured)
and paying on time

* existing credit operations that have at
least one late payment

» the value of the late payments

* defaulted credit operations

+ credit operations that have yet to be per-
formed (companies securitize their con-
tracts with firms, like Petrobras, where
the terms of the contract have not been
fulfilled)

» credit operations from companies going
through bankruptcy

» five other fields (see Exhibit I)

In addition, we first encounter the key new
feature of the Monthly Report in Section I:
the distinction between credit operations
“without acquisition of risks and benefits”
and credit operations “with the acquisition of
risks and benefits.” This important addition
aligns FIDC reporting with international re-
porting standards. The classification is criti-
cal for the Brazilian FIDC market because
it is common for Brazilian issuers to buy
back failing loans and substitute new current
loans. In CVM Instrugdo No. 489, the CVM
gives the following tests for distinguishing

between the 2 classifications.

Tests for acquisition with risk and benefits:

1. The unconditional assignment of credit
rights including the right to sell it at fair
value in its entirety, independently and
without imposing additional restric-
tions on the sale transaction;

2. The unconditional assignment of credit
rights along with resale option at fair

value at the time of resale.
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Tests for acquisition without risks and ben-
efits:

1. The assignment of credit rights togeth-
er with a commitment to resell the same
asset at a fixed price or the original pur-
chase price plus any added

“ Brazilian ad-
ministrators are
famously slow
in adopting mnew
conventions. We
hope that the
CVM will begin
stricter enforce-
ment of Instruc-
tion 489 in the
future to give
the new rules
some teeth.”

2. The assignment of credit rights with
derivative transactions or insurance in
which the transferor or a related party
guarantees a minimum return to any
class of shares or transfers the exposure
to market risk or credit risk back to the
transferor or a related party;

3. The assignment of receivables for
which the transferor or related party
guarantee in any way — including the
acquisition of subordinated shares or
compensating the FIDC for the mini-
mum credit losses likely to occur;

4. Other mechanisms outside the normal

BC Sul Verax Consignado I1
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market conditions, aimed at mitigat-
ing exposure to market risk or credit
background, such as repurchase, sub-
stitution or transfer of credit rights or
investment in subordinated shares by
the transferor or a related party, in a re-
curring or systematic form.

FIDCs commonly contain clauses in their
bylaws (regulamentos) or prospectus that
specify that any loan must be repurchased
at the original sale price plus accrued inter-
est. The ability to repurchase bad debt has
been at the center of various FIDC contro-

versies. Banco PanAmericano hid problem
loans by swapping them between the bank
and their FIDCs. The FIDC BCSul Verax
Crédito Consignado II (BCSul Verax II) is
another example. The issuer, Banco Cruze-
rio do Sul (BCSul), is being liquidated by
the Banco Central do Brasil (BCB). Ugbar,
the Brazilian company that provides FIDC
information to the market, alleges that the
bank stopped buying back loans from the
FIDC at the end of 2011/beginning of 2012.
Ugbar contends that the administrator for
the FIDC should have reclassified the loans
as “with acquisition of risks and benefits” at



the time that repurchases stopped. (See Or-
bis, “Cruzerio do Sul e as questdes abertas
para o Mercado do FIDC”)

We queried the CVM database and pulled
results for 290 FIDCs. Of those FIDCs,
117 reported that the credit operations were
transferred with acquisition of risk and ben-
efits, 140 reported that credit operations
were transferred without risk and benefits,
and 29 FIDCs did not report on either sec-
tion. Four FIDCs reported assets in both
sections (with and without the acquisition
of risks and benefits).

Section I also calls for the administrator to
list all of the loans that are more than 10%
of the portfolio. In addition, they need to
specify other types of securities held by the
FIDC: debentures, mortgage pass-through
securities (certificados de recebiveis imo-
biliarios), promissory notes, finance letters,
shares of other funds, government bonds,
certificates of bank deposit and holdings
of shares in other FIDCs. Finally, Section
I requires that the administrator report any
options, futures contracts, swaps or other
This section of the

Monthly Report will provide investors and

financial contracts.

analysts with insights into how the FIDC is
being managed.

Section II is completely new and speci-
fies the credit sectors for classifying the
collateral. These sectors are similar to the
BCB classifications: Commercial, Service,
Agro-Business,
Credit Card, Factoring, Public Sector, Ju-
dicial Actions, and Intellectual Property.
Each of these sub-sectors is further divided

to define the assets more clearly. The sec-

Financing Operations,

tor Financing Operations has the biggest
sub-sub sector breakout. The administra-
tor must classify Financial Operations as
Personal Credit, Payroll Loans, Corporate
Credit, Middle Market Credit, Vehicle
Loans, Commercial Real Estate Loans,
Residential Real Estate Loans, and others.
See Exhibit II below.

Section II will help ABS researchers and
modelers understand the characteristics of
a given FIDC. First, it allows the analyst
to match the collateral to categories in the
BCB database that provide data on late pay-
ments. This more precise classification per-
mits better estimates of expected defaults
on the collateral. In addition, the underlying
credit operation can be modeled more pre-
cisely since Brazilian credit has some un-
usual features. For instance, vehicle loans
amortize with level principal payments so
the payments change over the life of the
loan with changing interest. On the other
hand, real estate loans amortize as in the
United States, with constant payments com-
posed of decreasing interest and increasing
principal.

Section III covers the liabilities of the
FIDC, shares or cotas and any derivatives
that can be considered liabilities. One inter-
esting and somewhat confusing part of the
new report is the request for options, futures
and swaps positions in Section III as in Sec-
tion I. We surmise that the derivatives sub-
sector in Section III represents derivatives
and hedges against the liabilities, whereas
the sub-sector in Section I lists derivative

positions that hedge the assets.

Section IV is similar to the Section 2 of the
old report and lists the net assets for the
end of the reporting month and the aver-
age of the net assets reported over the last
3 months. This brings us to Section V and
Section VI, which are identical to each other
except that Section V is for assets that were
acquired with substantial risks and benefits
and Section VI is for assets acquired with-
out substantial risks and benefits.

These sections are the other key improve-
ments in the Monthly Report. While the val-
ue of loans past due broken down by length
of time past due was available in the FIDC’s
balance sheet, sub-sub-section B in Sections
V and VI gives the value of the payments
past due. We feel that this measure is incom-
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plete because the administrator should write
off the entire loan. As a result, a monthly-
pay one-year loan with 3 bad payments will
have the same weight as a monthly-pay
3-year loan with 3 bad payments.

The administrator is also responsible for
providing sub-section A with the term struc-
ture of the assets and sub-section C with the
percentage breakdown of the assets that are

prepaying.

Administrators must also report the trans-
actions involving the FIDC’s credit opera-
tions during the month in Section VII. This
entirely new section requires the following:
Data on any acquisitions or sales for revolv-
ing FIDCs;

Classification of the purchases as an acqui-
sition with or without the risks and benefits,
detailed information on the acquisition or
disposal of any credit operations with delin-
quent payments, and to whom the credit op-
erations were sold in the case of disposals;
With regard to the last item, the administra-
tor must identify any recipient of the credit
operations based on the following criteria:

*  The recipient is the issuer or someone
related to the issuer.

*  The recipient is the servicer or a party
related to the servicer.

e The recipient is a third party.

Note: BCSul is accused of selling past due
payments to 3rd parties and allowing the
loans to be reclassified as current. Banco
Morada (another bank failure) sold pay-
roll loans for securitization as Bank Credit
Notes to finance companies owned by the
executives of the bank.

In summarizing the rest of the Monthly
Report, Section 8 reports the value of the
25 largest debtors of the funds. Section 9
provides the yields on the assets and the
discount rates used to calculate the price
for transferring the assets into the FIDC.
Section X provides information about the
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shares or cotas sold to investors and the
subordinated shares (generally held by the

issuer).
l The Negatives

While the new Monthly Report has been
positive overall, there are some negative
developments. One negative is the confu-
sion between the Monthly Report and the
Balancete (Balance Sheet). Before the end
of 2010 the 2 reports usually tied out to the
penny. This was very useful because the
Balance Sheet contained the information
that allowed analysts to dig deeper into the

FIDC’s operations. Now, for some reason,

the new Monthly Report does not tie out
to the Balance Sheet report for all of the
FIDCs that we tested.

We have noticed that the divergence has
been getting worse over time. Now we find
it very difficult to tie out the Monthly Re-
port to the Balance Sheet. In fact the 2 re-
ports are very confusing. This is important
because the assets in the FIDC must be ad-
justed for Provisions for Dubious Debtors
(PDD) based on the government-specified
accounting standards (COSIF accounting,
the same accounting system that the banks
use). The CVM removed the PDD calcu-
lation from the Monthly Report, and now
many firms are neither reporting the PDD
nor the PDD Breakdown (see the legend
in Exhibit III for the breakdown) in the
FIDC’s Balance Sheet. This makes it diffi-
cult to understand some of the adjustments
that are being made to the assets to reflect

losses.

The importance of tracking the PDD Break-
down can be seen in Exhibit III, which
shows the breakdown for BCSul Verax II
during 2011. When BCSul surreptitiously
sold late payments to third parties, the
custodian then reclassified those loans as
current. Plus, auditors recently found over
R$40 million in loans that did not exist in
the FIDC. The savvy investor that studies
the PDD breakdown would have known
something was amiss in 2011.

Exhibit I1I shows the PDD breakdown with-
out the loans that are current or up to 15
days past due. We omitted the current loans
because the amount was so much larger that
the graph did not provide a clear picture
of the volatile performance of the FIDC’s

credit portfolio. Most investors only look




at the total PDD in Exhibit IV below. This
would have made them feel very comfort-
able because the PDD was stable. How-
ever, this stability came from the fraudulent
transactions used to deceive the custodian
that the 90% of the loans were paying on

time.

When we use the PDD breakdown to look
under the hood, we can see that distribu-
tions where very unstable. The distribution
of the breakdown in a well-run credit pro-
cess is very stable over time. The bad loans
migrate to the lower buckets in a stable and
statistically organized manner in a large
portfolio of small borrowers. It is clear in
Exhibit III that the same 5% of the portfo-
lio rolls through every 4 or 5 months and
is then cleaned up through the sale of the
delinquent payments to a 3rd party. The
PDD breakdowns for the FIDC PanAmeri-
cano Veiculos I exhibited similar behavior
in 2008 and 2009.

Note: This same analysis can be utilized for
analyzing the breakdown of late payments

in Sections V and VI of the new report.

The point of this analysis is that represen-
tatives of the CVM told us that FIDCs ad-
ministrators were required to publish this
very useful data in a meeting at the CVM
in May 2011. They knew that many FIDC
administrators (including the administrator
for this FIDC) had stopped publishing the
data because we sent them a list — a case in
point of how report design is useless with-
out enforcement to ensure compliance with

regulations.

With regard to the new reports, we rarely
have found a Monthly Report with all of the
data supplied. We saw this in the data for
Sections V and VI: 29 FIDCs did not report
detailed information in these sections (we
are checking, some could be future flow
deals). We frequently find entire sections of
data missing in the reports for some FIDCs.
Apparently, the CVM does not publish Sec-

tion VIII (names of the top debtors) on its
website because we cannot find it in any of
the Monthly Reports. In addition, we rarely
see a Monthly Report with a Section [X
completely filled in.

We can only hope that the CVM is giving
FIDC administrators the time to adapt to the
new instructions and that these omissions
are temporary. Brazilian administrators are
famously slow in adopting new conven-
tions. We hope that the CVM will begin
stricter enforcement of Instruction 489 in

the future to give the new rules some teeth.
. Summary

The CVM declared its determination to
improve transparency in the FIDC market
with the release of Instruction 489. The in-
struction provides new, clear definitions for
classifying credit operations as “with” or
“without” risks and benefits. The instruc-
tion also clarified guidelines for recogniz-
ing losses and income. Finally, it provided
a new, much improved Monthly Report for

communicating with investors.

Investors will understand FIDC risk better
because they will be able to combine BCB
reports with the FIDC’s Monthly Report to
better evaluate their FIDCs. They will be
able to diversify collateral underlying their
investments more effectively because ad-
ministrators and issuers now need to clas-
sify the underlying collateral with predeter-

mined definitions.

We hope that the CVM lives up to its dec-
laration by enforcing Instruction 489 and
charging administrators that do not comply.
The FIDC market has been littered with
problem FIDCs, and new instructions alone
will not be enough to set the market on a
path that gives investors the faith to supply
needed capital to the Brazilian economy
through the FIDC market.




No material is more symbolic of wealth, luxury and
romance than diamonds. For hundreds of years, this
hardest of stones has carved itself a place in the West-
ern imagination as the emblem par excellence of seduc-
tion and love, while assuming a similar symbolic weight
more recently in non-Western countries such as India
(where diamonds were first discovered) and China, cor-
responding to the expansion of the upper and upper-
middle classes there.

Swiss Asset Management Launches the
First-of-Its-Kind Diamond Investment Fund




n recent decades, global investors
have been lured to diamonds as a
strong investment commodity, as
well, attracted to its consistently
inherent and rising value, durability, sta-
bility, non-correlating independence and
low volatility as compared to that other
age-old shiny inflation hedge: gold.

Now the possibility of investing in dia-
monds has entered a new paradigm with
the formation of the Diamond Investment
Fund, which became the first such fund
recognized by the Commission de Sur-
veillance du Secteur Financier (CSSF),
the main regulatory body in Luxembourg.
The recognition of the DIF as a first-of-
its-kind fund essentially makes diamonds
a new and distinct alternative asset class
for investors and paves the way for the
DIF’s imminent launch this November.

The DIF was initiated and co-founded by
Michael Blank, Managing Director and
Founder of Miami-based Swiss Asset Ad-
visors AG, an expert of diamond trading
in his own right, and currently the most
prominent exponent on the advantages
of diamonds as an alternative asset class.
The fund plans to launch with approxi-
mately US$100 million AUM, Mr.Blank
tells ALI, and he is confident it will grow
to US$300-400 million within the next
2 years. Swiss Asset Advisors, which is
registered with Polyreg in Switzerland,
will act as investment adviser and manage
the fund in conjunction with a manage-
ment team in Antwerp (Belgium), con-
sisting of leading experts in the diamond
industry. Rothschild Bank in Luxembourg

will act as custodian and administrator.

The fund was constructed, Mr. Blank ex-
plains, as a portfolio management tool for
diversification, and “the main challenge
has been integrating a fully transparent,
regulated instrument with an historically
nontransparent industry.” It invests in 1-5

carat round brilliant diamonds, purchased

directly from polished manufacturers at
costs well below retail prices and housed
in the Geneva Free Zone. “We’re not in-
vesting in fancy shapes or colors,” he ex-
plains. “We’re standardizing diamonds
within a certain range so they can be sold
on a daily spot market or up the value
chain. We have a commodity that people

can recognize and understand.”

He adds that the DIF only purchases from
polished manufacturers who are licensed
and compliant, thus guaranteeing that so-
called “conflict diamonds” are avoided.
Each diamond is accompanied by a GIA
certificate, the industry standard for veri-
fying authenticity.

Having access to polished manufacturers
in an industry notorious for its high barri-
ers to entry gives DIF investors a distinct
advantage over investors who buy higher
up the value chain, he says. The fund of-
fers the advantage of strong liquidity,
allowing it to purchase its diamonds in
cash on the spot and giving its investors
comfortable redemption options in cash.
They can also redeem “in kind” and take
physical possession of the diamonds in
the portfolio.

“The investment advantage of our fund is
that diamonds don’t correlate,” Mr. Blank
explains, “meaning portfolio managers
are attracted to them. They really are an
independent asset class. When you pur-
chase gold coins, bullion, certificates, the
spot market price is the same, whereas
diamonds are all unique entities, unique

investment vehicles.”

In addition to being a non-correlating and
liquid asset class, Mr. Blank points to
the high returns diamonds have yielded.
In his writings on the subject, Mr. Blank
has spoken of diamonds as the “new gold,
the only comparable asset class that has
exceeded diamonds in recent years.” He
quotes Bloomberg and Rapaport, the lead-
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ing industry metrics expert, showing that
diamonds have consistently outperformed
the S&P 500 and other indices in the last
decade, appreciating 50% since 2008
and 100% since 2004, and posting 25%
returns during the world financial crisis,
all while maintaining significantly lower
volatility than gold.

Mr. Blank adds that the macroeconomic
situation undergirding the diamond mar-
ket currently favors investors and will do
so for the foreseeable future. Retail de-
mand for the stones continues to skyrock-
et worldwide, fueled mostly by China, In-
dia and other emerging markets, even as
no new diamond sources have been dis-
covered in the last decade. Experts do not
foresee any new discoveries in the coming
years, either, and as it takes years to bring
a new mine into production anyway, it is
safe to say that diamond supply will not

be rising anytime soon.

Mr. Blank expects LatAm investors to be
interested in the DIF because of their par-
ticular expertise and concerns as inves-
tors. “What is important about LatAm is
that it understands commodities,” he says,
“and the region hasn’t suffered the same
recessionary environment of their north-
ern neighbors. There’s excess liquidity
looking for transparency and diamonds
have an historical record of appreciation.”
But the fund promises to have global ap-
peal, he says, as managers seek the trans-
parency, liquidity, returns and diversifica-
tion that the DIF was created to provide.

“There’s a lot of interest; investors can’t
wait for the fund to be launched. We
didn’t structure the fund for the retail pub-
lic or the jewelry buyer, we structured it
for professional investors that are looking
for diversification in their portfolios. It’s
a new alternative asset class and inves-
tors are very excited about the Diamond
Investment Fund.”
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Lack of Transparency

B Felix Villalba

mm Colombia
Root Causes

he slight cultural differences of
the Colombian market versus
the US create some interesting
conflicts. A foreign investor
will have to deal with these differences if
trying to do small-company private equity
investments. These differences will affect
transparency. Also, issue resolution at the
executive management and shareowner
levels will be a challenge. These effects are
most noted the smaller the company. The
issue is exacerbated because the company
may not have access to strong international

legal advice.

Good legal advice in Colombia (especially
outside of Bogota) is hard to find. I define
good legal advice as that which comes
from a partner-level lawyer that is business
savvy. Usually legal advice comes more
in the form of “legal” with minimal busi-
ness sense. Hence on the issuance of con-
tracts, for example, the lawyer will advise
you to have a good contract; however what
the lawyer means is that if that contract
is involved in a lawsuit, it will pass mus-
ter against laws. Little thought is given to
whether in practice the contract will help
guide both parties. In fact the more wording

a contract has outlining possible issue reso-
lution, the more anti-Colombian it will be.
Mainly because parties tend to think about
contracts as lawsuit material rather than a
document that will help guide the business
relationship.

The other pressing transparency item is
that of the ownership. There is an oversized
sense of ownership by entrepreneurs run-
ning a Colombian company. Traditionally in
Colombia, companies are family financed,
even larger ones. Therefore, in some cases
being an “employee” is almost an insult for
a company owner. (There is some classism
in Colombian culture). This sense of owner-
ship may become apparent in some strategic
decisions that you may face. The challenge
then is to turn this sense of ownership into
a good thing. Sometimes this can be ac-
complished with a well-thought out capital
structure. However, this may prove hard to
accomplish. Given Colombia only now is
beginning to have a nascent institutional
private equity market, it is understandable
that the entrepreneurs, lawyers and inves-
tors are not familiar with complex capital
structures. In other words, preferred shares

are a rarity and government officials will
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Kenneth Fisher on Prevailing
Trends 1n the Wealth

Management Industry

n the world of global wealth man-

agement, few managers command as

much attention and respect as Ken-

neth Fisher. Listed on Forbes’ 400
wealthiest Americans, the firm he founded
in 1979, Fisher Investments, is widely re-
garded as the largest founder-run registered
investment advisor (RIA) in the world, with
more than US$44 billion in AUM. In spite
of his and his firm’s immense success, he
describes it as a “conventional” asset man-
ager, sticking to fundamentals over the long
term, owning principal securities instead of
building or buying profitable products, and

avoiding much of the herd mentality that
plagues the investment world all too often.

The author of 8 books on investing, includ-
ing 4 New York Times bestsellers, as well
as a popular column in Forbes Magazine for
the past 28 years (making him the maga-
zine’s 4th-longest-running columnist), Mr.
Fisher has established himself as one of the
industry’s most respected, trenchant and
contrarian voices. In his conversation with
ALLI, he spoke in general terms about some
keys to managing high-net-worth clients,

and gave his views on the major trends in

wealth management worldwide, includ-
ing the role of fixed income in portfolio
management, the increasing preference for
boutique wealth managers over large firms,
the much-touted rise of transparency in the
industry and LatAm’s promise in the years
ahead.

l Knowing the Client

Of the 38,000-plus customer accounts that
Fisher Investments manages, about two-
thirds are high-net-worth clients and the
others are conventional institutional clients.



Mr. Fisher sees a distinct difference between
the 2 when it comes to what they are look-
ing for out of a manager. Institutional inves-
tors, he says, tend to hire a given manager to
perform a very specific task within a larger
institutional strategy, while high-net-worth
families and individuals often hire a man-
ager to develop and execute a strategy as a
whole. He used an analogy from baseball to
explain the distinction: Institutional clients,
he says, tend to hire a firm like Mr. Fisher’s
to play a single position in the field, while
“high-net-worth clients think they are hiring
you to play the game for them; they don’t
think so much about subset micro-positions
like small-cap growth, emerging markets ...

they expect you to do it all.”

At the same time, many of these high-net-
worth clients are under the impression that
investing in fixed income is easier than oth-
er, riskier investments — and that they can

therefore handle such investments on their

own. “High-net-worth investors in particu-
lar don’t tend to hire managers to do fixed
income,” he says. “They think they can buy
bonds themselves. The irony there is that,
theoretically and in actual fact, it’s harder
to beat bond markets than equities markets

because they are inherently more efficient.”
l Flight to Fixed Income

Despite that misconception regarding the
difficulties of fixed income investing, that
asset class is increasingly the destination of
high-net-worth wealth, Mr. Fisher observes,
even though decreasing interest rates cou-
pled with inflation rates are resulting, in
some cases, in negative yields. This flight to
fixed income, he says, “is the biggest single
trend right now in the wealth management
industry. The world as a client base has be-
come increasingly frightened and they’re
more concerned about the return of their

money than the return on their money.”

Kenneth Fisher is the Founder, Chairman and CEO of Fisher Investments
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The flight has meant a loss of business for
wealth managers across the board, even as
smaller, independent firms, as many experts
have noted, are increasingly the preferred

choice for high-net-worth investors.

“The industry has moved more toward inde-
pendent brokers and RIAs as opposed to big
mega-firms,” Mr. Fisher says, “and some of
the big mega-firms have had more trouble
than others. According to most sources, the
small independent RIA space has gone fast-
er than the independent broker space. The
irony, of course, is that at the same time the
number of RIAs has shrunk; the money has
moved toward them but there is less total
revenue because money has shifted from
greater exposure to fixed income.”

The same general sense of fright that Mr.
Fisher says is leading investors to fixed
income even at the expense of positive re-
turns is being projected on sophisticated
investment vehicles, which many inves-
tors believe — wrongly, Mr. Fisher points
out — were responsible for the recent global
financial crisis. “High-net-worth investors
hate sophisticated vehicles: they are hard to
understand, they clearly aren’t very trans-
parent, and they remind these investors of
the downturn. In their mind it was precisely
these sophisticated vehicles that caused the
downturn, even though it’s demonstrably

false that that was the case.”

He notes that if investors were open to such
vehicles and wanted one that “promised
them the moon, there would be a huge rush

toward variable annuities.”
l Apparent Transparency

Asked for his thoughts about the industries
trend du jour — transparency — and the
way it has increased since 2008, Mr. Fisher
pulls out the stops.

“I think that’s categorically false. The in-
dustry is increasingly prone to pretend it’s
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transparent, but I don’t think it’s any more

transparent than before.”

He says the industry for the most part has
always had a lot of hidden fees, and that has
been more true in recent decades outside

American than inside, but true in both.

“One of the reasons [certain government
and industry players] do the nonsense they
do,” he adds, “is that they don’t want the
fiduciary standards applied to the broker
world because they would have to be more
transparent and the client would understand
the dilemma that is otherwise self-serving.
“This industry has never been very transpar-
ent and it’s not becoming more transparent;
it’s peddling a phony illusion of transparen-
cy. My view of the integrity of the industry
is not very high.”

l Speak Softly

Mr. Fisher also spoke briefly about mar-
keting strategies, a hot topic now as the
industry awaits the US Securities and Ex-
change Commission’s interpretation of the
recently passed JOBS Act, one proposition
of which will free up hedge funds to adver-
tise in mass media. ALI has covered this
issue in recent months, including a webinar
with industry experts, and it is clear that in
spite of the uncertainty regarding the SEC’s
final word, the industry is poised for a wa-
tershed moment. Marketing will soon be a
vital aspect of each firm’s success in win-
ning clients, and when it comes to attract-
ing high-net-worth clients, firms that adver-
tise themselves will have to toe a fine line,
conveying their unique strengths without
violating potential clients’ discerning tastes
and sense of trust.

Mr. Fisher’s is, again, a voice to be heeded
here as his firm, he says, is the biggest di-
rect marketer among asset managers in the
country, in compliance with the Investment
Advisor Act of 1940. Asked to give some

marketing advice to funds in advance of

the JOBS Act announcement, specifically
regarding how much or how little they
should reveal about their performance, he
employed another apt and colorful analogy,
applicable well beyond the portfolio: “Re-
gardless of the advertising format, the more
you try to promote returns, the worse your
ad works. The client or investor doesn’t
always understand that; their attitude is: If
you’re so great, why aren’t you advertising
your returns? The analogy I like to use is
that if a member of either sex walks into a

This industry has
never been very
transparent and

it’s not becoming

more transparent;
it’s peddling a
phony illusion of
transparency. My
view of the integrity
of the industry is not
very high.

bar and starts talking about how great they
are at sex, regardless of the outcome, it

won’t be the one they wanted.”
l LatAm Horizons

Finally, Mr. Fisher spoke about the LatAm
region and its growing importance in the
global wealth management industry. He
agrees with the widely held belief that the
region’s prospects are bright, saying that,
“in the long term, when you look out past
my career span, I'm terribly optimistic.”
However he has some unique insights as

to the reasons for his optimism as well as
the specific markets within the region that
promise to perform best.

Looking beyond mere growth numbers
from the last year or two, he says he is most
optimistic about Brazil and Chile, and less
so about Mexico, whose success is tied too
closely to the price of oil, about which he
is bearish. He also sees relative deficiencies
in Mexico in certain areas where Brazil and
Chile are the regional leaders, including re-
spect for property rights and the stimulation
and support of entrepreneurism.

He believes Chile is particularly strong in
those respects, making it a sort of south-
ern hemisphere counterpart to Mr. Fisher’s

home state.

“I like to think of Chile as a bit like Califor-
nia flipped around and turned upside-down:
Santiago is like Los Angeles, and going
south in Chile is like going north in Califor-
nia. Chile also has the property rights and a
respect for entrepreneurism that California
has. Mexico doesn’t have that yet.”

In Brazil he sees a country with a similar re-
spect for entrepreneurism and property, and he
believes it is finally getting over the hump of
being perpetually the “country of the future”
only to slide back again. The structure and spir-
it of the country have reached a level of depth
where growth and maturation will be able to
continue over the long term, he says. And in
this case, the analogy he finds is with the US:

“America has certain features basic to its
core such that even when we screw things
up we manage to come out ahead. There’s
this endless supply of daring entrepreneurs,
classic American characters who create en-
tire industries and jobs that no planner could
have envisioned. I think that concept is in-
stilled in places like Brazil, too. So even if
it finds ways to screw things up, usually for
some social goal, I see a great long-term fu-
ture there.”
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We will present a series

of articles on develop-

ments in tax and estate

planning in Argentina,

in order to understand

the current regulatory

framework and pos- a X
sible changes to come

to Argentina in a not so

distant future.

. Javier Canosa

In this first piece, in terms of taxes and reporting regimes, we

have news on inheritance tax and the trusts reporting regime. S ' a ' e

l Inheritance Tax

We start with inheritance tax. This is a tax that generates di- l
vergent opinions. On one hand, its defenders affirm this is a annln g ln
progressive tax, and quite liberal, as it tends to put people “on

a level playing field.” Defenders further argue that most devel-

oped countries have some form of tax on capital received with hd °®

no consideration (such as Germany, Belgium, the United States, r e ntln a
Finland, France, Ireland, Norway, the United Kingdom and L d
Switzerland, among others). Critics, however, say it is regres-

sive, that it does not encourage wealth creation nor investment,

and also in the specific case of Argentina there would be double

taxation as the owner of property must also pay annually a tax

on personal assets (personal asset tax) which does not exist in



30 Regulation

the countries where there is inheritance tax.

In both cases, wealth is being taxed.

The inheritance tax had been eliminated in
Argentina in 1976 and reinstated in 2009
in the Province of Buenos Aires, one of the
largest and most relevant states of Argenti-
na. Its application brought much criticism to

Argentina due to the above arguments and

because there was not a period of adaptation
and explanation of the objectives sought by
the tax. The law was passed without much

debate about its convenience and legality.

The tax’s extraterritorial effects are note-
worthy. A resident of the Province of Bue-

nos Aires is subject to inheritance tax on

their worldwide assets, and a resident of

another Argentine province — that is, a
nonresident of the Province of Buenos Ai-
res — is subject to inheritance tax on their
property in the Province of Buenos Aires.
We believe this will dictate in the medium-
term that other jurisdictions — notably the
city of Buenos Aires, a federal state that is
different from the Province of Buenos Aires

— progressively incorporate an inheritance
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tax to make up for the loss of fiscal resourc-

es in comparison with other provinces.

As for the rates in the Province of Buenos
Aires, the law provides for a fixed rate plus
a percentage of 4%-22% of the assets trans-
ferred. The tax allowance is AR$125,000
(between US$19,800 and US$26,000 de-
pending on the exchange rate used). On the
personal assets tax, which is paid annually
and moreover is a federal tax, the rate will
include between 0.5% and 1.25% per an-
num depending on the taxpayer and the val-
ue of goods, so that in a relatively short time

the inheritance tax would be “amortized.”

Finally, in terms of opportunities, it is worth
noting that the law of the inheritance tax
states that “the transfer of property of a
company upon death, whatever may be its
form of organization, including one-person
operations, whose total revenues obtained
in the previous fiscal period do not exceed
the amount specified in the Tax Law, when
produced in favor of the spouse, parents and/
or children, including adopted children, or
spouses of the mentioned, and they maintain
the effective exploitation of the same during
the five (5) years following the death of the
deceased, except if the purchaser dies within
this period. Otherwise, these persons must
pay the liquidated tax for years still pending
to benefit from the exemption.” That is, if the
deceased is the holder (even personal holder)
of a commercial exploitation and said exploi-
tation bills no more than the minimum stated
by law (AR$5 million, or US$1 million or
US$793,000 depending on the change), and
successors maintain the exploitation for 5
years, then the transfer of these assets shall

not be taxed by the inheritance tax.
l Trusts Information Regime

Continuing with the “news,” we have a new
reporting regime from the Argentine Tax
Authorities by which the current system of
providing information on trusts is updated

and expanded. This system was previously

only applicable in respect of trusts created

in Argentina.

Besides trusts, financial and nonfinancial,
constituted in Argentina, governed by Law
24,441, the following are added: fiduciary
figures, trusts or contracts of equivalent le-
gal nature, constituted abroad, where one of
the participants (trustee, settlors or benefi-

ciaries) are residents of Argentina.

The Argentine authorities established 2 in-

formation regimes:

(I) an annual regime (as of December 31
of each year), and,

(Ti) another regime defined as
“registration of operations,” in which
the following should be reported in
the mandatory period of 10 working
days from the date of completion of
the transaction
a. 1nitial establishment of trusts,

b. income and expenses of trustees
and/or beneficiaries, which occur
after the establishment of the trust,

c. free or paid transfers or
assignments of shares or rights in
trustsd. supplies of goods made to
trusts, after its constitution,

e. amendments to the initial
contract, assignment of
benefits, and

f. extinction of trust agreements.

Those obligated to provide information are
(i) the trustees on financial and non-finan-
cial trusts set up in Argentina, or (ii) Ar-
gentine residents acting as trustees (trust-
ees/fiduciaries or similar), trustor (trustors/
settlors or similar) and/or beneficiary
(beneficiaries) of trusts formed constituted
abroad (fiduciary figures, trusts or equiva-
lent legal status established abroad in ac-
cordance with the current legislation in
the country concerned are included). This
means that the regime is applicable only to
the Argentine trustees and any Argentine
resident having some type of intervention

in a trust abroad.
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In the next edition of Alternative Latin In-
vestor we will discuss developments re-
garding treaties to avoid double taxation
and agreements for the exchange of tax in-

formation.

AUTHOR BIO

Javier is a partner in the BA firm Cano-
sa Abogados. Javier's practice devel-

ops in corporate law issues, advising

several national and foreign companies
in various corporate matters, including
investment vehicles, corporate man-
agement, directors’ duties and respon-
sibilities, audits, risks’ detection and
distribution, documents, policies and
corporate contracts, and design and
implementation of a suitable corporate
form for each business.
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he world has gotten wealthier,

but not the whole world. The

engine of growth for private

wealth is by far the emerging
markets such as LatAm and, particularly,
East Asia ex-Japan, which is outpacing the
rest of the world by a long shot. The most
recent edition of The Boston Consulting
Group’s world wealth report shows that,
while North American wealth dropped by
0.9% in 2011, LatAm’s grew by 10.6%. In-
deed, the report’s title this year, “The Battle
to Regain Strength,” applies more to slug-
gish developed markets than to LatAm,
where the battle is to manage it.

As Jorge Becerra, Senior Partner and Man-
aging Director at BCM and head of the
firm’s Latin American Financial Services
practice, says, “We’re facing a world at 2
speeds: wealth on a global scale is growing
at 2%, but if you break it down, it’s about
negative 1% in the developed markets,
while the emerging markets are providing
growth above 10%. We expect that same
trend in the next 2 to 3 years. We expect
LatAm’s growth to be higher than the de-

LIET)

veloped markets’.

But, he stresses, the LatAm story doesn’t
end with the usual suspects. “In the past,

we thought about LatAm as just Brazil,
with US$2.2 trillion GDP, and Mexico with
USS$1 trillion. The rest was not relevant, just
fragmented and not very credible markets.
But now the Andean/Pacific Alliance of
Colombia, Peru and Chile are growing and
changing the whole outlook of the region,
and many are observing this with a lot of
interest.”

Corresponding to the rise and spread of
wealth has been the region’s maturing
wealth management industry. No longer
does regional wealth management consist
of U.S. mega-firms entering the region to

Jorge Becerra, Maria Pia Leon and George
Wachsmann on Managing the Region’s
Emerging Wealth



serve Brazil, Mexico and possibly Chile.
“Now they need to design strategies for Co-
lombia and Peru and develop more of a lo-
cal understanding and presence to compete
with local and regional champions,” Mr.

Becerra says.

A few years ago most
of our institutional
and family office cli-
ents in Latin America
only liked to discuss
real estate and private
equity transactions.
Now the conversa-
tions include hedge
funds, separately
managed accounts and
credit-related opportu-
nities, and I think that
this 1s simply a reflec-
tion that they see and
better understand the
benefits of alternative
assets in their overall
portfolio.

To serve the extremely wealthy, of which
LatAm has a higher concentration per capita
than any region in the world, Mr. Becerra

sees a growth in independent multi-family

offices, a movement that began in Chile but
has spread to Brazil and Colombia. And in
the wake of 2008-2009, the independence

of these firms is what is most attractive.

“It’s not about the asset provided, but about
the client. They’re telling the client that
they’ll be truly independent; they’ll get a
flat fee and give back to the client any rebate
they receive from mutual funds or other
products; they’re truly on the buy side rep-
resenting the client and not on the sell side
pushing the proprietary holdings of a bank.”

In addition to the emerging and developing
wealth in the region and the new approach
to managing that wealth, Mr. Becerra sees 2
other fundamental trends: “the push in these
countries toward newly created wealth out

of entrepreneurship activities,” and the de-
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sire for transparency from wealth manag-
ers. And yet, in spite of these changes, asset
class preferences remain somewhat conser-
vative and in line with the region’s history.
The BCG report notes that cash and depos-
its as well as managed fund bonds remain
the region’s most popular asset classes.
“The growth profile is still primarily cash,
so it’s still a bit more old-fashioned in that
way. The growth of alternative investments
is good but from a small base. Most profit-
able banks, however, have higher penetra-
tion with alternatives as well as advisory
services, and that’s been profitable for them

and their clients.”

More than 25% of the region’s wealth is
kept offshore, he adds, citing the report —
more than 25% of total AUM. “Offshore

vehicles are used in many LatAm countries,
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more than in any other region in the world,
mostly because of the lack of trust in the
region’s institutions and lack of rule of law
in some, and the corruption of some local
institutions in challenged countries. The
growth of offshore assets will be lower than
the one of total wealth in the coming years,
but it’s not something you can ignore. There
continues to be the expectation of offshore
services, and global players will continue to
provide that platform because it’s most prof-
itable for them.”

Overall, Mr. Becerra says the LatAm out-
look is very positive, with the sustained
growth of the region and the trends he
mentions. “There’s a good tension between
global players and consolidating local play-
ers fighting for this emerging wealth; it’s
positive in terms of growth and margins
but also keeps pressure on the cost side.
And there’s attrition and movement of ex-
ecutives from one bank to another, and that
has a refreshing effect on the cycle.” He
adds that local family offices are best-posi-
tioned to compete for the region’s emerg-
ing wealth. “It’s a good space for everyone
with a segmented view of the market on the
customer side,” he says, “and the emerging
wealthy with between US$1 million and
USS$5 million is where the competition and
growth is happening and where small local
players can have something to say.”

. Brazil: Coming out of the
Shade

George Wachsmann has been at the fore-
front of maturation of the wealth manage-
ment in Brazil both as a manager himself
and as an advocate for the industry. An
economist by training, he had worked for
Unibanco and Itau before starting his own
wealth management shop in 2004. That firm
quickly became the largest fund of funds
manager in the country, but, as he describes
it, something essential was missing from his

relationships with clients:

“We had 400 managed accounts, including
Unibanco and Citibank, as they were not al-
lowed to have a fund of funds on their own.
But I was away from the client, at the end of
line that started with the private banker, the
assistant, the director; I only actually met a

i CIO, BAWM Investments

“What's happened
in Brazil in the past
10 years is that the
economy has stabi-
lized, and the new
money 1s not go-
ing offshore any-
more but staying
in Brazil, where the
rates are better, the
economy is safe and
strong, our currency
1s strong, our gov-
ernment is strong.
For the first time we
are on the right side
of the equation.”

George Wachsmann, Founder &

few clients in person. And how could I re-
ally be doing something customized to the
client’s profile if I did not even know the
clients themselves?”

To come closer to the client, he founded
BAWM Investments in 2005, a multi-fami-
ly office that initially handled concierge ser-
vices, wealth preservation, legal aspects of
succession, etc. but currently focuses more
on wealth management.

Mr. Wachsmann also serves as the Chair of
the Wealth Management Committee at AN-
BIMA, the Brazilian Financial and Capital
Markets Association, where he is trying to
solidify and raise status of wealth manag-
ers in the eyes of the regulators. Currently,
he explains, independent wealth managers
are considered equivalent entities to mega-
firms operating in the same space, and they
must acquire multiple licenses in order to

open a family office.

“We’re trying to bring this to the attention
of the CVM [Brazil’s equivalent of the SEC
and FINRA combined] so they can recog-
nize wealth managers as something distinct,
as long as they meet certain criteria. That’s
our goal with the authorities: trying to raise
the bar and bring this activity above the wa-

2

ter.

Mr. Wachsmann sees a greater need for
competent wealth managers because high-
net-worth individuals and families are sud-
denly finding themselves in a radically dif-
ferent environment where a more robust

investment strategy is needed.

“Before,” he explains, “no one had to go
through the process of setting up an invest-
ment policy. Why? Because if you left your
money in CDs in a bank, you’d get 12% or
13% a year, or 6% or 7% in real terms, and
why bother taking risk or investing with
longer maturities if you can have those re-
turns? Now, with the dramatic change of
real interest rates dropping 400 basis points,
individual and institutional clients are all
faced with hard job of having to do asset lia-
bility management for real for the first time.
“The individual client now realizes that
someone took the tree and the shadow is
gone, so he has to find where to sit, and that



probably means an increase in risk-taking
and thinking about those limits.”

The abundance of investment options in-
side Brazil means that investors there are
less apt to maintain cash deposits and/or
offshore accounts than in other countries,
he says.

“For 2 generations, everyone in Brazil
had an issue with inflation, hyperinflation
at times, and a lack of trust in institutions:
people used to send money offshore as a
safety net in order to protect their purchas-
ing power. What’s happened in the past 10
years is that the economy has stabilized
and the new money is not going offshore
anymore but staying in Brazil, where the
rates are better, the economy is safe and
strong, our currency is strong, our govern-
ment is strong. For the first time we are on
the right side of the equation.”

. Establishing Trust

In spite of the improving and proliferating
investment and wealth protection options
in the region, many families still prefer to
keep their assets offshore. Florida-based
GenSpring Offices is one example of an
offshore manager that is attracting LatAm
families seeking privacy and security,
among other qualities. As Maria Pia Leon,
the firm’s Senior Vice President, explains,
these families are also looking for family
offices that can appreciate their wealth be-

yond merely financial terms.

“After the recent financial crisis,” she
says, “families are looking for more trans-
parency in their investments and they are
looking for other benefits not always fi-
nancial. Families want to ensure that they
are holding the most compelling invest-
ments available in the market. They are
tired of paying advisors for investments
or services they don’t understand, and
they want their wealth to have a positive

impact on their family. In most cases,

their wealth has become too complex and
they need someone to take care of family
matters when they are not able to do so. In
a nutshell: they want somebody they can

trust.”

GenSpring manages about US$22 billion,
of which about US$20 billion is from US
clients and US$2 billion from non-US cli-
ents, including LatAm families whose liq-
uid assets are US$25 million and above.

“Our main concern
is the sustainability
of wealth along gen-
erations. If you want
to sustain wealth,
then the definition of
successful investing
centers on the core
concept of protecting
capital to keep it com-
pounding through
thick and thin.”

Maria Pia Leon, Senior Vice President,

GenSpring Family Olffices

Ms. Pia Leon says the firm is receiving

more interest from LatAm clients.

“This is a good time for us to find new
clients, especially in Latin America, with
new fortunes emerging, the wealthy get-
ting wealthier, the financial crisis still in
their memories, and a better understand-
ing of the concept of a multi-family office
throughout the region.”
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At the core of the firm’s approach is a
more expansive understanding of what
family wealth means, she says. “My defi-
nition of wealth is not based on how many
financial assets a family has. It’s a more
holistic approach: you have to include the
family human capital, their values, their
potential as human beings, their dreams.”

She says the firm’s main concern is the
preservation of wealth from generation
to generation. “If you want to sustain
wealth, then the definition of successful
investing centers on the core concept of
protecting capital to keep it compounding
through thick and thin. We focus exten-
sively on how the core risks of inflations,
fees, taxes, opportunity cost and inherent
risk in the underlying investments might
work against the family objectives and
lead to unexpected surprises. As a result
our primary responsibility is to build and
maintain a customized investment port-
folio designed to deliver the appropriate
risk-adjusted returns for the client.”

She says many LatAm families value off-
shore family offices because of the pri-
vacy and confidentiality they can ensure.
And she echoes other experts in empha-
sizing the importance a family office’s
being totally independent, as GenSpring

is.

“When a family decides to hire a fam-
ily office, they should ask the candidates
several questions: Fist, does anyone other
than your client — like investment man-
ager or financial product manufacturers
— pay you a fee or other form of non-fee
incentives? Second, are people in the firm
compensated — either directly or indirect-
ly through bonuses — based on how much
of a particular product they sell in a given
year? And third, are any of the investment
products you offer to your clients propri-
etary? If the advisors answer yes to any of
these questions, they may not be working
on the family’s best interest.”
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ART FUNDS

In 2011,
total global art

sales reached $64.9
billion. High-net-worth

individuals looking

for alternatives to

the stock market are

increasingly turning to
fine art and other hard

assets, including wine,

silver and gold (also
known as SWAG),
which have all seen
considerable apprecia-
tion over the past 10
years.

. Provided by Artvest Partners LLC

n the whole, art is not correlated to other financial
markets, such as the S&P, bonds and REITs, except
during times of dislocation. Art, in times of inflation
and/or rising interest rates, acts as an effective hedge

and performs well.

What is an art fund, how are assets selected, who decides when they
are sold, how is the fund regulated, what is the tax implication?

An art fund is a structured investment vehicle with offering documents
that is open to third-party investors for the purpose of financial gain.
Properly created, an art fund will share similarities in structure to finan-
cial asset funds yet take into account the crucial difference that art is the
underlying asset. The main benefits of investing in an art fund are that

the structure allows for overall portfolio diversification with a relative-
ly small capital commitment and does not require the investor to have
art collecting expertise. Additionally, investing in an art fund mitigates
the cost of security, transaction fees, insurance, storage, research and
tax related to traditional art purchases made by an individual.

What should investors be wary of when looking for an art fund?

Investors should look to a fund’s track record and verify that they
practice a certain degree of transparency. It is wise to be wary of
undisclosed and unapparent conflicts of interest. For example, if a
private dealer is on an art fund’s investment committee, how can
fund investors be assured that he is not reserving prime property for
personal gain, or diverting less-quality property in which he has an
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_ undisclosed stake? There have been quite a few fund failures and

instances of fraud and mismanagement, so investors need to engage
in thorough due diligence prior to any capital commitments.

Is there any regulatory body or resource for art funds?

There is no regulatory body for art funds but the Art Investment Coun-
cil, a nonprofit organization, is an excellent resource. In response to the
significant growth of global interest in art as an investment, the AIC
was founded to promote a greater understanding of art as an asset class

...interest in art funds continues to
grow and the future will see more ve-
hicles coming to market, especially
as global economic uncertainty and
low returns on other investments
lead investors away from traditional

financial vehicles.

by encouraging transparency, best practices, education and consistency
of terminology and reporting. The AIC provides a forum for open dis-
cussion about current issues in art investment as well as a platform for
publishing, seminars and events related to this mission. You can find
out more about the AIC at www.artinvestmentcouncil.com.

What is the connection between auction houses and funds? Is
there any conflict of interest?

To date, none of the major international auction houses have successfully
entered the art fund space, as it is particularly complicated and rife with
conflicts of interest. Should an auction house proceed with developing its
own fund, Chinese walls between auction house specialists and the fund
must be put into place to prevent saddling the fund with lesser-quality
property and reserving premium property for auction sales.

Are there any industry standards for art funds? Redemption
periods, minimum investment, etc.?

There are no industry standards for art funds, but funds are typically
closed-end, opportunistic, and employ an active asset management
strategy. “Buy and hold” funds, where the art is put away for long
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periods, have become less common. Art funds are, however, gener-
ally viewed as long-term investments, with investors committing
capital for 5 years and anticipating distribution of returns to begin
after the 3rd year, with the possibility for extensions at the fund

manager’s discretion.

What are the top S things to look for when performing due dili-
gence on a fund?

When considering an art fund investment, many critical questions
must be answered such as:

How is the fund structured?

Are there adequate risk controls?
How often is the fund valued and
what is the methodology?

What is the liquidation strategy?
How and where is the fund sourc-
ing its property, is it through knowl-
edgeable industry insiders?

Who are the principals and advi-
sors, how are they compensated

and what are their potential con-

flicts of interest?

This is not by any means a com-
prehensive list. The questions are
many and engaging a true expert
e before committing any capital to
R an art fund is crucial.

Do you see art funds as a growth
industry? Are we going to be see-
¥ ' ing more of these?

At present, the scale of the art

. fund industry is commonly be-

lieved to be significantly larger

than it is, and limited viable

: art fund options actually exist.

3 There are not many operational

. art funds investing meaningful

capital. Traction has been slow

& . because of apprehension about

| investing in a little-understood

- - e 5 market, concerns about the

' = unpredictability of tastes and

trends, and a scarcity of art fund

structuring expertise. Despite

these issues, interest in art funds

continues to grow, and the future will see more vehicles coming

to market, especially as global economic uncertainty and low re-

turns on other investments lead investors away from traditional

financial vehicles. Several fund companies in the US and UK are

in the process of raising capital for their 2nd or 3rd generation

funds and finding it much easier to do so now that they have
established track records.

When looking at the management structure of an art fund,
where is a good medium of expertise between financial/invest-
ment knowledge and art knowledge?



Art 39

When Artvest advises clients on art fund investments, _

we stress the importance of dealing with professionals

who have substantial experience with both financial NOT ALL SECTORS HAVE GROWN AT THE SAME RATE

and art assets and who adhere to strict risk controls,

calculated portfolio diversification, active manage- AMELARIVESY Alctionf1co Hdaxse

1400
ment, open architecture and strict governance guide-
lines. 1200 “ Contemporary Art o
1000 “ American Arl (Pre-1950) A
g Impressionist & Modern Art
Are there funds to match different risk appetites? g 800 “0ld Master Paintings
That is to say, the ‘classics’ always demand, high -E 50
prices, etc. versus investing in new/undiscovered -
s 400
artists.
200
Each art sector is unique and performs differently. Old [ F—— ' ' : '
Master Paintings, for example, is the most stable sec- § Z % 33 g 83 3 S o S E g g ‘g E E E z g E E z g
5555555555885 5583

tor of the market but has been sluggish recently, while

Post-War & Contemporary art, especially works by

>

RTVES T mmueowe

emerging artists, has the highest price volatility. As-
set allocation and sector focus are important consider-
ations when assessing risk and reward of a particular _
art fund. Certain funds focus on individual sectors,

such as specific emerging markets like Latin America _F 'ART PORTFOLIO VOLATILITY CAN BE MITIGATED THROUGH DIVERSIFICATION

or categories such as photography, while other funds A et ARl CEr Ao T e et

e ComPOSite Of a from different genres’ geogra- --m--mwmm
Pop Art (Contemporary| Post-War American 19th Century
Pop At 1.00

phies, time periods and price points to further diver-

Slfy and mitigate risk. Russian 0.76 1.00
Comemporary 082 081 1.00
Posr-War 080 078 086 1.00
American 067 043 053 049 100
Impressionist 061 082 080 088 047 100
Modein 075 072 o074 081 034 078 100
Latin American 026 029 036 042 021 026 057 100
Old Masters 062 0862 067 078 042 081 o078 02 100
19th Cenury o7 077 085 081 059 086 08 031 o7 100

*Based on Art Market Research’s data from past 25 years (31 December 1986 — 31 December 2011)

TR e

A R T v E S T INVESTMENT ADVICE
FOR THE ART MARKET

AUTHOR BIO

Artvest is an independent advisory firm that provides investment advice for the art market. With 3 decades of experience in art
and finance, Artvest offers impartial guidance and custom strategies for acquiring and selling, protecting art wealth and passing

it on to future generations. Artvest fills a need in the market by introducing a disciplined financial focus for collectors at all stages.




One of the major stories in the altern Ative investment coml\‘lj"\.\. nity Y{MA 1 '_
recent years has been the growth of fhe'region’s heflge fundﬁ"s’ ctor. When if\gemes to = e
wealth management, high-net-worth investors and family, Ofﬁ S have more apd bet-
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ecently, ALI spoke to 2 of the

US hedge fund industry’s most

successful managers to hear

their views on the relationship
between the global hedge fund industry and
wealth management, as well as hear how
their firms have so successfully weathered
the storms of the last 4 years.

Craig Drill and Steven Reynolds, of Craig
Drill Capital, a New York-based hedge fund
that is one of the world’s oldest and most
proven, discussed how their firm has main-
tained success without altering its overall
strategy and identity, as well as their con-
cern for a US economy that remains peril-
ously close to a double-dip recession. Inna
R. White, CIO and Founding Partner of
Althea Group, a New York-based hedge
funds advisor and fund of hedge funds man-
ager, spoke of her firm’s great success with
managers in the volatile, post-crisis credit
space, and offered an interesting viewpoint
on the contentious issue of fees in the fund
of funds industry.

. Craig Drill Capital

Craig Drill Capital manages a long-short
domestic hedge fund of moderate size that
has maintained more or less the same char-
acteristics since it was founded 25 years
ago. As Mr. Reynolds, the firm’s Chief In-
vestment Officer, noted, the fund’s dura-
tion and steadiness makes it unusual among
hedge funds worldwide. The fund is also
unusual for having more than weathered
the storm in recent years, making money in
2008 and 2011.

The fund’s clientele comprise mostly high-
net-worth individuals who have been with
the fund the whole time, Mr. Reynolds says,
and the fund invests mostly in long-short
equities, with a generally conservative ap-
proach in terms of chasing returns. “One of
our main challenges and duties is to pro-
tect the capital of our limited partners,” he
stresses. “Secondarily, it is to provide them

with absolute returns relative to the appro-
priate benchmarks. We emphasize the pres-
ervation of capital over the maximization of

profit.”

Mr. Drill, the firm’s founder, says that hav-
ing sophisticated investors who have been
with the firm for the long haul gives them

“Investors care
about transpar-
ency and knowing
what they own. It's
like the old adage:
‘A man will make
the same mistake
twice but not twice
In a row.” The in-
vestment public is
avoiding the things
done in the lead-
up to 2008-20089,
such as putting
money in hedge
funds with side
pockets, which lim-
ited partners didn't
know existed and
now do.”

Steven Reynolds, Chief Investment
Officer, Craig Drill Capital

a distinct advantage. “Our investors are
sophisticated and understand that making
money in markets over time is difficult,” he
says. “It’s good having investors who don’t
believe in the Tooth Fairy.” Part of that so-
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phistication means not chasing short-term
returns: “Recent performance whets greed,
but that’s always a bad way of investing be-
cause high performance is usually followed
by a poor period. Chasing performance is

very dangerous.”

Yet even as Craig Drill Capital’s clients
have built up a trust with the firm and are
pleased especially with its performance dur-
ing and in the wake of the global crisis, Mr.
Reynolds concedes that the hedge fund in-
dustry as a whole has not fared as well in
terms of trust and reputation. He sees cau-
tion on the part of fund managers and LPs
alike, and a demand for transparency from

investors.

“Investors care about transparency and
knowing what they own. It’s like the old
adage: ‘A man will make the same mistake
twice but not twice in a row.” The invest-
ment public is avoiding the things done in
the lead-up to 2008-2009, such as putting
money in hedge funds with side pockets,
which limited partners didn’t know existed

and now do.”

Mr. Drill says the election year in the US
is adding to that uncertainty and caution:
“The political process is very polarized and
partisan, with very little attention on actual
policy, and that creates uncertainty in sys-
tem and slower growth.” He says the firm
is particularly concerned about the so-called
fiscal cliff that the US economy is headed
toward, with a combination of automatic
tax increases and spending cuts set to go
into effect at the end of 2012, barring action
from the US government, and which some
experts say will cause a double-dip reces-

sion in the country in 2013.

“The economy is still recovering from
subpar performance,” Mr. Drill says, “and
it can’t take an important hit from fiscal
policy without slipping back into a double-
dip recession, which would be really soggy
ground to stand on. It makes us more cau-
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tious in terms of asset mix: coming into
this morning [in August], we’re only 15%
net long; if it weren’t for the fiscal cliff and
the debt ceiling 6 months later, we’d be sub-
stantially longer.”

Nevertheless, Mr. Drill says that, in spite
of the political uncertainty in the coming
months, his firm is poised to grow in im-
portant ways, while sticking to its proven
bread and butter. “We have an organization
in place that can handle more clients with-
out changing its structure,” he says, “and we
have a lot of ideas we can put to work.”

l Althea Group

Ms. White’s Althea Group is a hedge funds
advisory and consulting service for high-
net-worth individuals and family offices,
helping these clients pick managers for their
portfolios. The firm also has a fund of hedge
funds product that is focusing primarily on
credit- and fixed-income-oriented hedge
fund
mortgage-backed securities (RMBS) man-

investments, including residential
agers, long-short high-yield managers, and
emerging market sovereign debit managers.
Investors in this vehicle are mainly from the
US, though the fund has a global mandate.

Ms. White tells ALI that all of the manag-
ers her firm have worked with have had
great success raising money in the last 4
years — with one, for instance, starting at
US$50 million in 2009 and now having
over US$500 million, and another starting
with proprietary capital in 2007 and now
managing US$2.5 billion in external capi-
tal. “In general, hedge fund managers that
trade these instruments have been more
successful at raising capital since 2008 than
some of their counterparts that trade equi-
ties,” she says. “They are delivering strong
returns post-2008 through their ability to
take advantage of the credit crisis.”

As an example, she gives the US RMBS
space, where spreads have tightened sig-

nificantly since the crisis. “Prior to 2007-
2008, all the managers could do was

engage in highly leveraged transactions

“A significant num-
ber of investors
have been sitting
on the sidelines
post-credit crisis

and have missed a

really large rally in

the US BMBS and
high-yield spaces.

There seems to be

2 groups of inves-
tors now: those

who think they have

already missed the
rally and think they
might as well sit
on their cash, and
those who missed
one opportunity
and don’t want to
miss it again.”

Inna R. White, Founding Partner
and CIO, Althea Group

to generate attractive returns. Post 2007-
2008, a huge amount of opportunities
opened up that didn’t exist before. Man-
agers that trade in these securities have
been able to benefit from the sharp sell-

offs during the credit crisis and generate

attractive returns.”

There have been selloffs and volatility dur-
ing the 2009-2012 period as well, she says,
and more successful managers have been
able to capture the post-selloff upside. “For
example, there was a significant spread wid-
ening in the US high-yield space in October
of 2011, which was followed by a strong
rebound. The US RMBS space had a sell-
off last year with a strong rebound this year.
The key is to be able to benefit from these
selloffs.”

The benefits can still be had, she says.

“A significant number of investors have
been sitting on the sidelines post-credit cri-
sis and have missed a really large rally in
the US RMBS and high-yield spaces. There
seems to be 2 groups of investors now: in-
vestors who think that they have already
missed the rally and think that they might
as well sit on their cash, and those who have
missed one opportunity and don’t want to

miss it again.”

Concerning emerging market sovereign
debt, Ms. White says her firm invests
only in managers that trade fixed-income
securities in those markets, not equi-
ties. “It is my perception that it is harder
to justify going into an equities-based
emerging market manager,” she says,
“because you don’t know how much of
their returns is beta vs. alpha. On the
fixed-income side, it is harder to find
those securities, so I’m much more in-
clined to hire a manager to invest in the

emerging markets debt.”

As both an advisor/consultant and fund of
funds manager, Mr. White has a unique
perspective on the attitude of high-net-
worth investors and family offices toward
hedge funds. She says there is a trend in the
US for such investors to invest directly in
hedge funds, instead of investing through



a fund of funds. She also says that larger
family offices and institutional investors
that used external fund of hedge funds
advisors in the past are now hiring staff
internally to look at hedge fund managers
and build a portfolio internally. Larger in-
stitutions, she adds, are hiring consultants
to evaluate hedge funds and then to make

direct investments.

Many high-net-worth investors, family of-
fices and institutions are investing directly
in order to avoid fees, which have become
a contentious issue in the industry. But
Ms. White believes these fees are, in many
cases, necessary — so long as they are justi-
fied. And they are justified when these funds
of funds are able do what investors cannot

do on their own.

“Although fund of hedge funds do charge an

extra fee,” she says, “they provide a service,

“The political process
Is very polarized and
partisan, with very little
attention on actual
policy, and that creates
uncertainty in system
and slower growth.”

Craig Drill, founder,
Craig Drill Capital

too. The hedge fund industry is very frag-
mented and it is hard to find good manag-
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ers. It is especially hard to find and analyze
managers with the specialized expertise,
not multi-strategy, and this is what Althea
Group does.” The question is whether those
multi-strategy managers perform well from

the return standpoint, she says.

“If they don’t, you need someone working
full time to find smaller specialized man-
agers, and that takes time and a lot of ef-
fort. It’s not so easy to create a portfolio of
10 or 15 specialized hedge funds that are
performing well. So fund of hedge funds
provide an economy of scale in terms of
resources, and a double layer of fees is not
an issue as long as the net returns are com-

pelling.”
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razil has recently altered its
money laundering law. The
new bill has tightened the gov-
ernment’s grip on most of the
investment operations and has significantly
broadened financial institutions’ and invest-
ment brokers’ duties to report suspicious

activities.

Since the reporting of suspicious activities
may trigger an investigation, it is important
for foreign investors to understand how they
can, at the same time, keep their privacy and
still benefit from the Brazilian market, espe-
cially the Brazilian stock market.

l Know your customer way too
much

In 2000, the Brazilian Monetary Council
(CMN) published Resolution 2.689, which
regulated investments made by nonresi-

dents in the Brazilian stock market.

In 2005, the Brazilian Stock Exchange
Commission (CVM) issued Instruction 419,
which created a simplified registration for

nonresident investors.

The aforementioned rules were balanced
and adequate. They did ask for identifica-
tion of the investor but did not requested
it to provide excruciating details about the
origin of the funds or, in case of companies,
the complete list of its shareholders or ben-

eficial owners.

Since then, the scenario has changed dramat-
ically. In March, the Brazilian Central Bank
(BACEN) issued the Carta Circular n. 3.542.
This regulation advanced a list of suspicious
activities that banks should monitor in order

to prevent money laundering by its clients.
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. Adler Martins

Among an endless list of activities, one is
certain to call the attention of Latin Ameri-
can investors: Article 1 states that the simple
fact of being located in a tax haven or in a

country that enforces secrecy more vigorous-

o
UST TAKE

ING

ly is enough to characterize the investor as
a potential money launderer. That is to say:
Any investor who chooses to concentrate his
or her pool of funds in any of the many Latin

American tax havens is automatically subject



to scrutiny by Brazilian banks, who will treat

her/him as a potential criminal.

Article 1 also prescribes that the beneficial
owner of the investment must be identifiable
at all times; otherwise the investment shall be
characterized as highly suspicious. The ben-
eficial owner, in this context, means the origi-
nal owner of the funds, after any layers of cor-
porate veils have been lifted. In other words,
the individual who owns shares in a company
that has a subsidiary in a tax haven cannot, in
principle, invest through the tax haven’s sub-

sidiary without identifying himself first.

Those rules sprung from a similar provision
of the Law 9.613 from 1998, the original
money-laundering bill. In July of this year,
the law 12.683 was published, altering some
provisions of the money-laundering bill. In
what concerns the foreign investor, which
was already subject to the BACEN rules de-
scribed above, the new money-laundering
provisions brought 2 very important implica-

tions:

I. From now on, any activity with the

purpose of concealing money originated

from any kind of felony or crime will suf-
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fice as grounds for accusation of money

laundering.

This is very drastic, because the expression
“concealing” may have several meanings,
among them:

+ take the money away from the banking
system;

* not offering funds to taxation;

* detach the possession of the money
from oneself, either through a chain of
companies or through the use of proxies
or representatives.

Also, since the origin of the money now
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must be 100% pristine, it is reasonable to
fear that the incorrect collection of taxes
or mistakes in the filing of tax forms might
be used by the government as an excuse to
taint the origin of the money, even when the

underlying transaction is legitimate.

Any investor
who chooses to
concentrate his

or her pool of

funds in any
of the many
Latin American
tax havens is
automatically
subject to
scrutiny by
Brazilian
banks, who will
treat her/him
as a potential
criminal.

II: The list of whistleblowers has been ex-
panded. Now, any advisor that deals with
financial transaction, including accountants
and economists, is obliged to report suspi-
cious behavior or activities to the govern-
ment. Moreover, brokers in real estate and

other transactions (such as art, cattle or oth-

er auctions) must also keep records of their

clients and report suspicious activities.

The only professionals that, theoretically,
are exempt from this duty to report are law-
yers (although other classes are currently

discussing the issue in Brazilian courts).

l I want to remain legal. What
do I do?

In the current Brazilian scenario, the chal-
lenge is not to remain legal (that is, to make
legitimate investments) but to look legal, to
transpire transparency and credibility in or-

der to avoid investigations.

The best ways to do so is make initial con-
tacts with brokerage firms, banks, etc, and
explain the legitimate origin of the funds, as
well as testify on the investment’s legitimacy.
Keeping sound records of the origin of the
funds and of the payment of applicable tax-
es in Brazil is also a good way to protect

oneself from future investigations.

In the case of real estate investments, the
investors should always select the broker
with utmost care and formalize all previous
negotiations with him, stressing the legality
of the funds. The same is true for contacts

with stock brokers.

And, above all, hire a good lawyer and trust
him. He will act as your ambassador before

the Brazilian financial system.

AUTHOR BIO

Adler Martins is a Law graduate from
one of Brazil's greatest Law Schools:
The Federal University of Minas Gerais
(UFMG). He is also a MBA by Funda-
cao Getulio Vargas. Presently attend-
ing Masters Course credits (LLM] at
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Ithough Brazil is considered the Sth largest wine pro-

ducer in the southern hemisphere, there is surprisingly

little buzz about Brazilian wines on an international

level, something that the Brazilian wine industry is
looking to change. In this glimpse into the world of Brazilian wine,
Alternative Latin Investor sought insight from Patricio Carraro, a 3rd
generation wine grower, from the boutique winery Lidio Carraro and
Andreia Gentilini Milan, the Export Manager for Wines of Brazil,
an organization created to promote the quality of Brazilian wines in
the international market. The Brazilian efforts to make a mark on the
international wine scene are quite recent, as up until now, the indus-
try was almost entirely focused on domestic success. In the initial
years of wine production in Brazil, growers were exploring mainly
autochthonous grapes and cultivating “table wines” for personal use.
It wasn’t until just 4 or 5 years ago that the world began to see Brazil

as a solid competitor in the international wine export market.

“We are doing now what Chile and Argentina did 15 years ago, said

Ms. Carraro. “Of course we are hoping that Brazil develops faster.”

As the middle class continues to boom in Brazil, there appears to be
a correlation in the growth of the fine wine industry within the coun-
try. Furthermore, with the World Cup and 2016 Olympic Games
on the horizon, Brazil is highly aware of the unique opportunity to

showcase the quality, capability and identity of their wines.

It is worth noting that surprisingly, unlike other wine regions, Brazil
does not have a signature grape. In fact there is no native Brazilian
grape, giving Brazilian wine producers the unique opportunity to
evaluate and develop grapes from other regions. The majority of
grapes introduced into Brazil were of French or Italian origin: tra-
ditional grapes such as Merlot (Brazil’s most popular red wine),
Cabernet Sauvignon, Cabernet Franc, Pinot Noir, Chardonnay and

Tannat. More recently, as investment potential has been identified in

the industry, excellent grapes have been introduced such as Malbec,

Teroldego, Touriga Nacional, Tempranillo and Sauvignon Blanc.

“The strength of the Brazilian wine industry lies in the diversity of
climates and soils,” said Ms. Carraro. “Brazil is a huge country. As
of now we don’t believe we will have a signature grape. The idea
is to sell the image of diversity in this region. We believe our wines
reflect the identity of our country. Brazil is joyful and vibrant, and
the idea is to invite people to experience Brazil through the flavors

of its wines.”

In 1857, heavy immigration from Italy spawned the growth of Bra-
zil’s self-proclaimed “wine country.” Settlers found themselves at
home in southern Brazil, a mini-Tuscany in terms of climate and
terrain. Today there are over 1,100 wineries around the country,
mostly based on small, family-run farms. Brazil has 6 major wine-
producing regions, and due to its ideal conditions for the production

of fine wines, Rio Grande do Sul is home to 4 of these regions:

Patricia Carraro — Export Manager, Lidio Carraro
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Wines of Brasil
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Serra Gatcha, Campanha, Serra do Sudeste and Campos de Cima
de Serra. Referred to as the heart of the Brazilian wine industry, Rio
Grande do Sul is the most southerly state of the country, bordering
both Uruguay and Argentina. This region has a unique microcli-
mate with 4 defined seasons, very similar to the northeast regions of
Italy, the birthplace of many of the region’s descendents. Although
it is technically “sub-tropical,” this mountainous province boasts
a predominately cool and damp climate, rendering irrigation un-
necessary. Optimal temperature range and natural conditions allow
winemakers in these regions to develop several grape varieties. Fur-

thermore, as Ms. Carraro points out

“If we have to compare, we are much
closer to European style than
New World style, and this is
a very important point as
nowadays people are
looking for more bal-
anced wines ... mod-
erate alcohol, fruity,
fresh, and we have
this style naturally
in our wines due
to the conditions
of our land,” said
Ms. Carraro. “It’s a
new experience for

people.”

Vale do Sdo Fransciso
in the northeast of Brazil,

along with Planalto Catari-
nense in Santa Catarina (just
north of Rio Grande do Sul) make
up the last 2 wine-producing regions.

Lidio Carraro, a family-run boutique winery is said

to be creating some of the best wines in Brazil, as testified by a slew
of awards and rave reviews in the international press. The winery
was born commercially in 1998, and their first wines launched in
the market in 2004. However, their family’s economy has always
been wine-centric, consisting of 5 generations of winemakers origi-
nally from Veneto, a popular wine region in Italy. You can note the
pride in her voice when Ms. Carraro states, “In the south of Brazil

— the wine is in your blood.”

Family-run wineries in Brazil are the norm. Aside from the Portu-
guese company South Dao, and the French mega brand Chandon,

Brazilian families run 100% of Brazilian wineries. These families
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are primarily descendants of the original Italian immigrants who
have worked in viticulture ever since their arrival to the country.
The youngest generations of wine growers commonly study at the
Technical College of Enology and Viticulture in Bento Gongalves
and many venture abroad, gaining expertise by studying with Eu-
ropean producers in France and Italy and even Argentina. In recent
years, some wineries have begun to hire foreign consultants from

other popular wine-producing countries.

Brazilian exports started in 2002 and cur-

rently (2012) Brazil is only exporting
2% of all Brazilian wine produc-
tion, a small yet steadily in-
creasing number. In 2002-
2003 the exports were at

ZEro.

The work to build
the image of Brazil-
ian wine has been
highly
over the past few
The 2011
Overview Perfor-

targeted
years.
mance of Brazil
in the International
Grape and Wine Mar-
ket states that Brazilian

exports within the grape
and wine sector totaled

USS$155.70 million in 2011, a

4.9% increase over 2010.

Brazil’s primary markets are Europe (the
UK and the Netherlands, mostly), North America
and China. With a strong pride and identity riding on Chilean and
Argentine wines, demand for Brazilian wines hasn’t yet developed
within the South American market. As far as exports go, the Merlot
is the most popular export in the domestic market; in spite of its
fame for being quite traditional it is also highly popular on an in-
ternational level. Sparkling wines, typically a blend of Chardonnay

and Pinot are also incredibly popular as well as the Italian Muscatel.

Nowadays, in the domestic market, there is space for all types of
wines. A large volume is concentrated in the affordable segment;
however, according to the consumption and culture around wine

growing, demand in the medium and luxury segments has been in-
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creasing. In recent years, it is worth noting
that Brazilian professionals from other sec-
tors of the economy have begun investing in

vineyards and wineries in the country.

According to the Wines of Brazil institute,
the estimated growth of Brazilian wine
exports is around 15% by 2016, based on
projected growth of wine consumption in
the domestic market and the development
of promotional and commercial strategies
of Brazilian Wineries in the international

market.

According to Ms. Milan, the supermarket
chains are a driving force. Out of every 3
bottles of wine sold on the market in Brazil,
2 are sold to supermarkets. While restau-
rants play an important role, it is currently
very expensive to buy wine at a restaurant
in Brazil, making restaurant wine consump-
tion inaccessible for the majority of Brazil-

ians.

The regulation on domestic wines in Bra-
zil has historically been much stricter than
those imposed on foreign-imported wines.
The agriculture ministry in Brazil, which
controls said regulation, is working to de-
velop strategic trade agreements that might
help ease regulatory restrictions as Brazil
expands its involvement in the international
wine market. Regulation is a bit stricter
when it comes to Europe, as they are big
producers and are protective of their mar-
ket. Luckily, Brazil is not yet seen as much
of a threat. Softer markets to enter are Ger-
many, US and China, where it is very easy

to export.

As growth and production increases it goes
without saying there is a lot of potential in
the sector. With the World Cup and Olympic
Games on the horizon, Brazil is well aware
of the unique opportunity it will have to pro-
mote the image and awareness of Brazilian
wines. Ms. Milan adds, “The World Cup is
our chance. ... All attention is going to be on

Brazil and we have to take advantage of that”

Alternative Latin Investor would like to thank Patricio Carraro from Lidio Carraro
and Andreia Gentilini Milan from Wines of Brasil. For more information visit:
http://www.lidiocarraro.com/

http://www.winesofbrasil.com

Lidio Carraro Technical Team
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his demand is reflected in the
numbers of individuals obtain-
ing flying licenses, in sales of
small aircraft and in the many
aviation charter services sprouting up
around LatAm, and it has motivated aircraft
manufacturers and private aviation provid-
ers worldwide to expand their scope in the

region.

A prominent example is NetJets, a US com-
pany affiliated with Warren Buffet and Berk-
shire Hathaway that is by far the dominant
private aviation provider in the US, having
pioneered the fractional ownership model of
private aircraft ownership and investment.
NetJets recently made headlines with what

was reported to be the largest purchase of
aircraft for private use in history, valued at
US$9.6 billion, including the Cessna Cita-
tion Latitude and the Bombardier Challenger
300 and 605. This year the company also in-
augurated its first Bombardier Global 5000
aircraft. According to several industry ex-
perts who spoke to ALI, this expansion and
improvement of the NetJets fleet will, among
other things, allow the company to expand
the range of its flying capacity and the scope
of its operations into LatAm, meeting the
rising demand of clients who need to travel
easily between LatAm, the US and Europe.

From the aircraft manufacturing sector, an-
other prime example of a global company
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“rvate Aviation

Takes

The growth of private
wealth in LatAm has led to
a rise in demand for pri-
vate aircraft and private
aviation services. For the
region’s mounting numbers
of high-net-worth and ul-
tra-high-net-worth individ-
uals, a plane can be purely
a luxury item, of course;
but for increasingly global
and mobile professionals
and business owners, it
meets a demand unsatis-
fied by local transportation
alternatives, as well.

expanding into the region is Cirrus Aircraft,
a US-based manufacturer of small propel-
ler planes that have become the cream of
the industry’s crop in terms of technology,
functionality, safety and style over the last
decade. The company’s SR22 model, for
instance, has won the prestigious Robb Re-
port “Best of the Best” award 9 times in a
row, more than any aircraft in any category.
The 4-seater plane it makes is especially re-
nowned for its safety features, including a
full-aircraft parachute system.

Cirrus has clients throughout LatAm and
has seen sales grow steadily in the region,
both in absolute terms and relative to other

regions worldwide. Indeed, Gabriel Mae-






stracci, the company’s recently appointed
Latin America Regional Director, made a
name for himself within the company in
2009, when as the country director for Ven-
ezuela, he earned the company’s award for
most per-sale income among country di-
rectors. The following year Colombia was
added to his portfolio, and in 2012 he was
tapped to oversee all of LatAm.

Mr. Maestracci, a native of Venezuela who
has lived the last 18 years in the US, has
seen a steady increase in demand for Cirrus
propeller planes since he started at the com-
pany in 2008. This is due in part, he says, to
the rise in wealth in the region and accom-
panying rise in interest in private aircraft.
“There’s good movement in the market as
far as jets and 2-propeller planes in LatAm,
and it’s only going to get stronger. People
are more and more interested, and we’re
trying to put everything in and provide an
outstanding product to these customers.”

The company has done just that, outstrip-
ping its rivals in the propeller-plane market
and even winning some market share from
jet plane manufacturers. “Cirrus sells state-
of-the-art aircraft; you barely see this level in
private jets,” he says, adding that operational
costs for Cirrus planes are lower than those
of jets and that propeller planes are often
ideal for customers traveling relatively short
distances, as is the case in many countries
in LatAm where prime destinations will be
within a few hundred miles of each other.

“There are many reasons our customers be-
lieve our airplane is superior to the compe-
tition,” he says. “We welcome side-by-side
comparisons to other aircraft in this class.
This airplane is super capable and the de-
sign and comfort mirror what our custom-
ers are used to in their luxury cars. We have
been the best-selling piston airplane in the
world for almost 10 years.”

“At Cirrus shows in Central America,” he

continues, “I’ve surveyed potential buyers

and asked them: If you could choose be-
tween learning to fly with a Cirrus or with
a Cessna — the plane you usually learn to
fly on at flight school — even if the cost of
training would be double, what would you
choose? And most say they would prefer to
learn with Cirrus, because of the innovation,
the technology and of course the parachute.”
Though the demand for Cirrus products and
other private aircraft options is certainly
there regionwide, Mr. Maestracci says that
financing remains a challenge in many
countries where the financial infrastructure
and regulations make purchasing more dif-
ficult. The company currently works with
the EX-IM Bank, an import-export bank
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based in Miami and Washington, to improve
the availability of Cirrus planes in terms of
financing, and they’re trying to launch more
international financial aid options. “But
each country has its own politics and pos-
sibilities,” he says. “For instance, Venezu-
ela has had currency control for 8 years, so
a regular person who wants to do currency
exchange has to go through a complicated
political process. The same is happening in
Argentina now.”

“On other hand, Brazil has strong financing op-
tions,” he adds, “and Mexico too. I intend to

pursue Mexico aggressively, because it’s so

close to the US and has strong institutions.”
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Paving the Way

High-Tech
Financial
Infrastructure
Hits

LatAm

Foreign market leaders such as Fidessa,
Direct Edge and Navatar are challeng-
ing local providers in the race to meet

the booming region’s needs

he growth in size and sophistication of LatAm capital mar-
kets has both fueled and been fueled by the implementa-
tion of high-tech financial infrastructure in the region, as
the hardware and software that have been the foundation
of high-frequency e-trading and other tech-heavy investment activities

in the U.S., Europe and Asia are quickly gaining ground.

In a recent white paper, Alice Botis, Head of Latin American Busi-
ness Development and Sales at FIDESSA, a New York-based global
multi-asset software leader, discusses these themes, outlining the ma-
jor current trends among technology providers as well as the region’s

modernizing equity and derivatives exchanges.

“Throughout Latin America,” Ms. Botis writes, “firms are replacing
legacy vendor and proprietary systems and investing in customizable,
high-throughput, low-latency trading solutions both to achieve greater
operating efficiency and to provide a solid basis for competition in a
region with diverse regulations and varying stages of electronic market

access.”

Increased networked connectivity, market fragmentation and the need
for access to global liquidity are three of the main driving forces be-

hind the development of financial infrastructure in the region, she says.

Demand is coming from all sides. International brokers, banks, fund
managers and investors entering the LatAm market are eager to utilize
the same technologies they have relied on increasingly in developed
markets over the last decade, while maintaining technological unifor-
mity across their global operations. Local players, too, are adopting
the new technologies enthusiastically, in part to compete in the increas-
ingly crowded markets, as well as to better serve international clients
with certain technological expectations. The region’s exchanges,
meanwhile, are revamping their own infrastructure in an effort to ap-
peal to international investors while aiming for greater interconnectiv-

ity region-wide.

While local tech providers are meeting this demand to a certain ex-
tent, exploiting their on-the-ground knowledge of individual markets
in the region, there has been an influx of international tech companies
who have brought in well established technologies and begun tailoring
them to specific LatAm markets. Recently, ALI spoke to representa-
tives from three exemplary companies about the challenges and oppor-

tunities of the evolving financial technology space in LatAm.



n her aforementioned white paper,
Ms. Botis says that “the dominating
global trend is fragmentation of the
markets,” adding that, in the LatAm
region, “Brazil seems likely to take the
The
process is being driven, on one side, by

first steps towards fragmentation.”

Brazilian regulators eager for their market
to reach the next level and, on the other,
international companies specializing in
high-performance stock exchange infra-

structure.

One of these companies is Direct Edge, a

stock exchange specialist based out of Jer-

sey City, NJ, that currently runs 2 platforms
in the U.S., across which US$20-25 billion
are traded every day, making it the country’s
4™ largest exchange. Founded by Knight
Capital in 2007, Direct Edge has grown
quickly from about 2% market share in the
U.S. to about 12% market share today.

In recent years, the company has been
investigating the possibility of establish-
ing an exchange in Brazil, attracted by the
size and maturity of the market and en-
couraged by Brazilian regulators who are
actively seeking to foster competition in
part to address the high trading and post-
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trading fees in the country’s dominant
stock exchange, the BM&F Bovespa.

Anthony Barchetto, Head of Strategy at Di-
rect Edge, says there is strong demand in
Brazil for the high-performance technology
and customer-centered mentality that have
been Direct Edge’s hallmark in the U.S.

“In the U.S., we’ve had to compete with
incumbent exchanges, some that have been
around for decades and one whose origin
goes back more than two centuries,” he
says, “and to do so we’ve had to bring high
functionality and technology, lower costs,
and a customer-centered mindset. Now

we’re bringing that to Brazil.”

l High-Tech Financial
Infrastructure Hits LatAm

In spite of some early skepticism, both the Bra-
zilian regulators and local firms have welcomed
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Direct Edge into the market. “These firms are
trying to reinvent their businesses, and com-
petition between exchanges is one way they
can get a little leverage,” he says. He has been
particularly impressed with the CVM, Brazil’s
equivalent of the U.S. SEC, he said, which has
been proactively fostering competition via the
Instruction 461 framework, while being atten-
tive to outsider recommendations from Direct

Edge and other concerned parties.

But Mr. Barchetto stresses that it took time
to convince local parties that Direct Edge
was serious about, and capable of, giving
the market what it needed.

“Familiarity is important when building
meaningful relationships,” he says. “The
more times we come to Brazil to meet bro-
kers in person, the more they realize your
They talk to their

friends in the brokerage community, which

commitment is real.

is relatively small and close-knit in Brazil.
And now we’ve gotten to the point where

we really know these firms.”

At the same time, Direct Edge has under-
stood from the beginning that it was essen-
tial to tailor its service to the local market
and rely on local expertise that U.S. compa-
nies simply do not have. And even as they
are attempting to bring something new and
competitive to market, it was important to
respect the incumbent exchange as well as

local brokers’ current relationship to it.

“We’ve been careful to be respectful while
competing with Bovespa and acknowledge
that some things work different in Brazil,
and some things are better. Their clearing
regime, for instance, identifies the investor
at the final beneficiary owner level, which
can provide both regulators and the ex-
change with more transparency and safety

in the market in terms of clearing.”

“But more than that,” he adds, “we’ve also
been careful to push forward a vision of our

exchange as coming from the local market.”

This has meant working closely with local
regulators, brokers and the city of Rio de
Janeiro. Direct Edge is also targeting local
investors primarily in this early stage, even
though they will be able to add great value to
the Brazilian market with their network of es-
tablished international clients. As they have in
the U.S., Direct Edge is aiming to serve a vari-
ety of clients, including retail, institutional and
“The fact that it’s
foreign doesn’t really make a difference,” he

high-frequency investors.

says. “It’s going to be as Brazilian an initia-
tive as possible, with support from us up here.
We’re bringing our expertise and leaving local
expertise to the people we bring in, without
pretending we know everything just because
we’ve been successful in the U.S.”

Aside from BM&F Bovespa, Direct Edge
faces competition from another U.S. stock

The
exchanges
themselves
are driving
the brokers

and banks to
increase their
technology

Head of Latin American

Business Development and
Sales at FIDESSA

exchange firm, BATS Global Markets. Both
firms are keen on entering the Brazilian mar-
ket, though they are following different mod-
We’ve

been clear from the beginning that the best

els. “We have different strategies.

way to introduce competition to Brazil with

the least systemic risk to the marketplace, is to

Anthony Barchetto, Head of Corporate
Strategy at Direct Edge

use the existing clearing facility provided and
owned by Bovespa. BATS has talked about
building their own clearing facility. They are

two distinct visions.”

He adds that Direct Edge will not open two
platforms in Brazil, a model it has pioneered
to great success in the U.S. “We did that to cre-
ate distinctive pricing and technology options
in a very crowded marketplace,” he explains.
“In Brazil, we can provide compelling pricing
and technology with just one exchange sup-

ported by superior customer service.”

Direct Edge’s decision to go international
via the Brazilian market, as opposed to, say,
London or Hong Kong, was based on where
they felt they could have the greatest effect,
he says. “Unlike in London, in Brazil we
have a shot to be first to market and offer
something truly compelling.” He adds that
Direct Edge has no concrete plans to expand
elsewhere in the region, though he concedes
that there are opportunities. “It isn’t in the
business plan now, but we are definitely
giving it thought. It’s going to take a lot
of work to get our cash equities exchange
going in Brazil. But once we have our base
operation in the region’s largest market, it
would be foolish not to consider other coun-

tries or asset classes.”
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s. Botis’s firm, FIDESSA,

which providing trading

systems, connectivity and

market data to brokers and
banks worldwide, is leading the way among
multi-national software providers entering
LatAm. The global leader in the space, FI-
DESSA has focused on LatAm over the last
4 years, recently opening an office in Sao
Paulo and with plans to co-locate at the San-
tiago, Chile, exchange.

The original impetus for the firm’s en-
try into LatAm, Ms. Botis explains, was
to better serve international clients in the
U.S., Europe and Asia who were entering
the LatAm market and wanted to
have consistent technology across
their global businesses. But more
recently, a converse trend has de-
veloped as well, as local players
have begun adapting the newest
technologies to better interact with

international markets.

“A lot of these brokers have been
working in their own markets for
a long time and have been doing
well, and it’s really when they start
looking out of their country to at-
tract foreign flow that they want to
increase their technology,” she says.

Regional exchanges are proactively mod-
ernizing their technology. For instance, in
her white paper, Ms. Botis mentions the
Bovespa Exchange’s adoption of a new trad-
ing platform, called Puma, which launched
for derivatives in 2011 and will launch for

equities in 2013, and a region-wide adop-
tion of FIX messaging by most of the major
exchanges, including the three that consti-
tute MILA: Colombia, Peru and Chile.

“The exchanges themselves are driving the
brokers and banks to increase their tech-
nology as they upgrade matching engines
and increase throughput, and the old sys-
tems aren’t enough,” she told ALI. “So lo-
cal players are implementing solutions like
FIDESSA’s to help them compete.”

Though FIDESSA is the global leader and
has had great success so far in LatAm, local

solutions have been in place in the region

for several years, which have the advantage
of knowing the local market. Indeed, un-
derstanding local nuances is crucial to suc-

cess, Ms. Botis says.

“We found out very quickly that you
can’t just import software into a region

wholesale. You really need to look at the

Tech Profiles 59

specifics of each country and adapt your
solution. That means your solution has
to be expandable and flexible enough to
offer broad functionalities available in
other parts of the world — such as basic
order management, order routing, al-
gorithms and basket trading — but also
have the ability to accommodate the lo-

cal market structure and requirements.”

That LatAm is adopting these technologies
slightly later than other markets provides
an interesting advantage, she adds.

“In the U.S., when these technologies
began to develop, no single firm offered
everything, so there was a lot of cobbling
together of different software and services.
Now, in LatAm, they can look to a single
firm like FIDESSA and get everything — a
global, multi-regional, multi-asset provider
with the connectivity and market data they
need.”

“We can start with companies in the growth
stage,” she adds, “and they can grow into
us. They won’t grow out of us.”

The rapid growth of these markets
and their increasing dependence
on technology presents a continu-
ous challenge to firms like FIDES-
SA, who must stay ahead of curve
or else lose their market share.

“These markets are growing fast
and technology is changing on a
regular basis, so we have a com-
mitment to continually support
the region and the technology
at the exchanges and their mem-
bers. That’s a challenge, but it’s also a
selling proposition. A lot of firms have
been doing things themselves onsite, or
they have vendors who are facing chal-
lenges making the changes. It’s difficult
to make the changes, but once we do so,
we are able to distribute it to our clients,
hitting all the targets at the same time.”



60 Tech Profiles

NAVATAR

ne subsector of the industry

in particular is pioneering a

new paradigm of easy dis-

tribution: cloud computing.
Cloud computing services are those where
customers’ hardware, software and data are
hosted off-site, thus freeing customers from
the demands of in-house IT development,
support and maintenance.

One of the leaders in cloud computing for
global investment is Navatar, a New York-
based firm. Currently Navatar has over 300
clients in over 30 countries, with a second
headquarters in New Dehli. Their first prod-

GROUP

uct line came out 3 years ago, and in the last
year sales have more than doubled, giving
the company a name recognition that has at-
tracted major international financial firms.
The hardware and software with which they
serve their clients is hosted by the cloud

computing host Salesforce.com.

According to Alok Misra, Navatar’s Co-
Founder and Principal, his firm’s cloud
computing products and services provide
“EV—

eryone is looking for smarter tech solu-

an essential solution for its clients.

tions,” he says, “which are only available

in the cloud.” His firm provides high-per-

formance solutions for every asset class’s
needs: depending on whether a client is
a PE fund, a venture fund, an M&A bou-
tique, etc., Navatar will tailor its product
and services, covering everything from
customer outreach to investors, locating
deals, interacting with LP’s, producing

reports, etc.

“Our products are very tailored to the type of
asset class,” he explains, “But they are also
out-of-the-box, so companies don’t have to
spend so much on IT and maintenance — it’s

all included at no additional cost.”




Having the technology to perform all these
tasks, he says, can make or break a broker
or manager. “What most of these funds do
is knowledge-intensive and analytical, and
technology is becoming more of a differ-
entiator. If you don’t have the technology,
knowledge and data you need, you won’t
find the deals you need.”

And yet it is costly and difficult for most if
not all firms to provide top-notch IT servic-
es in-house. “Very few people have nothing
better to do than sit around and reinvent the
wheel. If you have something that can be
built for you at a low cost, why do it your-
self?”

This is especially true in emerging mar-
kets, where local brokers and investors
are increasingly competing with large and
well-financed multi-nationals. “If you take
a financial firm in LatAm with 100 employ-
ees and an IT team of 2 or 3 people, I don’t
think they can build the type of data security
in-house that Salesforce.com and Navatar
can provide.”

Navatar’s sales model is mostly indirect,
using resellers and distributors in Europe
These
resellers, Mr. Alok explains, in addition to

and Asia to reach global clients.

providing Navatar products, also provide
support. When serving a foreign market,
it is essential not only that they language
and details of the product be localized,
but that support be provided in the local

Though Navatar has

language, he says.

clients in LatAm, one of the company’s
mid-term goals is to enter the market

more aggressively.

Mr. Misra stresses that the new cloud com-
puting paradigm is still not widely under-
stood. There are concerns about security,

The one thing about
cloud computing
that a lot of
people still don’t
appreciate is that if
you do things right,
you can service
multiple customers
with the same core
base —it’s called
multitenancy.

Alok Misra, co-founder and
principal, Navatar

for instance, even though, as Mr. Misra
points out, the high-profile security-breach
issues in global finance in recent years have
been courtesy of large players with in-house
IT operations, while Salesforce.com and the
cloud computing providers who use its plat-
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form have an impeccable security record.

Many potential customers also underesti-
mate the advantages of the cloud computing
distribution model. “The one thing about
cloud computing that a lot of people still
don’t appreciate,” Mr. Misra says, “is that if
you do things right, you can service multi-
ple customers with the same core base — it’s
called multitenancy. Unlike with traditional
software, you don’t have to deploy the same
number of resources as customers. And the
good news for the customer is that the ven-
dor is spending less time on deployment and

support and more time on innovation.”

Investment is where Navatar’s focus is in
the near term, he says. “As the landscape
keeps changing, we have to be agile and
constantly provide value and react to the
market and regulations. As our software
picks up steam, larger organizations will
start deploying it, and they have distinct
needs. So we need to invest and constantly
reinvent ourselves. Our goal is to be the
dominant player in the private market in fi-
nancial services. We’re in a good position
in the cloud computing space but not in the
overall market. So we need to make a lot of
investments in technology, marketing, sales

and partnerships.”

Alok Misra, Navatar's Co- Founder
and Principal
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Reducing
Barriers to
Entry:

Catalyzing Early-Stage Impact
Investing in Latin America

When it comes to impact investing, Latin America is somewhat of a paradox. Despite its
robust economic performance in recent years, early-stage impact investing — funds that
invest less than $500,000 and support social enterprises on the ground — is just begin-

ning. Although major players such as Acumen Fund and Invested Development intend to
expand their portfolios to Latin America within the next 3 years, most funds tend to focus
on Africa and Asia. Yet, as traditional philanthropy and international aid decline, there is

no time like the present for impact investing to take center stage in Latin America.

o understand the challenges
to impact investing in Latin
America, NESST interviewed
17 early-stage impact investors
about their business experiences in the re-
gion. According to interviewees, the lack
of knowledge regarding exit opportunities
and alternative investment vehicles impede
progress. Furthermore, complex policy en-

vironments increase the transaction costs
of early-stage impact investing across the
continent. Compared with more developed
countries, there is also a greater need for ad-
ditional funds to be invested in building lo-
cal organizational capacity. Based on these
findings, NESsT recommends prioritizing
the following lines of action to promote im-
pact investing in Latin America:

l Establish a culture of
knowledge management.

Building a culture of knowledge management
is essential to the development of impact in-
vesting in Latin America, where there are few
early-stage funds. Since examples of success-
ful exits for impact investors are scarce in
the region, monitoring and highlighting the
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Eva Varga, NESsT's Director of Portfolio Performance, leading a panel at one of NESsT's global Social Enterprise Days.
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progress of exits is a top priority. Document-
ing cases like Runa, an Ecuadorian social
enterprise that is experimenting with an exit
strategy which it hopes will preserve its social
mission, could raise Latin America’s profile as
an attractive investment destination.

Equally, documenting and sharing informa-
tion on alternative investment vehicles would
help to develop Latin America’s relatively
underdeveloped capital markets. Currently,
little is known about the success or failure of
investment innovations such as Invested De-
velopment’s Impact Factoring Fund, which
aims to deliver working capital to busi-
nesses in their portfolio without follow-on
investment (NESsT, 265). Publicizing such
approaches and other similar case studies
would help current impact investors build a
track record of success, further drawing in-
ternational attention to the region. Moreover,
such case studies can serve as resources to
share best practices and industry knowledge
among diverse sectors, as well as call atten-
tion to unexplored investment and business

development opportunities.

. Expand and multiply
incubators/accelerators.

According to NESsT’s research, Latin Amer-
ican impact investors heavily rely on incuba-
tors and accelerators such as New Ventures,
Artemisia and NESsT to develop their pipe-
lines of social enterprises. These organiza-
tions also play important roles in building
social enterprise capacity, thus absorbing
some of the costs incurred by funds. NESsT,
for example, provides strategic tailored fi-
nancial capital, training and mentoring to
social enterprises in 10 countries from idea
to scaling stage. As noted in ALI coverage
this past year, with this support, NESsT En-
terprises can address critical issues in the re-
gion including high rates of youth unemploy-
ment and small producer access to markets.
Likewise, Village Capital partners, with local
incubators/accelerators, execute training pro-
grams for early-stage entrepreneurs.

Given these gains, more efforts must be made
to grow and replicate incubators and accel-
erators in Latin America. In a continent of
almost 600 million people, there are far too
few of them that support early-stage enter-
prises. Impact investors should have access
to a greater network of such organizations, as
they would significantly improve the perfor-
mance of funds and hence attract new invest-
ment. Resources should also be channeled to
increase the collaboration among networks
of incubators and further strengthen their col-
lective impact in the industry.

B Reduce transactional barriers
through informational guides.

Given the complex and diverse regulatory
environments in Latin America, there is an
immediate need for comprehensive legal
and investment guides that reduce transac-
tion costs for businesses and investors alike.
While NESsT offers comprehensive legal
guides and country assessments to social
enterprises in its portfolio, similar resources
should be developed for potential and cur-
rent early-stage impact investors in Latin
America. These guides could provide valu-
able information on tax environments for
each country, the benefits and drawbacks of
incorporating a fund, term sheet templates,
legal guidance and even benchmarks for
valuating impact enterprises. Such resourc-
es would greatly facilitate the entrance of
new players into the field.

. Conclusion

Catalyzing impact investment in Latin
America requires high levels of coopera-
tion and exchange — not just among im-
pact investors, enterprises and incubators/
accelerators, but also among governments,
foundations and civil society organiza-
tions. For the first time in Latin America,
the Social Enterprise World Forum 2012
(SEWF2012), hosted by NESsT in Brazil,
is a unique step in this cooperative direc-
tion. SEWF2012 aims to expedite the pro-

cess of collaboration among these diverse
actors and to address impact investing and
social enterprise together. Among the cru-
cial conversations that will take place, these
key players must strive to create, as NESsT
co-founder Nicole Etchart puts it, “an en-
abling environment that helps businesses to
grow — regulations that recognize the gov-
ernment cost savings of social enterprises,
procurement opportunities, tax incentives to
attract capital and low levels of bureaucra-
cy.” Only then will Latin America be able to
fulfill its true potential as the next impact-

investing destination.
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NESsT is a catalyst for social en-
terprises in emerging markets and
worldwide. We achieve our mission
by providing financial capital, train-
ing and mentoring, and access to
markets for a high-impact portfolio of
social enterprises. WWe combine the

tools and strategies of entrepreneur-

ship and investment with the mission
and values of the social sector to en-
able our portfolio to: better plan, im-
prove management capacity, grow,
and increase their social impact.
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Order

from

Chaos:

—amily Office NV
Navigate an Ur

s wealth management has grown more complex in the

last decade, particularly with the advent of high-tech
solutions and vaster networks of relationships, there
has been a proliferation of technology and service
providers in the market. Quality is out there, of course, but the mere
quantity is a double-edged sword, generating both healthy competi-
tion and confusing chaos, or worse. As Paul McKibbin, Managing
Partner of Family Office Metrics, puts it, “If you search ‘family
office services’ on Google, you’ll get a million hits, but the ways
people market make it difficult to determine what they actually do.”

Mr. McKibben views his firm as the solution to precisely this prob-
lem. As a consultant to family offices, multifamily offices and pri-
vate banks in LatAm and the Caribbean, Family Office Metrics

etrics Helps
ruly Market

helps its clients implement operations-related technology and strat-
egy. “As family offices adapt to alternative asset classes, there are
challenges for their current systems and processes from an opera-
tional and technological standpoint,” he explains. “We work with
them to overcome those challenges.”

Overcoming those challenges means, to a large extent, navigating
the teeming market of tech and service providers, and a big part of
its method is to constantly measure and evaluate both the supply
and demand sides of the market. “We think of ourselves as an inter-
mediary between the market and the family offices. We have the ex-
perience to help vendors understand what it means to make a com-
mitment to this marketplace and succeed in terms of product design
and messaging, and on the family side we have deep knowledge of
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how the marketplace is organized and how it can meet their needs.”  tive technologies and strategies. “In our view, the global family of-

Consultants such as Family Office Metrics are increasingly indis-  fices are driving innovation more than the US offices,” he says.

pensable to families and private banks as they navigate the new

paradigm of high-tech solutions and the

Mr. McKibbin believes the kind of knowl-

post-crisis imperative of eliminating con-
flicts of interest and counter-party rela-
tionships. Many LatAm families used to
manage their wealth with a small hand-
ful of trusted contacts, mostly in private
banking, but for many, now, the game has
changed.

“It’s not just relationships anymore, it’s
relationships and technology. The events
in the market in 2008 confirmed that

counter-party relationships are risky: If

you are going to have banking relationships, they should be diver-
sified. I’ve never worked with anyone in LatAm who didn’t have
relationships in Switzerland, offshore, and the US — and you need

technology to do that.”

Indeed, he says, the need to diversify with offshore accounts and uti-
lize sophisticated cash management strategies has meant that many
family offices in emerging markets have become pioneers of innova-
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“In our view,
the global family
offices are driving
innovation more than

the US offices.”

Paul McKibben, Managing Partner,
Family Office Metrics )

edge his company has garnered is ulti-
mately just as important as its technical
savvy, and one of his firm’s near-term
objectives is to bring that knowledge to
market, as well as escape the pigeonhole
of being mere tech experts. “We’re known
as a tech firm, but our reach is actually
much broader: We specialize in control
processes, operational processes, and not

only back-office but front-office technol-

ogy. One of our goals is to show the market
that we have that broader reach. Another
goal is to increase our transparency and show the market the in-
sights we’ve been gathering. We’ve been keeping our secret sauce
in-house, but now we want to go out there, raise the bar, and correct

a lot of misconceptions about the market.”

“Our edge is our objectivity,” he adds. “We don’t have a product or
agenda and we never will, and we think we do what we do better than
anyone in the world. No one else is positioned exactly like we are.”
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OGX

Beyond the Hype

l Mark McHugh

Eike Batista has turned into an enigmatic figure over the last few years, riding the crest
of the Brazilian economic wave and the country’s oil and gas boom. He has become a
symbol of entrepreneurial success in the vast new emerging markets, acclaimed for his
shrewdness in operating within Brazil’s aggressive new form of capitalism and publicly
aspiring to become the world’s wealthiest man. Yet, since February, the value of EBX
Group, his holding company, has fallen by more than 60%. Thus he is now languishing,
unable even to support the claim that he tops Brazil’s rich list.

he explanation for this sudden

change of fortune has its roots

in the performance of Eike’s

flagship oil-and-gas company,
OGZX, which went public in July 2008, at
the height of the oil price bubble and repre-
sents the major proportion of EBX’s value.
Severely overhyped, OGX soared to a mar-
ket capitalization of roughly US$41 billion
by the end of 2010—a valuation that was
very difficult to justify for an exploration
company with no producing assets. OGX
missed production targets for the compa-
ny’s first producing wells in the Campos ba-
sin and triggered a rapid decline in OGX’s

share price in June. This in turn has created
a credibility gap in company management
and guidance estimates. For investors it
inevitably boils down to the perception of
risk. However, to assess underlying risk and
whether such events justify a complete re-
evaluation of OGX, we need to go back to
the fundamentals.

The formula for success in the oil and gas
business is: Get the right people with the
right developments coming together at the
same time. Exploration companies like
OGX are notoriously high-risk, volatile
and will have erratic earnings, particularly

in their early stages of development. All
the same, OGX’s exploration record has
been outstanding. Even as the focus is now
shifting to development and initial produc-
tion, the present emphasis by analysts on
early production outcomes is misguided.
Extrapolating the results of the first 2 or 3
producing wells is a tenuous process. OGX
does not become a significant producer until
2016, according to current plans and so it is
too early to make realistic judgments about
true production capability. Notably, in the
wake of the share price collapse, the OGX
team has been reorganized to focus more
strongly on production and delivery—an
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important transition step in the evolution
of a very young company. Astute investors
should now be trying to get things in per-
spective and asking whether OGX contin-
ues to possess the combination of the best
team and prospects to consistently find and
produce oil and gas in profitable, commer-
cial quantities in Brazil over the long term.
If this is indeed the case, OGX along with
the rest of EBX’s holdings are significantly
undervalued at this time, and perhaps this is
why the savvy Mr. Batista is currently buy-
ing back shares in OGX’s closely linked
sister company, LLX.

. The OGX Story

In reviewing the outlook for OGX it is
important to recognize the reasons behind
OGX’s spectacular success in recent years
and in particular the earlier confidence
placed in it by the market, whether founded
or unfounded. It is a new company estab-
lished only in 2007 that has rapidly become
the largest privately owned oil-and-gas
company in Brazil and among the top 10 by
market capitalization on the BOVESPA. It
has a leading position in the Brazilian ex-
ploration and production sector, based upon
a highly successful exploration program
drilling over 100 wells—second only to
Petrobras in terms of its scope, and first in
terms of its success rate in finding oil.

At the same time Eike Batista formed OGX
in 2007, Paulo Mendonga, who was the previ-
ous head of E&P at Petrobras, joined as Chief
Executive Officer. He was accompanied by
many other members of his former team,
the same team that had been instrumental in
Petrobras’ success in the central portion of
the Campos basin and in the most important
pre-salt discoveries. Moreover, the team had
already discovered over 9 billion barrels of oil
equivalent (boe) and had know-how on a lot
of other basins that had yet to be exploited.

Inspired by the team’s in-depth understand-
ing of the geology, in November 2007,

Eike Batista raised US$1.3 billion in an
equity private placement, generating capital
to purchase concession rights in the Ninth
Bidding Round held by the ANP (Brazilian
National Petroleum Agency). In this round,
OGX selectively acquired concession rights
to 21 exploratory blocks in the Campos,
Santos, Espirito Santo and Parad-Maranhao

basins, comprising a total area of 6,400 km?.
B 0GX Blocks

Campos Basin
Santos Basin
Espirito Santo Basin
Parnaiba Basin

Timing can make a big difference. Eike Ba-
tista founded OGX at what became a turning

Luck 1s
important, as
it is part of
any project.
But luck
will only
be present
when the
project is well
designed.

point in the oil and gas industry in Brazil.
Armed only with the concession rights and
a growing team of former Petrobras special-

ists, the flotation in June 2008 was shortly

after the major Petrobras discovery of the
Tupi field in the Santos basin, when oil
prices were at their all-time peak and inter-
est in Brazil and the pre-salt as the new oil
province was at its height. Arguably there
was little basis for the US$4.1 billion IPO,
as OGX had yet to produce a drop of oil;
in what could be only regarded as betting
on as yet undetermined potential. Nonethe-
less, it must be highlighted that OGX, with
an aggressive exploration campaign, was
able to sustain a high level of investor con-
fidence and a rising stock price through the
end of 2010. It held a market capitalization
of over US$30 billion until February 2012.
Remarkably, the first oil was only produced
by OGX in January 2012. A former head of
the ANP explained this phenomenon: Eike
understands Brazil. You gringoes who try
to apply too much of your own logic will
never understand Brazil.

From the outset OGX was in a privileged
position, with a geoscience team that had
intimate knowledge of the geological region
and potential prospects. They were exposed
to a very different corporate culture at OGX.
Gone was the overriding bureaucracy of the
quasi-state-company. They were heavily in-
centivized to work hard and this paid off in
terms of OGX’s exploration results. From
the 67 exploration wells drilled in the Cam-
pos basin, OGX now claims a 90% success
rate; and from 12 wells drilled in the San-
tos basin, OGX has a 70% success rate in
finding oil and gas. These strike rates are
almost unparalleled in oil and gas explora-
tion even in Brazil, which is already known
for much higher discovery rates than world
norms. Unquestionably, OGX’s achieve-
ments in exploration are a tangible answer
to the critics and a clear indication of the
team’s ability to outperform the industry in
discovering oil.

Eike Batista and OGX’s management team
were supremely confident. Spurred on by
their exploration success, they talked-up
production targets, publicizing a goal of 1.4



million barrels per day (bpd) of oil and gas
by 2020. Debatably, had they taken a more
conservative approach, maybe the com-
pany’s share price wouldn’t have rocketed
skyward the way it did, only to plunge when
early expectations on production were not
met. In some senses it was a disaster wait-
ing to happen. In June, OGX was forced to
slash its initial production guidance in half.
The market responded in kind, by cutting
OGX’s value in half. Yet, before writing it
off as another example of overpromising
and underdelivery, it is worth examining the
bigger picture to understand the true under-
lying potential of OGX.

The bottom line is now whether OGX has
the capability to turn exploration success
into commercial success, developing and
producing oil and gas from the fields already
discovered at a profitable level. It is too early
to forecast with any accuracy the level of re-
sults that can be achieved in 5 years’ time, as
we are at the very beginning of this transition
at the start of the development and produc-
tion phase. Based upon current plans, it will
take until 2014 before the company is pro-
ducing sufficient oil (60,000 to 80,000 bpd)
from its key Campos resources to become
cash positive. Even then it will only repre-
sent approximately 2% of Brazilian total pro-
duction, rising to 10% by 2016-17.

Meanwhile, large field development is a
complex endeavor and suffering some set-
backs will be unavoidable. OGX’s new-
found realism leaves some margin for
error—an important realignment for the
company. While management were caught
in a clumsy attempt to build excitement
around the share price, the true long-term
value of OGX should not only be judged
on this basis—just as it should not be based
upon the output of the first one or two wells.

. OGX’s Niche

In assessing OGX’s delivery capability it
is important to take account of the quality

and complexity of the resource base, as well
as the development plans. In many senses
OGX is a niche player, with a superior port-
folio that is more accessible for develop-
ment than the rest of the industry in Brazil.

l Operations in the Campos
Basin

There is a common misconception that all
the major discoveries in recent years are
in the pre-salt, deep-water, offshore Bra-
zil’s southeast coast at water depths of over
2,000 meters. OGX’s discoveries are not in
deep water at all and much less complex to

There is a common
misconception
that all the major
discoveries in re-
cent years are in
the pre-salt, deep-
watet, offshore
Brazil’s SE coast
at water depths of
over 2,000 meters.
OGX'’s discoveries
are not in deep-
water at all and
much less complex
to develop.

develop. The first and most significant part
of this portfolio is the 400 million barrels
of reserves recently declared to be commer-
cial in the shallow waters of the Campos

basin—at an average water depth of 120
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meters. This development has a number of
key advantages in terms of cost and the use
of conventional technology, when equated
with the deep-water pre-salt fields, mainly
operated by Petrobras, which represent an
enormous technical challenge at the fron-
tiers of today’s oil and gas industry exper-
tise.

Moreover, OGX’s next most important de-
velopment asset is not offshore at all—it is
an integrated gas and power project onshore
in Parnaiba, northeast Brazil, with the Ther-
mal Power Plant ready to enter into com-
mercial production in early 2013. OGX be-
gan its drilling campaign in this basin only
in July 2010, and since then the company
has identified more than 20 prospects and
drilled more than 10 wildcat wells. This nat-
ural gas project at the Gavido Real Field has
been executed in record time. It will begin
production in the 4th quarter of this year, to-
gether with the commissioning of the GTU
and the turbines of OGX’s sister company’s
MPX Parnaiba Power Plant Complex. This
is a clear demonstration of OGX’s project
delivery capability, albeit in a midsize field
development onshore.

The remaining blocks in the portfolio are
still part of the exploration campaign, with
a longer-term time horizon likely to be in
production beyond 2016-17.

First, there are 5 blocks operated by OGX
(100% owned) in the Santos basin also in
shallow water at an average depth of 150
meters. Thirteen wells have been drilled
with some high-potential discoveries of gas
and condensate and some light oil. Uncer-
tainty remains about the development of
these blocks, which will need substantial
additional capital and operational capabili-
ties to produce the gas and pipe it ashore.
Timing is also a factor as in many cases it
will be necessary to seek an extension of
the Exploration Phase prior to develop-
ment with ANP or the blocks must be re-
linquished.
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The 2 other main OGX areas in Brazil are
new frontier exploration in the Espirito San-
to basin with 5 blocks operated by Perenco
(50% owned) in deep water at an average
water depth of 1,000 meters and in the Para-
Maranhao basin, 5 blocks operated by OGX
(100% owned) at an average water depth of
60 meters.

In addition OGX has 4 onshore blocks in
Colombia: Cesar-Rancheria and Lower
Magdalena Valley, close to the Venezuelan
border. This can be seen as an attempt to
diversify their portfolio away from Brazil.
The seismic campaign is currently just be-
ginning here, and so it is too early to make

any judgment about this resource.

In general, OGX’s resource base provides
excellent reserves and production growth
potential, but the data is still only indica-
tive. As of December 31, 2010, based on
volumetric reservoir estimates, 3rd-party
engineering firm DeGolyer and MacNaugh-
ton had estimated net 2C (best estimate)
contingent resources of approximately 0.7
billion barrels of oil equivalent (and a high
estimate of 3.0 billion). The 2C resources
are primarily oil resources located in the
Campos Basin, of which 400 million bar-
rels of oil equivalent have been recently
declared commercial and thus effectively
converted to 2P or “probable” reserves.
There is also a relatively smaller amount of
natural gas resources in the Parnaiba Basin
included. Unfortunately, none of these bar-
rels are classified as proven reserves under
the SEC definition, thus giving the company
little theoretical value based upon reserves
potential.

l When Exploration Risk Turns
into Development Risk

Eike Batista declared in his recent book,
“Eike Batista’s X Factor”: “Luck is impor-
tant, as it is part of any project. But luck
will only be present when the project is well
designed.” However, luck was not present

in drilling the first 2 production wells in the
Tubardo Azul field in the Campos Basin and
execution risk was playing its part. One of
wells had to be shut-in to replace equipment
and there was an unforeseen connection be-
tween 2 parts of the same reservoir. Essen-
tially they drilled into the same fault block.

“A little like 2 straws drinking out of the
same cup,” an OGX spokesperson stated.

The consequences of what could be consid-
ered as normal technical problems encoun-
tered by OGX in drilling the first production
wells and the subsequent failure to meet

targets has had wide-ranging repercussions

OGX were caught-
out by bullish earlier
predictions to the
market. Anyone who
understands the true
nature of oil and gas
development risk
would have accepted
that such estimates
are far from an ex-
act science —prior to
drilling a production
well, it is very dif-
ficult to predict the
outcome.

for the share price. OGX were caught-out
by bullish earlier predictions to the market.
Anyone who understands the true nature of
oil and gas development risk would have
accepted that such estimates are far from

an exact science; prior to drilling a produc-

tion well, it is very difficult to predict the
outcome. There are too many variables, in
particular the reservoir pressures and deple-
tion rates. Complexity of the reservoir in
the Tubarao Azul Field is greater than origi-
nally anticipated. The company is choking
back production levels in order to preserve
reservoir pressure, consistent with reser-
voir management best practices. Yet, OGX
is now paying the price for having over-
sold the case, as production is well below
the company’s original estimated range of
10,000-20,000 barrels per day per well and
has been duly punished by the analyst com-
munity. Understandably, OGX is declining
to give any further public production fore-
casts.

Meanwhile, production at the shut-in well
was restarted in the second week of August
and has boosted output from the field to be-
tween 10,500 and 11,000 barrels per day, ac-
cording to OGX Chief Financial Officer Ro-
berto Monteiro. The share price ticked-up a
bit on the news. OGX are now pinning their
hopes on the neighboring Tubardo Martelo
field, where they have initiated drilling of
the first 2 production wells. OGX believe
that this field has more homogeneous res-
ervoir characteristics and will produce at a
higher rate. Although, good news here will
have to wait until the end of 2013, when

production is due to be brought on stream.

l First Crude Delivery to Shell
Q2,2012

Initial production from their first operation-
al FPSO—OSX 1, with 60,000 bpd capacity
is somewhat limited, as OSX have the abil-
ity to connect only 3 or 4 subsea wellheads
to the vessel. With a current average output
of 5,500 bpd per well in the Tubardo Azul
field, it is unlikely to achieve full capac-
ity and will continue to disappoint. Output
from the field is now expected to average
just 15,000 bpd by the end of the year, well
below initial forecasts of nearly 40,000 bpd.



The new FPSOs, OSX 2 and 3 are currently
under construction in Singapore shipyards,
each with 100,000 bpd capacity—expected
for delivery and to be in production by the
end of 2013. These should allow OGX to
achieve the 60,000-80,000 barrels per day
production goal by mid-2014 and become
cash positive in the process. The final in-
vestment decisions have still to be made on
OSX 4 and 5, with similar capacity. These
units will not be in production until 2015 at
the earliest.

The main ramp-up in production is antici-
pated in 2014, as the new Well Head Plat-
forms destined for the Campos Basin—
WHP 1 and WHP 2, are bought on stream
during the year. OGX will initially connect
one producing well a month to each WHP
for the first 4 months and then one well each
90 days, until about 15 production wells are
connected per platform. Although devel-
opment of reserves potential undeniably
will take longer than originally thought;
the critical issue is to decide if the current
more realistic approach will deliver. OGX
continues to modify its development plan,
due to material delays in the construction of
these 2 wellhead platforms, which are being
constructed in Brazil by Techint. As a re-
sult of these delays, OGX expects to solely
utilize the 3 FPSOs through the end 2013,
which will require more costly subsea com-
pletions (around $50 million per well), as
opposed to cheaper dry completions on the
wellhead platform (which cost around $20
million per well). We note that the modified
development plan should only enable OGX
to ramp up production starting in mid-2014,

up to 6 months behind the previous plan.

The company’s operating costs and capital
spending trajectory has also risen above
original expectations, due to the revised
development plan, increased exploration
spending, including spending in the pre-salt
in the Santos Basin, higher than projected
operating lease costs on its FPSOs, and

costs incurred to buy out a 20% stake from

Maersk’s in blocks BM-C-37 and BM-C-38
in the Campos Basin, and become opera-
tor of the 2 blocks. As a result, greater cash
flow deficits can be anticipated, even with a
supportive oil price outlook benefiting oper-
ating cash flows.

l The Inca Sun Symbol of EBX
Group

In response, OGX has recently revised its
business plan, but have not released any
updated plan to the market. It has disclosed

OGX needs to
prove to the
market that they
are not only the
best at finding
oil, but also can
develop and
execute on the
strategies for
producing oil and
gas in profitable,
commercial
quantities over
the long term.

some elements of the plan, including new
figures on exploration capital spending tar-
gets in 2013 and 2014, which are reduced by
about $2 billion. This is based upon cuts in
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drilling rig commitments from 6 currently
to 3 rigs and cuts in seismic spending. It is
now concentrating on achieving operational
targets. In the meantime there is a solid cash
position of R$5.9 billion, or US$2.9 billion,
to support exploration commitments, devel-
opment and initial production into 2013, in-
cluding US$1.8 billion invested in offshore
deposits and US$1.1 billion raised through
a bond issue in March 2012. The new plans
shrink capital expenditures to about

$1.2 billion in 2013 from an expected $2
billion this year. As part of the transition to
the development phase, exploration expen-
ditures are expected to decline further, as a
proportion of the total until 2014, when the
planned capital expenditures of US$0.8 bil-
lion is largely focused on production.

OGX’s current Bl Moody’s Corporate
Family Rating is in general supported by the
company’s large, world-scale resource base,
which provides excellent reserves and pro-
duction growth potential, energy-sector ex-
perienced management team and board, and
good liquidity position. Although, the rating
is restrained by the company’s still early-
stage development status, with only 2 wells
producing and no proven reserves, large
up-front capital spending, with high staging
and execution risk, early-stage small-scale
and concentrated production operations
through the fourth quarter of 2013, and high
front-end leverage, with lack of free cash
flow until 2014. Moody’s warned recently
that OGX’s B1 rating could be downgraded
if “production levels decline, liquidity be-
comes constrained or debt levels materially

rise in order to fund cash flow shortfalls.”

After a highly successful exploration pro-
gram we believe that substantial recover-
able oil is in place, taking longer to develop
does not necessarily reduce the value of the
reserves. Besides, there is always an option
to create greater shareholder value by ac-
celerating the program—assuming there is
plenty more oil, as Eike Batista has publicly
stated. In essence, OGX needs to prove to
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the market that they are not only the best
at finding oil, but also can develop and
execute on the strategies for producing oil
and gas in profitable, commercial quantities
over the long term. At this stage many com-
panies would consider farm-ins in order to
obtain additional capital, operational capa-
bility and more importantly to offset some
of the execution risk. This is beginning to
feature in OGX’s thinking. If they are to
participate in further ANP bidding rounds
then they would probably seek international

partners, a spokesperson said.
l All Change at the Top

In April 2012, OGX announced a new cor-
porate structure and composition of its ex-
ecutive management, in line with the tran-
sition towards production of oil and gas in
combination with their hereto highly suc-
cessful exploration campaign.

Then days after the plunge in shares in June
2012, OGX announced that Luiz Carneiro
would replace Paulo Mendonga as CEO.
Mendonga who had led OGX from its in-
ception, stays on as special adviser to Eike
Batista, but has clearly been sidelined. Even
so, it is almost certainly the right timing for
a change in leadership, as OGX enters this
new phase. Carneiro previously served as
OSX’s operations director, worked for more
than 30 years at Petrobras and clearly has a

stronger production focus.

Further management changes at the end of
August have been badly received by the mar-
ket, as it is perceived that additional depar-
tures of senior management within 2 months
do not necessarily address the fundamental
issues and are undermining OGX’s manage-

ment strength, until now a key advantage.
B Where to Now?

A curious aspect of OGX’s strategy to date
is the fact that they are nearly 100% op-
erator of all their fields and have recently

bought-out a 20% stake from Maersk’s in
some of the blocks in the Campos Basin.
Paulo Mendonga, the former CEO, de-
scribed the reasoning behind this approach:
“OGX is the first company that started in
Brazil on its own, the majors entered Bra-
zil with Petrobras. Brazil is not understood
well by foreigners, and they do not under-
stand the rules we work with, which is why
most of the companies entered the market

with Petrobras.”

Apart from pride in ownership there is little
business logic in this stance, given the cur-
rent development and production challeng-
es that OGX face. While it may have made
sense during the exploration campaign to go
it alone, now in order to monetize the dis-
coveries already made, OGX will require
capital and operating partners to achieve
anything like its previously published (and
almost certainly overoptimistic) production
target of 1.4 million barrels per day of oil
and gas by 2020.

In addition to operating partners, Eike Ba-
tista appears to be focused on obtaining
equity from strategic investment partners.
In March, ahead of the share price slide, he
received an investment of $2 billion from
Mubadala, the Abu Dhabi sovereign fund,
into the EBX Group.

While OGX has a solid potential resource
base and a strong foundation for growth, it
appears to lack a clear strategy to turn many
of these numerous discoveries into com-
mercial production. It would seem logical
that OGX seek alliances to develop the full
potential. The recent plunge in the share
price should help make this more acces-
sible in terms of price for potential partners
farming-in to projects. It should also over-
come the concerns of existing shareholders
about an impact on share dilution. If OGX
are going to develop anything like the 10.8
billion barrels of oil equivalent of prospec-
tive resources it has identified over the com-

ing decade, it is going to need to attract a lot

of partners and a lot of new investment will
need to be raised. Moreover, strong operat-
ing partners can help accelerate the program
and ensure that targets get met. OGX may
well have discovered a lot of oil and gas, but
in time a good portion of the profits to be re-
alized from development will probably ac-
crue to bigger, more experienced partners.

Accordingly, prior to his departure, Paulo
Mendonga reportedly was seeking a partner
to buy a minority stake in its most prom-
ising projects and claimed to be receiving
plenty of interest from major oil companies.

. Beyond the Hype...

It was naive to expect that OGX was some-
how going to remain immune from market
scrutiny forever. There are undoubtedly
huge potential and strong indications that
OGX will be successful—a world-scale
resource base, energy-sector experienced
management team and board, and a good
liquidity position. However, there is still
little tangible on which to base a full evalu-
ation at this time—hence investors in some
senses are placing bets on the upside. Early
results have been seized upon and have tak-
en on disproportionate significance. More-
over, exploration companies like OGX are
notoriously high-risk, volatile and will have
erratic earnings during the early stages of
development. OGX can only be properly as-
sessed in the future, based on its long-term
performance in consistently finding and
producing oil and gas in profitable, com-

mercial quantities.

Meanwhile, Eike Batista and OGX’s man-
agement must accept the blame for their
current predicament. It is an inevitable con-
sequence of their hard-sell, raising unreal-
istic expectations in the market with little
substance to back it up. Even so, the share
price debacle has had a positive side; it ap-
pears to have created a realignment of com-
pany objectives as part of the natural transi-
tion towards development and production.



Consistent with this, there appears to be

greater realism in target setting.

Valuing OGX without hard data is a com-
plex task and should take into account:

OGX, until recently was a pure play explo-
ration company that has demonstrated its
ability to outperform the industry in discov-
ering oil. OGX is a niche player, with a su-
perior portfolio of development assets that
is more accessible for development than its
competitors in Brazil.

However, most discoveries of oil and gas to
date cannot yet be classified as commercial.
It remains unclear what the strategy is to de-
velop all of the finds.

*  OGX does not become a substantial
producer until 2016-17 based upon its
current go-it-alone strategy.

* And in terms of strategy OGX can be
considered at the crossroads, so it must
decide between:

* A measured approach: selectively de-
veloping parts of its resource base or-
ganically, based upon its new produc-
tion focus and more realistic strategies;
or

*  Aggressively seeking capital and op-
erating partners to develop the full po-
tential of the discoveries made, while
diluting ownership.

»  These 2 scenarios are likely to play out
over the coming months as OGX revis-
its its strategic direction.

Investment in oil and gas has always carried
with it a high degree of risk, and volatility.
OGX is proving no exception to the rule.
Steady nerves and a well-informed industry
perspective are crucial to potential inves-
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tor success. It is too early to write off Eike
Batista and OGX. In due course, as results
become more concrete and strategies better
defined, OGX should continue to outper-
form the market—with its strong manage-
ment team and attractive growth profile.
Therefore buying and holding OGX while
the stock is low makes sense, assuming they
continue to demonstrate the ability to bridge
the gap between spending and cash flow or
to raise the additional capital necessary for

an expanded program.
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