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RESULTS OVERVIEW 

Our funds posted good results in the first half of 2017. 

We achieved positive performance in a relatively wide range of sectors, including: malls, healthcare, fuel distribution, 
utilities, education and financial stocks. Below, we detail some of the key fund contributions. 

Iguatemi 

Our investment thesis in shopping malls, outlined in our last investor letter, has been developing as expected. The 
dominant malls continue to show differentiated performance and the retailers in these malls continue to maintain a 
comfortable financial position. In the first quarter, we once again witnessed favorable trends in sales and defaults in 
the Iguatemi malls compared to those observed in competitor malls. 

As mentioned in our last investor letter, “the retailers’ situation often can work as a predictive tool on how the mall’s 
financial results will behave in the coming years”. The mall’s typical business model is Brazil is that of tenants paying a 
minimum rent plus a percentage of store sales to the mall operator, through 5-year contracts. The long-term contracts 
and the minimum payment create a time lag between the improvement/worsening of the retailers’ situation and the 
consequence of this trend (revenues to the mall operator) on the mall´s financial health. Investors often underestimate 
this effect. Although they may diverge in the short term, if we look at the longer term, the performance of shopping 
malls and retailers tend to be highly correlated. As the controller of one of the largest shopping malls in the country 
once told us: "If 5% of your retailers are in trouble, the problem is the retailers’. If 50% of your retailers are in trouble, 
the problem becomes ours’." 

We encourage our investors that are interested in this investment case to read our last investor letter, where we 
described in detail the Iguatemi case. 

Ultrapar 

Ultrapar has been a significant contributor YTD to performance. This investment required extensive fieldwork from 
our team, which paid off for us. 

Ultrapar is a high-quality asset that we have been covering closely for a long time. Given its rare combination of a good 
management team and a solid and defensive business model, the stock tends to be valued richly by the market, rarely 
allowing an entry price that meets our margin of safety characteristic. 

However, between the second half of 2016 and the first half of 2017, Ultrapar’s shares experienced a meaningful price 
correction. We attributed this correction to market share losses in the fuel distribution unit (Ipiranga), and to the 
questions raised about the sustainability of the company’s profitability levels. Ipiranga lost market share especially to 
“white flag” players (gas station that does not bear a known brand), but also performed worse than Cosan/Raizen 
(Shell brand in Brazil), yet to a lesser degree.  

As the shares sold off, our research team focused their efforts to evaluate whether the loss of market share was 
structural or temporary in nature. We had a series of follow-ups with independent distributors, fuel importers, “white 
flag” holders, and owners of “flagged” stations (Ipiranga, Shell and BR). We drew some important conclusions from 
this deep dive into their market share situation, which gave us confidence regarding Ipiranga's market share recovery. 
Some of those insights included: 

i) The majority of the market share loss was a product of two related elements: (i) the lower price of 
imported fuel versus the price charged by Petrobras; and (ii) the greater flexibility of “white flag” gas 
stations in buying large quantities of this imported fuel directly from traders, which would translate 
into offering their customers a lower price than “flagged” stations. Ipiranga however has minimum 
order arrangements with Petrobras which significantly limit the amount of fuel they can buy on the 
open market. This drove a wide margin between the price on “white flags” and traditional gas stations, 
at a time when consumers were highly price-sensitive. As the price gap of imported fuel reduced 
(especially considering Petrobras´ new pricing policy), our analysis indicated that “white flag” gas 
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stations would lose their competitive edge (in gasoline, for example, the price gap reached BRL 0.25/ 
liter, and now was been reduced to ~ BRL 0.10/ liter, in line with its’ historical average); 

ii) Shell's better performance in contrast to Ipiranga was, in part, due to a faster pace of opening new gas 
stations in recent years. In the second half of 2016, Ipiranga accelerated its pace of expansion, which 
should help Ipiranga perform more in line with Shell/industry. 

Recent market share data is now beginning to indicate a recovery for Ipiranga, which has been a driver to recent stock 
price gains for Ultrapar. Given that this recent appreciation of the shares reduced our margin of safety, we have pared 
back our position. 

BB Seguridade 

Significant contribution also came from our BB Seguridade position. The market mindset about SELIC’s (interbank 
market rate) impact on the short-term outcome of BB Seguridade gave us the opportunity to buy the stock at an 
attractive price level. The combination of a business with good medium-term growth prospects and a dividend yield 
rising to 6% with the share-price declines caught our attention. 

After building our long position, the share price of BB Seguridade rallied during this first half of the year, leading us to 
reduce our sizing. In addition, ongoing research/monitoring revealed some concerning new information which led us 
to virtually exit our investment: a change in prioritization of Banco do Brasil (controller of BB Seguridade) branch 
managers regarding their sales efforts. 

The sales success of BB Seguridade products depend on its sales force (the branch managers’) goals being focused on 
selling their products. Simply stated, if the branch managers’ goal is to prioritize BB Seguridade products, this will favor 
well for BB Seguridade and directly translate to higher earnings. On the other hand, if the managers’ goal is to prioritize 
other products or internal efforts, there is a risk we might see the opposite effect. 

With that in mind, our monitoring process for this stock requires frequent follow-ups with Banco do Brasil branch 
managers, aiming to identify any change of focus of sales goals. Knowing that in 90% of interactions we won’t notice 
any change in pattern, we can say that this task requires some discipline (or patience) from our analysts. However 
there are no shortcuts, this work must be done on an ongoing basis. 

Recently, with the worsening of Brazil’s economy, Banco do Brasil showed a marked deterioration in the quality of its 
credit portfolios. Aiming to combat this increase in credit losses, the bank started encouraging/aligning branch 
managers in this direction by shifting goals/budgets. Driven by Banco do Brasil management, branch managers now 
have switched focus in the direction of recovering loans in arrears. Some branch managers have told us that, in recent 
months, the first activity in the morning has been to call customers with overdue credit. These efforts have left 
inevitably less time and less attention to other products in their sales portfolio. In our opinion, this poses a great risk 
to BB Seguridade’s products sales. 

As this change is still relatively recent, we find it is difficult to pinpoint its future impact, but we believe the impact will 
be relevant. We are monitoring this development closely. 

MRV and Tenda 

We noticed an interesting development in MRV during the crisis in Brazil, when it began to significantly increase its 
landbank. Starting in 2014, while virtually all construction companies faced cash flow problems and revenue declines, 
MRV began a land acquisition strategy (at attractive prices) in the country’s major metropolitan areas. The company 
took advantage of a moment of market fragility to undertake a bold expansion plan: increasing their operation from 
about 35,000 unit launches per year to 50,000 units per year. 

It’s worth highlighting the growth aspects within the related credit model, as it relates to the Minha Casa Minha Vida 
(MCMV) program, a government housing program for low-income families. MRV is very active in the MCMV housing 
area, and a benefit is the MCMV program results in homebuilders receiving payment for the housing development 
from the government during the construction phase, instead of the typical structure where the homebuilder in Brazil 
needs to wait until the home is completed and then the customer receives a loan from the bank/pays in full the 
homebuilder. Also, given that MRV had purchased lands already, the profit growth is translated into a significant 
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increase in “RoE”, given that the company already paid for the land in previous quarters. Given such facts, we believe 
that the company’s expansion can add value to MRV shareholders. 

We built up our position throughout 2016, when the market in our view did not appropriately assess the impact of the 
company’s expansion on the share price. During the first half of 2017, the market did though begin to price this effect, 
causing the stock to rise by about 40%. Although we believe that the expansion plan will succeed, there are still some 
risks that we cannot overlook, such as: (i) the pace of project approvals; (ii) the CEF (Federal Savings Bank) funding 
concentration, as they are essentially the only lender today willing to underwrite MCMV-program loans; (iii) the 
dependence on the continuity of MCMV program that relies on the assistance of FGTS (Unemployment Guarantee 
Investment Fund). Given these risks, as the investment margin of safety decreased (due to the share price increase), 
we exited our position. 

Fortunately, the market presented us with a low-income alternative at interesting price levels: the developer named 
Tenda. The company is the product of a spinoff from Gafisa, a company that we have been covering for a long time. 

We can break down Tenda’s history in two distinctive parts: (i) unorganized growth between 2008 and 2011; and (ii) 
the turnaround and introduction of a “new business model” starting in 2012. Between the years of 2008 and 2012, 
Tenda’s business model was similar to most developers that lived through the real estate boom of the past decade: 
try to grow as fast as you can by teaming up with local partners to complete projects. As with all other developers, this 
strategy tends to result in going overbudget on projects and experiencing material delays in their completion. As of 
2012, in order to start fresh and clean up their situation, a new team of executives, led by Rodrigo Osmo, was hired to 
perform a turnaround of the company. 

Since then, Tenda has embraced a highly standardized model of projects focused on “Faixa 2” (2nd level income) of the 
MCMV program. Within this model, the company only carries out projects with its own labor force, not relying on local 
partners anymore, and will only launch a new project once building financing has been obtained. Over the course of 
approximately 3 years operating within this model, Tenda is now delivering high returns from projects launched under 
theses parameters. 

Although this new model is bringing high returns, the company’s balance sheet is still negatively impacted by its 
previous business model. The main implications are the ones arising from lawsuits and from capital allocated on lands 
and constructions that were not sold yet. We believe these effects will gradually dissipate, contributing to an 
improvement in returns (ROE) over the next 2 years. 

Pardini 

Typically we do not participate in IPOs. The analysis has to be done in a rush (and often with limited information), there 
is a shorter history of information to analyze, accounting is typically aggressive and most of the time the pricing is 
excessive. However, from time to time, good deals will come up at interesting price levels. This was the case of Pardini, 
a company we invested in on its IPO in February. In Pardini we saw an attractive stock in the healthcare sector, with 
unique competitive positioning, good growth prospects and an IPO valuation that was reasonable.  

Throughout its trajectory of over 50 years, the Hermes Pardini Institute created an extremely profitable business of 
providing services to other laboratories. The Lab to Lab business, as it is known, consists of collecting, processing and 
delivering clinical exam reports for the laboratories that are its clients. Today Pardini is the largest player in the Lab to 
Lab market in Brazil, with approximately 40% market share. 

The Lab to Lab business has grown at an exceptional pace with very high returns on capital employed. Such growth 
basically arises from two drivers: (i) the market's own organic volume growth, driven by favorable demographics (i.e 
aging population); (ii) laboratories (clients) have outsourced an increasing volume of exams due to economic leverage 
(a third-party exam can cost 4x less than an in-house exam). Given these two drivers, we believe the Lab to Lab 
businesses will continue delivering high growth rates, with high profitability. 

In addition to the Lab to Lab business, the corporate group also holds a Care Unit business with 112 units in the states 
of MG, GO, RJ and SP. While the Lab to Lab business shows striking competitive advantages and high return on capital, 
in our opinion, the competitive advantages of the Care Unit business are not so clear. Therefore, the company's 
decision to expand the Care Unit business via acquisitions does not seem like an obvious accretive move to us, and 
assigning any significant value to this unit is debatable. 
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After a stock price increase of approximately 40% YTD, and as a consequence of the reduction of the margin of safety 
of our investment, we reduced substantially our position. 

INFORMATION OVERLOAD AND ITS IMPACTS TO THE INVESTOR 

The increasing supply of public information available is a reality that investors have to deal with nowadays. This reality 
can bring both a greater number of opportunities and an additional risk to the investor. Knowing how to deal with this 
new environment, where a vast amount of information is one "google click" away, is not a trivial challenge. 

Not long ago, say about 15 or 20 years, in order to evaluate a business in Brazil, it was useful to have physical files 
containing past news, magazine clippings, newspapers with executive interviews, or even go in person to collect a 
company’s earnings report. That reality is a distant memory. 

In today's world, the reality is an information overload. At first glance, it may seem like a win-win situation for the 
investor. After all, the more information we get, the greater the ability to evaluate an investment. Additionally, it’s 
undeniable that a more extensive study leads to intellectual growth - which should stimulate the power of analysis 
over time. Unfortunately, it is not that simple. 

The risk, or opportunity, from our point of view, lies in knowing how to prioritize, process and analyze this new flood 
of information. The challenge lies in knowing how to set apart the information or studies that may add to the investor 
from the information that may confuse the investor's mind. This is definitely not trivial. 

The greatest temptation (or danger) in this new scenario is the belief investors can foster about having a differentiated 
view on a wide range of subjects, based on incomplete analysis (even though the aggregate analysis today may be 
greater than 10 years ago), or even based on the reading of someone else’s opinion. Today, it is common to see 
exceptional investors in specific niches with very strong opinions on extremely complex and difficult issues such as: 
election results in the most diverse countries, short-term perspective of China’s economy, price levels of a wide-range 
of commodities, adoption curves of new and disruptive technologies, geopolitical risks…, amongst others. These 
opinions based on weak underlying evidence, or opinionated views based only on a narrow subset of datapoints, 
present a huge risk to investors. 

It is common for investors to feel uncomfortable about not mastering all of the issues that may impact the price of a 
particular asset (keeping in mind that this mission is truly impossible). However, it is crucial for the investor to 
distinguish those subjects in which he has a competitive advantage (differential knowledge), and that can generate 
outstanding returns, from those subjects in which he has limited knowledge, and that can often lead to decisions that 
can detract from the value of the process. As Warren Buffett puts it: "What counts for most people in investing is not 
how much they know, but rather, how realistically they define what they don’t know”. 

Despite the risks, if well prioritized and processed, this flood of information can be very beneficial to the investor. 

After prioritizing and identifying the information which is most important and can provide conviction in a research 
process, systematically capturing this information going forward can seem endless. It is a "game" where the investor 
may have a process or information advantage for a period of time, but it’s quickly adopted by the market. So, the 
investor has to take a new step. We have to always pursue improvements, especially regarding the acquisition and 
processing of public data that can be used as predictive tools. A good example for Oceana is when we followed 
purchases/sales transactions of stocks carried out by the board of directors or controlling shareholders (public 
information disclosed by the CVM - Brazilian SEC). About 7 years ago, this kind of monitoring was extremely helpful to 
us. The purchase/sale of shares by the company's executives has often proven to be an important indicator of the 
company's performance. On several occasions, the company's executives simply observed a very short-term 
improvement in the company's operations and tried to take advantage of it by buying the company's shares before 
the market could see this improvement on the reported results. The opposite has also proved to be true: the massive 
sale of shares from the company's board of directors or controllers has often shown signals that the future was 
expected to be less glorious than the company "sold" to its investors. Unfortunately, about 3 or 4 years ago, this 
monitoring became more widely used, and even reported by some investment banks, reducing its effectiveness for us. 
In this context, we are constantly pursuing innovating ways to differentiate ourselves.  

We have focused a lot of energy on capturing and processing public information that can act as predictive tools for a 
wide range of industries or companies. Certainly, the increasing number of public information available makes this a 
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huge challenge/opportunity. You can be assured we are always analyzing our process and how we can most optimally 
use information to drive investment decisions. 

TEAM 

This year our analyst team was strengthened by the arrival of Joe Moura, who previously worked at Merrill Lynch as a 
sell side analyst covering capital goods and transportation sectors. We feel that with this hire we have reached the 
ideal size in the analyst/ portfolio management team. For a long time we debated if we actually needed to increase 
the team. To have found a professional like Joe made the decision a lot easier. 

At the end of 2016, we hired Daniel Tavares to work within the sales team, who previously worked at BTG Pactual. His 
energy, efficiency and good humor are contagious. We are confident that Daniel will help us connect even better with 
our investors. 

Although it is not a change in personnel, Marcello Ganem, a founding partner of Oceana, has been spending more time 
on our key investment cases and on portfolio management – increasingly helping on capital allocation decisions. His 
consistent results over time, in a wide range of sectors, gives merit to him taking on new responsibilities at Oceana. 
We are very optimistic about this movement. 

 

 

 

 


