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Private Equity and Venture Capital in
Brazil: An Analysis of its Evolution

(Private Equity e Venture Capital no Brasil: Uma Analise de sua
Evolucao)

Antonio Gledson de Carvalho*
Humberto Gallucci Netto**
Joelson Oliveira Sampaio***

Abstract

This article focuses on the main idiosyncrasies of Privapeify and Venture Capi-
tal (PEVC) in Brazil and its evolution from 2004 to 2009. Thaimidiosyncrasies
are the participation of limited partners in the investn@ntess, absence of lever-
aged buyouts, shared control of the portfolio companiesusedof special rights
to compensate for the lack of full control. The main chandeseoved recently
are the increase of private equity investments vis-a-gigwre capital, in the ef-
ficiency of managers in the screening of proposals, in theotispecial rights to
compensate for the lack of control of the portfolio companie the use of arbi-
tration panels for conflict resolution, and in the partitipa of limited partners in
the investment process.

Keywords. private equity; venture capital; Brazil.
JEL code: G24.
Resumo

Este artigo analisa as principais idiossincrasias dostimaentos em Private Eg-
uity e Venture Capital no Brasil e sua evolugao entre 2000@9. As principais
idiossincrasias sao: participacao de limited partnerprocesso de investimento,
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a inexisténcia de leverage buyouts, o controle compadiltdas empresas investi-
das e o uso de direitos especiais para compensar a falta tteledotal. As
principais mudangas observadas recentemente sao: mtude investimentos
em private equity ante a venture capital, eficiéncia dosoges no processo de
selecdo das empresas investidas, uso dos painéis degebi na resolucao de
conflitos e na participacao de limited partners no prazdssnvestimento.

Palavras-chave: private equity; venture capital; Brasil.

1. Introduction

The literature on private equity and venture capital (PEWCBrazil
is short, mostly due to the lack of data. Chextaal. (2001) present the
history of the PEVC industry in Brazil in its early years (orito 2000).
Mariz & Savoia (2005) compare Brazil and the USA in order tplei
the challenges for the PEVC in Brazil. Supported by intevgievith five
PEVC organizations, Pavani (2003) also describe the ariféctors for the
development of the industry. Based on questionnaires arsi®y CEOs
of portfolio companies (PC), Botelhet al. (2003) study value addition
by general partners. Based on a survey of general partnd?} i(Gthe
period when the Brazilian IPO market was inactive, RibeircABneida
(2005) found that the exit strategy influences the entirestment cycle,
and that trade sale was the preferred means of exit. FiMihardi et al.
(2013) study the long term price performance of Brazilia@4$Pand find
that PEVC-sponsored IPOs outperforms Non-PEVC-sponsmres.

De Carvalhoet al. (2006) were the first to provide systematic data on
the characteristics and practices of the Brazilian PEVQsSty. They
obtained information from all managing organizations weffice in the
country. ABDI (2011) was the second systematic data cadlectupdat-
ing De Carvalheet al. (2006). Ribeiro & De Carvalho (2008) discuss how
PEVC adjusted to the Brazilian environment and present gpaason with
PEVC in the US. The main similarities were: industry compbsmstly of
independent organizations, institutional investors aee main source of
capital, both commitments and portfolio are regionally camtrated, and
IT is the most invested industry. The main Brazilian idiosgsies are the
near absence of leveraged buyouts and concentration atimeats in late
stages.

This article focuses on the main changes that occurred iBthgilian
PEVC between 2004 and 2009, the two year for which there atesy
atic data on the PEVC industry. Our analysis is based on &leseurces,
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but mainly on De Carvalhet al. (2006) and ABDI (2011). Our study dif-
fers from the previous ones because it discusses the emloftithe PEVC
industry and relates it to the changes that occurred in th@araonomic
environment. Furthermore, we point out and try to explaimsadiosyn-
crasies such as the participation of investors in the invest process and
absence of leverage buyouts. The main facts that we expleretee evo-
lution of aggregate commitments that increased more thaolsi between
2004 and 2009, the increase of PE vis-a-vis VC, from 33% &b 47 the
PCs, investment concentrated in some few sectors but the invested
ones have been changing, managers are becoming more ¢fficidre
screening of proposals, absence of buyouts, use of spégtias to com-
pensate for the lack of full control of the PCs, increasedafssbitration
panels for settlement of conflicts, and increasing pawttgm of limited
partners (LP) in the investment process. The remaining iefatticle is
organized as follows: Section 2 presents the macroeconemviconment
in which the PEVC industry has developed. Section 3 desribe re-
cent evolution of the industry. Section 4 focuses on therargdion of the
PEVC funds. Finally, Section 5 discusses the investmertgs®

2. Macroeconomic environment

The steep rise of the Brazilian PEVC industry in the begigronthe
XXI century can be related to a myriad of changes occurringetnacroe-
conomic level. The main changes were: improvement of theroeao-
nomic conditions along with the achievement of investmeatlg; resump-
tion of economic growth; blooming of the stock market (ri$&Novo Mer-
cado); the emergence of the pension fund industry; and wegrincome
distribution and poverty reduction. Below we discuss eaah of these
elements.

Macroeconomic Stability during the 80’'s and part of 90's, Brazil expe-
rienced two-digit monthly inflation rates. The macroecoimstability
achieved in the beginning of this century (inflation rateslbdut 5% per
year) is consequence of a process initiated in 1994 with #ed Rlan. It
reduced inflation rate from about 50% to less than 1% per moftbng
this process, stabilization was threatened on severakmts e.g., dur-
ing the currency crises in Mexico (1995), Asia (1997), Adi898), Russia
(1998), Brazil (1999), Argentina (2001), and over the y&481 and 2002
with the foresight of a leftist candidate being elected faggident. In all
these opportunities, the commitment to monetary stabilg reaffirmed,

B== Rev. Bras. Financas (Online), Rio de Janeiro, Vol. 12, Nddcember 2014 501



Carvalho, A., Netto, H., Sampaio, J.

especially in the early years of the leftist government @sRtent Lula da
Silva (2003 and 2004). As consequence, inflation has beentainzeéd at
rates near 5% per year (Table 1). An important milestone hagnvest-
ment grade achieved in 2088t caused foreign investments to reach the
record of US$ 34.5 billion in 2007 and US$ 45 billion in 2008pn@ than
twice of its previous values;

Table 1
Macroeconomic data

All values reported refer to the end of each year. Data ontioflaand foreign investment were
collected at the site of the IPEA. Data on pension funds welteated from the Brazilian Association

of Private Pension (ABRAPP). Data on IPOs and volume werleaed at the Stock Exchange of
S&o Paulo (Bovespa).

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Committed Capital 37 49 50 47 48 56 7.2 135 227 281.136
(US$ bi)

Committed Capital 0.63 0.77 0.91 0.93 0.87 0.97 0.82 1.2461K70 2.33
(% of GDP)

GPD growth 02 43 13 26 11 57 31 39 60 52 -03
(%)

Inflation 89 60 7.7 125 93 76 56 31 45 59 4.3
(% per year)

IPOs 1 1 0 1 0 7 9 26 62 5 6

Bovespa Traded Volume 86 95 65 39 71 114 172 281 677 590 747
(USS$ bilyear)

Foreign Investments 285 327 224 16.6 10.1 18.1 15.1 18485 #A50 259
(US$ bi)

Pension Funds 69 79 72 65 78 96 137 175 258 191 296
(US$ bi)

Source: De Carvalhet al. (2006) and ABDI (2011).

Resumption of economic growth consequence of macroeconomic stabil-
ity was the resumption of economic growth. The Brazilianrexoy had
been stagnant for several decades. The average GDP growfwin the
80’s, 1.6% in the 90’s, and 2% over 1999-2003. Between 20@42810
the average growth rate was 4.5% per year in spite of the pfistzancial
crisis. The resumption of economic growth was importantrtoagce the
deal flow;

Development of capital markethe maturity of the Brazilian stock market
was achieved mainly with the creation of BM&FBove$gaemium list-
ings. According to De Carvalho & Pennacchi (2011), thedlitifotection
offered to minority shareholders was a major obstacle ferdivelopment

1Standard & Poor’s on 04/30/2008 and Moody’s on 09/22/2009.
2330 Paulo Stock Exchange.
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of capital market in Brazil (use of non-voting shares, loweleof disclo-
sure and other bad governance practices). In 2000, Bovespted three
new market segments: Novo Mercado and Corporate Goverhaaveds |
and II. To be listed on one of these segments the company t@edmmit
to a set of corporate governance practices. These marketsnhatured
since 2004 with a wave of IPOs. Between 2004 and 2009 the piopmf
companies listed on one of these new markets jumped from &% of
the total listed companies. The volume of trade at Bovespaaberaged
US$ 71 billion a year over 1999-2004 jumped to US$ 671 bilkbeer the
2007-2009 period (Table 1). The IPO market that was viguadinexistent
before 2004 (only six IPOs between 1996 and 2003) emergexin 2004
to 2009 there were 115 IPOs (Table 1). It should be noted HeaiRO
market remained active even after the start of the globahdiia crisis in
2008, although much more selective;

Emergence of the pension funds industoy 2001 the existing retirement
system was fully State operated. Active workers made dauttans to the
State based on their wages; the state used these contnbuticpay the
pensions of retirees; and pensions were based on the waajeetinees
received at the time of retirement. Only some few large Stateed en-
terprises had pension funds. The aging of the populationirssrdase of
life expectancy led the State model of retirement to bartksupAs conse-
guence, in 2001 the model had to be reformed: retirement agéwp, and
a cap for pensions was established at about US$ 1,400 a mbhihled
Brazilians to seek supplementary retirement through f@ipansion funds.
Since then this industry has been growing rapidly. From 20009, the
value of pension funds assets more than quadrupled from 238 US$
324 billion (Abrapp, 2011); and

Improved income distribution and poverty reductiaimcome concentration
and exclusion of a large segment of the population from threswmption
market was a feature of the Brazilian economy up the 90’s.prbportion
of the population below the poverty line in 1999 was 35%. Tl (Bdex
that measures income concentration was 0.59 (comparecthisuguay,
0.45; Russia, 0.37; South Korea, 0.32; and USA, 0.41). Smeenid 90's,
the Brazilian government created and intensified sociatiesl for income
redistribution and poverty alleviation. The total valuebehefits increased
from US$ 151 million in 2004 to US$ 632 million in 2069This caused
the proportion of the population below the poverty line th @ 21.4% in

3We are not aware of data available for before 2004.
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2009 and Gini index, to 0.54. One should also mention thecigslifor
the extension of credit to the low-income population. Faragle: payroll
loans? created in 2004, reached US$ 8 billion in January 2010. Adtres
of resumption of economic growth and better income distidioy 32 mil-
lion people moved from the lower class to middle class CPS$-FZ010).
The increasing purchase power of low-income populatiorrésating de-
mand for several products targeted at this segment. Many(P&Ee been
focused on low income, e.g., large scale low fee univessitiilding and
construction, and low-income consumption goods.

3. Recent evolution of PEVC industry

The evolution of aggregate commitments (Table 1) shows gstiee
of PEVC in Brazil. Between 1999 and 2004 commitments grew%at 9
per year from US$ 3.7 to US$ 5.6 billion. More recently, fro®02 to
2009, the growth rate near 50% per year, reaching US$ 3éidnkith 2009.
Taken as proportion of GDP, the growth represents an inereas 0.63%
in 1999 to 2.33% in 2009. Compared to countries where PEVCasem
developed such as US (3.7% of GDP) and UK (4.7%)), there istiin for
continued growth. One also observes that the concentrafitime capital
commitment decreased from 2004 to 2009, although the aeduagl size
increased (Table 2). In 2004, the 15 largest organizaticere wesponsible
for 76% of the total commitments. These organizations imaye managed
US$ 283 million. The other 56 existing organizations in ager managed
only US$ 26 million. In 2009, the 15 largest organizationsnaged 63%
of the commitments. These organizations in average wepansgble for
US$ 1,519 million. The other 125 management organizatiorsverage
were responsible for $ 106 million.

“Employees pledge their wages as collateral to loan.
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Table 2

Concentration of committed capital

Groups of organizations by size, measured by the amountrofitted capital at the end of each
period. Values are reported in US dollars

2004 2009
Organization Committed Percentage Averag€ommitted Percentage Average
for size Capital Committed Capital Committed
(USS$ bi) (US$ mi) | (US$ bi) (US$ mi)
5 largest 2.56 46 513 11.3 31 2,264.80
10 largest 3.61 65 361 18.1 50 1,811.20
15 largest 4.25 76 283 22.8 63 1,519.50
Others 1.33 24 26 13.3 37 106.50
All the Org. 5.58 85 36.1 257.90

Source: De Carvalhet al. (2006) and ABDI (2011).

Table 3

Stage of portfolio companies at the first finance round

Distribution of portfolio companies in December 2004 an@2@ccording to the stage
where it received the first finance rourgked capital pre-operational stagestart-up
the structuring stage of the business when the productd acéd; expansion expansion
of the activities of a company that already sells its prosiuleite stage the company
who has a stable growth rate and positive cash flother Stagesincludes Acquisition
finance (capital to acquire other companies), mezzaniabléstompanies with growth
potential), management buyout / in (contribution for theuasition of control), bridge
finance (capital prior to IPO), turnaround (capital for camies with operational and
/ or financial difficulties) and PIPE (private investment inbpic equity) investment in
companies already listed on stock exchanges

2004 2009
Stage Number % of Portfolig Number % of Portfolio
of firms of firms
Venture Capital 204 66.7 203 46.9
Seed Capital 36 11.8 33 7.6
Start-up 72 235 57 13.2
Expansion 96 314 113 26.1
Private Equity 102 33.3 230 53.1
Late Stage 42 13.7 186 43.0
Other Stages 17 5.6 17 3.9
PIPEs 43 141 27 6.2
Without Information 0 - 69 -
Total 306 100 502 100

Source: De Carvalhet al. (2006) and ABDI (2011).

The rise in the number of portfolio companies is anotherevie of the
industry growth (Table 3). It increased from 306 PC in 200842 in 2009.
There was also a change in the focus of investments, with@ease on
private equity vis-a-vis venture capital. The proportaifiPCs that received
their first investment in the VC stage dropped from 67% to 4&¥ile the
proportion of PE investments went from 33% to 53%. The nedaiticrease
in PE may be related to the increase commitments and aris@sflerough
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IPOs, as conjectured by Jeng & Wells (2000). Surprisinglyestments in
seed capital and start-up that require relatively smalitabipvestment fell
from 11.8% and 23.5% to 7.6% and 13.2% respectively.

In terms of industrial sector, investments were also vernceatrated,
even though the concentration fell. Table 4 shows that bEtwa®04 and
2009 the participation of five main sectors increased frof 54 57% of
the PCs. The IT sector remained as the most invested, bubare sell
from 30% to 20%. The sectors with highest growth were: Cocstn
(from 3% to 14%) and Energy and Fuels (from 2% to 11%). The trow
of energy sector was related to the growth in such marketziBnall be
the seventh largest energy market in 2030 (EYT-FGV, 200@)me&et the
growing demand for energy, it will be necessary that the uppenergy
increase at 3.3% per year over the next three decades. Fudies Brazil
is one of the leading countries in the development of clearggn The
growth of investments in building and construction wastsslao factors
such as: expansion of mortgage lending (from US$ 1.6 bililoA002 to
US$ 14 billion in 2007 according to YET-FGV (2008)); increas the
income of the poorest; and chronic housing deficit (7.8 omllhomes in
2005, according to YET-FGV (2008)).

Investments were geographically concentrated in some feazilgan
states (De Carvalhet al,, 2006, ABDI, 2011). The South and Southeast
regions concentrated the majority of the portfolio with Z@8s (91% of the
portfolio) in 2004 and 441 companies (92% of the PCs for witi@re is
information) in 2009. Investments were concentrated emesome states
inside these regions, e.g., Sao Paulo State had 44% of ttieljmoin 2004
and 57% in 2009.
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Table 4
Industry of portfolio companies

Number and percentage of portfolio companies aggregat&egember 2004
according to the leading economic sector of activity. Fanpanies that operate
in more than one industry, we considered only the main agtivi

2004 2009
Industry #offirms Percentage #offirms Percentage
Electronic and Tl 92 30.0 103 20.5
Building & Construction 9 2.9 69 13.7
Energy & Fuel 7 2.3 56 11.2
Communication 28 9.1 33 6.6
Retais 21 6.9 26 5.2
Agribusiness 8 2.6 25 4.9
Transport & Logistic 18 5.9 20 3.9
Food & Beverages 12 3.9 19 3.8
Infrastructure 9 2.9 19 3.8
Financial Services 10 3.3 16 3.2
Medicine & Cosmetic 8 2.6 15 2.9
Biotechnology 10 3.3 14 2.8
Diverse Services 6 1.9 10 1.9
Education 3 0.9 8 1.6
Entertainment / Tourism 9 2.9 7 1.4
Extractive Industry 2 0.6 7 1.4
Diverse Industries 52 16.9 55 10.9
No Information 2 0.6 0 0.0
Total 306 100 502 100

Source: De Carvalhet al. (2006) and ABDI (2011).

Table 5
Exits of business

Number of business exits conducted annually accordingeartechanism used in the 1999-2009
period. Not including PIPEs (private investment in publimigy). It is important to note that the
number of trades is not necessarily equal the number of coiefain general is different. For
example, a company invested in two PEVC funds is computed@butisinesses

Exit Year
Mechanisms 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
IPO - - - - - 5 8 17 19 1 4
Secondary Sale 1 18 5 4 5 4 6 12 10 16 10
Trade Sale 4 13 8 6 6 15 4 6 12 27 11
Buyback & Write-off 3 5 30 20 13 14 6 7 7 17 12
Total 8 36 43 30 24 38 24 42 48 61 37

Source: De Carvalhet al. (2006) and ABDI (2011).

The means of exiting investments also changed over timele Eate-
ports exits in the PEVC industry from 1999 to 2009. At the begig (1999
to 2004) there were several failures: buybacks and wrieejpresented
approximately 50% of the exits. Ribeiro & De Carvalho (20@8%ociate
this high number of failures to investments in the dotcomsnduthe late
90’s. Subsequently (2005 to 2009) the number of failuresedesed: buy-
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backs and write-offs represented only 23% of the exits.sHkitough IPOs
began only in 2004. This was a milestone for the Brazilian BEwustry,

because it showed its capacity to perform the complete imasg cycle.
Between 2004 and 2009 there were 115 IPOs in Brazil, 54 ofwhviere

of PEVC backed companies.

4. PEVC funds organization
4.1 Legal structure

In the US, limited partnerships (LP) are the most appropriagal
structure for PEVC (Sahlman, 1990). Its main advantage ds phofits
are not taxed at the partnership level. Each investor dsliex on profits
at their own tax rate. Thus, pension funds, major investoPEVC, do not
collect tax on their PEVC investments. In Brazil there is egal structure
such as limited partnership. PEVC funds have used diversd &ruc-
tures. De Carvalhet al. (2006) show that the holding company was the
most widely used fund structure. Limited partnershipscitmed offshore
were also commonly used. The holding company model in Briaawever,
has two important shortcomings for PEVC: profits are taxethathold-
ing company level and there are limits to the appropriatibtar shields
generated by losses on unsuccessful investments. To acienirthese lim-
itations, Comisszo de Valores Mobiliarfo@CVM) established investment
funds — FIP and FMIEE- that allow complete appropriation of tax shields
and investors to collect income tax at their own tax rateonF2004 to
2009 the proportion of investment funds structured as FIFMIEE in-
creased from 33% to 42%.n the opposite direction, funds structured as
holding companies decreased from 20% to 13%. The propoofidands
structured as LP offshore remained stable: 30% in 2004 af@ia&009
(ABDI, 2011).

One of CVM requirements for FIP and FMIEE funds is the use of ar
bitration panels for settlement of conflicts. With the iresed use of such
funds, from 2004 to 2009, the proportion of funds that uséraition panels
raised from 19% to 76% (De Carvalled al, 2006) (ABDI, 2011).

®Brazilian security and exchange commission.

®Fundos Mutuos de Investimentos em Empresas Emergentd&idreated through
ICVM 209 on 25/Mar/1994 and Fundos de Investimentos em épaigdes (FIP) created
though ICVM 391 on 16/Jul/2003.

"We are not aware of available data for before 2004.
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4.2 Funds life

The distribution of funds’ life did not change significanttpm 2004 to
2009 De Carvalhet al.(2006), ABDI (2011). Most vehicles had economic
life between nine and 10 years (34% of funds in 2004 and 329009R
Funds with duration between seven and eight years came rgx28%o
in 2004 and 27% in 2009. Between 2004 and 2009 appeared fuitlds w
duration of less than 5 years (4% in 2009). Covenants foireggmssible
life extension were very common. The most frequent extengariod was
two years (43% in 2004 and 41% in 2009). The use of other extens
periods increased: one year extension rose from 3% to 1383 gears,
from 3% to 21%. Funds with defined life and without extensiemiqx
increased from 13% to 21%.

4.3 Limited partners intervention in the fund management

The participation of limited partners in the fund managenigan im-
portant peculiarity of PEVC in Brazil. De Carvalled al. (2012) argue that
in principle such participation could be functional: whée teverage buy-
out is the predominant business, GPs must obtain the apmbeeeditors
for each one of the deals (Axelsenal, 2009).

However, in economies where there is no readily availalhg-@rm
credit, as in Brazil (Souza Sobrinho, 2003), leverage btsyate not pos-
sible. As consequence, there are no external agents teeciar GPs in-
vestment decision. Therefore, oversight from LPs coulddpapriate (at
least in principle).

LPs in Brazil have acting in the investment process eithexctly or
through investment committees. Their interference vagigsificantly de-
pending on the type of majority required for a decision in thenmittee
(simple majority, qualified majority or unanimity). TablesBows that LPs
control over the decision to invest in a new company increéaeom 2004
to 2009 the proportion of funds with investors committee ifeom 55%
to 65%. The proportion of funds that require qualified m#yoimcreased
from 18% to 30%, becoming the most used structure. The ptiopoof
blind pools (structure in which the LPs have no active pguditon) fell
from 28% to 15%. The proportion of pledge funds (structure/tiich each
individual LPs have complete control over participatinghot on each pro-
posed investment) remained stable at near 6%.
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Table 6
Criteria of funds for approving the investment

Number of funds according to the model for approval of nevegtments. Others
consist in options like specific opportunities, board, eéttedge Fund: where
investors decide individually whether to participate osreavestment. Blind
Pool: investors do not participate actively in investmestisions

Level of Delegation 2004 2009
Funds % Funds %
Blind pool 27 28 19 15
Full control of the investor 7 7 1 1
Funds with the Investment Committee 53 55 83 65
Simple majority decision 23 24 32 25
Qualified majority decision 17 18 38 30
Unanimous decision 13 13 13 10
Pledge fund 6 6 8 6
Not applicable / no information 4 4 1 1
Other 0 0 16 13
Total 97 100 128 100

Source: De Carvalhet al. (2006) and ABDI (2011).

LPs participation in the investment process sometimes lgexsnd the
screening of proposals. It is quite common that LPs be inctlicentact
with PCs and even take part in the exit decision. From 20040@9 2he
proportion of managing organizations that promote at leastmeeting a
year between LPs and PCs increased from 53% to near 65% (/&BDL1).
In 2004, GPs had full control over the exit decision in 38%/a funds,
the investment committee in 31%, and GPs and LPs decidedhtgm
38%. This picture is slightly different when one takes comnmeints as
reference; the funds for which GPs had full control repres#65% of the
commitments, investment committees over 17%, and GPs astblgether
over 16%. According to De Carvalkai al. (2006), this result suggests that
GPs of large funds have more control over in the investmemtgss than
those managing small funds.

To our knowledge, De Carvalret al. (2012) is the only study that em-
pirically examines the effect of LPs participation in thegatment process.
They found that funds with investment committee, when camgbto those
without it, present inferior performance.

4.4 Compensation

GPs compensation usually has two components: managengeahde
carried interest. The basis for the management fee usuiiiradacross
investment and post-investment periods (De Carvalhal., 2006, ABDI,

8ABDI (2011) does not provide comparable data for 2009.
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2011). During the investment period, the most common basise com-
mitment (55% of the funds in 2004 and 63% in 2009). For the -post
investment period there was a growing use of market valuavestments
(from 29% to 45%) and the cost of investments (from 12% to 27§ use

of commitments in the post-investment period declined f&8% to 12%

of the funds. In 2004, the most frequently used managememée either
2% or 2.5% of the basis (used in 41% of the funds). Also in 26244 of
the funds used carried interest of 20%. The most common n{adet! in
39% of the funds) provided carried interest of 20% and mamage fee of
either 2% or 2.59%.

4.5 Affiliation of managing organizations

Similarly to countries in which PEVC is well establishedgdépendent
organizations are emerging as the predominant form of niagaggani-
zation, while the number of organizations affiliated to ficiahinstitutions
or to the State has declined. The proportion of independeyanzations
increased from 63% in 2004 to 85% in 2009; financial institutaffiliates
declined from 28% to 12%; and State affiliates decreased 8#nio 1%.
The picture is similar when we one considers capital comenitist in-
dependent organizations increased from 54% to 80%; finkinsigtution
affiliates declined from 38% to 16%; and State affiliates rzaied their
share at approximately 3%. Interesting, one should not&¢lae absence
of corporate ventures: four funds in 2004 and only two in 2009

4.6 Origin of managing organizations

Managing organizations with Brazilian origin were predoarit. The
number of affiliates of European institutions increased|exthat of North-
American ones decreased. The participation of domest@nizgtions re-
mained stable between 2004 and 2009 at nearly 75% of the inagi@ns
and 60% of commitments. The participation of North-Amemicagani-
zations decreased from 14% to 2% (from 10 to 3). However, imgeof
commitments the fall was not so sharp: from 31% to 18%. Owrgdiuns
from Europe increased from 6% to 16% (from 3% to 9% in termsoofic
mitments).

°ABDI (2011) does not provide comparable data for 2009.
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5. Investing Process

5.1 Deal flow and screening

In line with the rise of the industry, the number of investingroposals
analyzed doubled between 2004 and 2009, from 840 to 168 kperfow-
ever, the proportion of deals that went through due diligethecreased. In
2004, 17% of proposals that were analyzed went through digewice; in
2009, only 5.5%. The proportion of companies that had uraerglue dili-
gence and were invested increased significantly from 25%4%6.5These
results suggest that GPs passed through a learning pracgssproved
their screening skills. Apparently, they became more delimgnwhen an-
alyzing proposals, thereby reducing the possibility oécépn during due
diligence. Another evidence of improved screening abiltythe fall in
the proportion of managing organizations that evaluateds#éme proposal
more than once from 65% to 30% (De Carva#ial., 2006, ABDI, 2011).

5.2 Closeness to portfolio companies

Two of the most important activities of GPs during the inirstpro-
cess are monitoring and value addition. Both activitiesuiregcloseness
between GPs and PCs. The closeness increased over time. pntamt
indicator of these activities is the frequency with whictalis of directors
(BD) of PCs meet. From 2004 to 2009 the percentage of manageme
ganizations for which the BDs of PCs meet at least once a moateased
from 47% to 67% (De Carvalhet al., 2006, ABDI, 2011). Similarly,
the percentage of organizations for which the interval eetwmeetings
is greater than two months fell from 31% to 19%.

Another indicator of closeness is the number of hours in mgetper
month that GPs spend with their PCs. In 2004, 35% of the manege
organizations (responsible for 52% of the aggregate dan}fdedicated 5
to 10 hours a month in meetings and telephone conversativheach PC;
31% of the organizations (responsible for 24% of the pddjapent 10 to
30 hours per month. Surprisingly, 18% of the organizatiggensless than
5 hours per month?

5.3 PEVC without equity control

A peculiarity of the Brazilian economy is the unavailalyilbf long-
term credit. Commercial banks generally supply only skemt loans

1°ABDI (2011) does not provide comparable data for 2009.
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with terms not exceeding one year (Souza-Sobrinho, 20083. ohly sig-
nificant source of long-term loans is Banco Nacional de Desdeimento
Economico e Social (BNDES). However, their loans are lidhite value
and restricted to priority projects such as, infrastrugtimcentives for im-
port and export, acquisition of equipment and machinergpeced in the
country. Because of this, leveraged buyouts are not claistit of PEVC
in Brazil, as in the US. Concomitantly, the need for divecsifion of PEVC
funds limits the amount that can be invested in one singlepeom As con-
sequence, GPs are unable to acquire the equity controlgs taampanies.
Alternatively they have to share the control. In 2004, PEX\&stors were
part in the controlling group of only 115 of a total of 325 dedPEVC in-
vestors with a minority stake occurred in 26.2% of the de@le absence
of full control was usually made up by the acquisition of spkgghts such
as veto power on key matters. In 2004, minority participatiath veto
power occurred in 38.5% of the deals (De Carvathal., 2006).

ABDI (2011) reports that in 2009 61% of the deals embeddedesom
special right to compensate for the lack of equity conttorhe most com-
mon ones were: the right of veto in cases of mergers and atiguss 95%
of the deals; on the investment budget, 91%; on the annuaetu86%;
on indebtedness, 86%; right to subscribe new capital, 46%deag along,
15%. Another frequently foreseen right is that of preferretirn on in-
vested capital. In 2009 about 23% of the deals had this cowefiae most
frequent terms were: invested capital plus minimum retanreise of trade-
sale, 79%; recovery of invested capital in the event of tigtion, 36%; and
dividend income, 36%.

"The data from De Carvalhet al. (2006) and ABDI (2011) are not comparable. The
first one focus specifically on minority stake with veto powaed the second one, on special
rights to compensate for the lack of full control (not onlyoeower).
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