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Success for Argentina’s Debt Swap

Despite harsh criticism by bondholders, most
creditors held their noses and took the Argentine
government'’s offer of a 70% haircut. Many foreign
creditors rushed to accept the terms at the last
minute. Page 3

Brazil Strengthens Investor Rights

Many Brazilian companies for the last 60 years have
been controlled by a single family. A new
Corporation Law and other changes hold the hope that
minority shareholders, including foreign investors,
will be treated more fairly. A special interview
examines the legislative and regulatory improvements
in corporate governance in Brazil, and notes the
practical effects of the changes. Page 4

Why Due Diligence Fails to Uncover
Problems in Latin American Companies

This article looks at the reasons for the failings, and
notes how the process can be improved so that
unpleasant surprises—after the merger is
complete—can be avoided. Page 5

Will Bolivia’s Anti-Corruption Bill Help?

An anti-corruption bill is presently winding its wa
through the Bolivian congress. If passed, the law will
be directed at wrongdoing at all levels of
government. Page 7

Taking Advantage of Brazil’s New Public-
Private Partnership Law

Two articles examine the fine print of the PPP law,
including drafting requirements and the all-
important issue of assigning assumptions of various
risks. Pages 9 and 10

Will Brazil Adopt More Realistic Thresholds
for M&A Reviews?

A draft law in the Brazilian congress would change
the merger review system to provide approvals—or
denials—of M&As in a more timely manner, and raise
the thresholds that would trigger review. Page 11

Will Fenix Project Be the Model for Opening
Mexico’s Oil & Gas Sector?

The Mexican government is trying a new approach to
entice foreign investment in the one sector of the
petrochemical industry where private participation is
permitted. New rules permit private companies to
operate without PEMEX participation. Page 22
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Investor Perspective

Lessons Learned from Due Diligence in Latin America

by Maria Gabriela Sosa and Gonzalo Pacanins

[Editor’s Note: This article reviews some of the most
common pitfalls of due diligence examinations of com-
panies in Latin America. A future article will focus on
the difficulties often found when evaluating the com-
petitiveness of the target company in the local market.]

Unfortunately, the following example is all too com-
mon. A medium sized manufacturing company head-
quartered in Michigan has decided to enter the Brazilian
market by acquiring a Sdo Paulo manufacturer of metal
fasteners. The usual cadre of lawyers, accountants, and
in-house staff spend months reviewing the target com-
pany, and issue a favorable report at the conclusion of
their due diligence survey. The papers are signed, and
company management is pleased with the outcome.

However, since finalizing the deal, positive forecasts
and indications of compatibility have been dashed by sur-
prises about the acquired firm. A closer look reveals that
plant assets were overvalued in the financial statements.
Six months after the acquisition, operations were halted due
to a government crackdown on permit compliance. Costs
are steady, but revenues have fallen precipitously.

While many in management will be asking how did
it all go so wrong, so soon, for our purposes, the ques-
tion should be, could the results have been predicted?
Many times, the answer is simply “yes.”

In this example, and in many real life cases (the ex-
ample was a composite of several real life cases), the prob-
lem lies largely with the due diligence process. Many
mergers and acquisitions with companies in Latin
America and the Caribbean (LAC) have fallen short of
expectations for reasons that have much to do with the
failure of the due diligence process to take note of rel-
evant information and to relay this information to man-
agement. The failure in part lies with the types of people
who are often chosen to perform due diligence and in
part with structural limitations that frequently charac-
terize due diligence in Latin America. This article at-
tempts to both point out the areas where due diligence

Maria Gabriela Sosa (mariasosa@bg-consulting.com) is
Vice President of BG Consulting, Inc., a consulting firm
specializing in developing business in emerging markets.
Gonzalo Pacanins is a M&A specialist, former CFO and
CEO of various AES companies in Latin America.
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has failed, and to note how the procedure can be rem-
edied to deliver accurate information about target com-
panies in Latin America or the Caribbean.

Look at Yourself First—and Differently

Typically an acquiring firm directs most of its due dili-
gence energies on an examination of the target company.
However, a deal’s success is equally dependent on an accu-
rate assessment of the acquiring firm’s internal position and
how this position will change when analyzed outside its
home environment and confronted with different competi-
tors. The buyer must identify its own strengths and define
its plan for growth for any new acquisitions.

Special consideration must be paid to the target’s
market. What can be considered a powerful strength in
the U.S. may not necessarily be one in LAC. Knowledge
of the region is required. For example, the acquiring com-
pany might assume its innovative worker-training and

Since finalizing the deal, positive
forecasts and indications of
compatibility have been dashed by
surprises about the acquired firm.

compensation program, which has allowed it to retain
skilled employees and beat competitors on turnover
costs, would provide the same advantage in international
markets. However, labor laws in LAC might transform
those benefits into burdens that seriously impair the
company’s competitiveness.

There are countless instances by which a firm can
incorrectly evaluate its competitive position by failing
to account for differences in international markets. On
the positive side, the greater the extent to which the new
environment is accounted for, the more accurate a due
diligence will be.

By evaluating itself in an international context, a com-
pany will be able to better define the desired character-
istics of an acquisition target. Furthermore, a firm’s ac-
curate understanding of its competitive position abroad

Continued on page 25
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Due Diligence (from page 5)

will allow for greater ability to identify red flags (signs
of caution) and deal breakers during the deal structur-
ing process. Armed with a well thought out and clearly
defined set of answers to “what if” issues that may come
up in the due diligence process, a firm improves its ne-
gotiating position. It knows that it's OK to walk away if
the deal-breaker condition cannot be resolved.

Common Mistakes in Due Diligence in LAC
Companies

Mistake #1: The Wrong Due Diligence Team

Frequently investors start off at a disadvantage in
the due diligence process by lining up the wrong team,
or similarly, in not using the best players at the right
times. Due diligence assessments are often conducted by
business developers, lawyers, and accountants—in some
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cases separately—while technical personnel, uniquely
qualified to value many of a firm’s fixed assets, are
scarcely utilized—and often only during the final stages
of a due diligence. Such a lack of technical expertise of-
ten means that problems with sophisticated machinery
or other equipment may go unnoticed until after the deal
has been signed. By including technical experts in the
due diligence process from the beginning, a buyer can
obtain a more accurate picture of a target’s assets.

Just as technical experts can spot problems with so-
phisticated machine tools, experts who understand both
the buyer’s industry and local business conditions need
to be called in to assess the investment climate. As the
acquiring firm’s management is interested in instances
where the target’s activities deviate from what is typical
in its home country, the team must also understand the
buyer’s business environment. While having a bi-cultural
assessment team does not require that each team mem-

Continued on page 26
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Due Diligence (from page 25)

ber understands both contexts, it does compel a team to
contain experts from both business environments and be
sufficiently integrated to allow information exchange
between team members from the distinct cultures. ALAC
expert with no knowledge of the local environment of
the buyer will probably not detect which situations could
be harmful or not convenient for the buyer. LAC experts
could consider something normal that the buyer could
deem absurd or unacceptable.

Such problems persist even when due diligence is
conducted by large international firms with offices lo-
cated near the target firm. Often in such cases, informa-
tion gathering is done entirely by the international of-
fice. The information is then passed to the home office
where the evaluation is completed and presented to the
client. In such cases, the home office’s absence during
the information collection process leaves room for errors.
Taking again the example of equipment maintenance, an
international assessment team that is inexperienced with
the lower standards of the buyer’s business environment
might report equipment had been well maintained (based
on maintenance records at the target company) when a
lower evaluation would be more accurate to the reader
of the report in the home office. The result is an overstat-
ing of the value of the equipment.

Mistake #2: The Due Diligence Checklist—The First Two
Seconds of a Two-Hour Movie

Due diligence has become largely standardized. As
a result it does not allow for flexible interpretations
and ignores many of the factors critical to a sound in-
vestment evaluation. Each buyer and each target is
different. Thus, each due diligence needs to be cus-
tomized to the parties involved and to the particular
conditions of the target’s market. The following are
factors about which those performing due diligence
in LAC should take particular care:

Accounting practices: Understanding differences in
countries’ accounting practices, not just principles, is
crucial to properly valuing a firm. Generally, LAC com-
panies are more inclined than U.S. firms to adopt cre-
ative accounting practices. Although creative account-
ing is certainly not unique to Latin America, unstable
economies and changing tax regimes promote ambi-
guity and lack of consistency in accounting. As a re-
sult, many different interpretations of the GAAP, not
necessarily based on the same standards used in the
U.S., may coexist in the company’s accounting system.

Ownership and control: Firm ownership in LAC
tends to be concentrated around individuals and fami-
lies. This situation is not always bad, but caution is
recommended since corporate governance rules are
less stringent in most LAC countries. Quite commonly
the owners have special ways of milking cash from the
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company. Thus, it is important to understand how the
owner makes money as well as how the company
makes money.

Internal auditors: Commercial laws are outdated in
most of the LAC countries. There are few restrictions
on who can be an internal auditor of a company. Con-
sequently, it is not unusual for shareholders or the
friends and family of shareholders to conduct internal
audits. These audits should be given little value in a
due diligence.

External auditors: External audits are often conducted
by firms with conflicts of interest. Frequently, external
auditors are simultaneously financial advisors or law-
yers for the companies they audit. They may have been
involved in many “creative” accounting and tax solu-

Unstable economies and changing tax
regimes promote ambiguity and lack of
consistency in accounting.

tions, which will not be revealed in company reports.
While such conflicts of interest are not exclusive to LAC,
weak enforcement and outdated legal codes increase their
prevalence in the region. When issues of conflict of in-
terest related to auditing show up in the due diligence,
the buyer should see them as red flags. In such circum-
stances, the auditor should be viewed as more of an in-
terested party than an objective evaluator.

Boards of directors: Likewise, conflicts of interest by
company board directors in LAC are common. In many
companies the boards of directors are largely made up
of members of the owner’s family, business partners
or friends. According to a recent USAID study in Cen-
tral America, boards of directors tended to vote as man-
agement wished. Such conflicts of interest could likely
remain an issue if the previous owner retains some
control of the company. To make matters more com-
plicated, board members are frequently well connected
and useful in facilitating a firm’s relations with the
government or other third parties. The “connections”
of some board members should be considered when
considering their removal after an acquisition.

Real estate: Special attention must be paid to real
estate titles. In many LAC countries, registration pro-
cedures make proof of title difficult and time consum-
ing. In addition, ownership of important assets may
be questioned due to multiple titles, zoning, squatter
rights, and risk of de facto expropriation. It is also im-
portant to note that in some countries (e.g., Guate-
mala), foreigners may not acquire land in some parts
of the country. Litigation over real estate in the wake
of acquisitions in Latin America has been all too com-
mon, and usually with poor results for the corporate
buyer. [
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