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Latin American hedge funds, especially in
the region’s largest market, Brazil, have long
been bolstered by domestic investors, as
much if not more than foreign capital. But
that may be about to change after a year in
which across-the-board enthusiasm for
emerging markets in general and Brazil in
particular has prompted a new wave of
interest in managers in the region.

That enthusiasm has been fuelled by
above-average performance. According to
research group Eurekahedge, its Latin
American hedge fund index was up just
under 14 per cent in the nine months to the
end of September, compared with 12.7 per
cent for emerging markets as a whole and
less than seven per cent for hedge funds in
North America, Europe and Asia. In 2005 the
Latin American index posted a gain of 18.9
per cent.

Florian Bartunek, a founding partner of
Constellation Asset Management in São
Paulo, says the difference is palpable when
he travels to meet potential investors. “As one
of the largest offshore hedge funds in Brazil
investing in long/short equity, with a six-year
track record and no down years, we are in a
sweet spot,” he says. “In New York last week
I was having six or seven meetings a day.
When I was there 10 years ago, it was really
tough to get anyone to see me.”

Bartunek says interest is mainly driven by
the desire of US and European investors to
diversify away from developed markets,
either in search of higher returns or to
reduce their allocation to dollar-denominated
assets. At the same time, emerging markets
looking much more attractive thanks to a
more positive economic and political
backdrop: “Most countries are running
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current account surpluses, inflation is not an
issue for most of them, there is political
stability, they account a much larger share of
global trade than in the past, and standards
of living are rising rapidly.”

In the past, he argues, investors have
tended to favour global emerging market
funds run out of New York or London,
seeking local exposure only in Asia, but this
is starting to change. “First, fund of fund
managers are looking to differentiate
themselves from their peers by generating
alpha,” Bartunek says. “Given that most
funds of funds don’t have local exposure to
Latin America, those that do will certainly
have different and probably better
performance.

“Secondly, the macro numbers, especially
for Brazil, are very good, with falling interest
rates and an economy that’s picking up,
which sets it apart from much of the rest of
the world. In addition, there are now maybe
20 eligible Latin managers of sufficient size
and with a long-term track record. You have
macro managers who have been generating
positive returns for the past 10 to 20 years,
even in a volatile environment. Investors
coming here are pretty impressed with the
quality, sophistication and performance of
the local managers.”

Over the past decade or more, hedge fund
managers – many of whom honed their skills
on the proprietary trading desks of
investment banks – have been capitalising on
an unusual aspect of the Brazilian market that
stems from the legacy of the country’s long
years of macroeconomic mismanagement
including soaring public debt, hyperinflation
and vertiginous boom and bust cycles.

Even now, less than 10 per cent of
Brazilian fund investment is in long-only
equities, a market scorned by many investors
as a casino. When fixed-interest instruments
were yielding more than 20 per cent and real
returns were in double digits, volatile shares
held little appeal, leaving the field open to
managers of domestic hedge funds who
could offer more attractive returns.

Today interest rates have fallen to around
14 per cent and continue to decline, leaving
the traditional investment staple of money-
market funds looking less attractive than in
the past. Says Bartunek: “Brazilians used to
returns of up to 25 per cent a year from

investing in the money markets but who are
no longer making as much as they used to
are becoming more aggressive, and are
reallocating part of their investments from
money-market funds to hedge funds. Instead
of making 14 per cent, they want to make 16
or 17 per cent. It’s not global macro where
you can win or lose big, but money markets
with some spice.”

Bartunek says the interest in Brazil from
foreign investors is now starting to swing the
balance more toward offshore funds, whose
numbers traditionally have been smaller than
the domestic hedge funds industry. “In the
past, it has been a lot easier and cheaper to
raise money locally than abroad,” he says.
“To open a fund in Cayman, the Bahamas or
Bermuda, you need $10m to $20m, which is
a lot of money for Brazil, so the industry is
much stronger in local than offshore vehicles.

“However, there are now more launches
of offshore hedge funds. I would estimate
that assets under management in offshore
vehicles managed by Brazilians have
doubled in the past two years. Secondly,
there are new strategies offered in the
market. During the 1990s, everyone was
macro, but now you’re starting to see
long/short equity, value-oriented and special
situations. It’s very similar to the process the
US industry went through 20 years ago.”

Kelly Maurice, senior manager for
international services with Royal Bank of
Canada Representacoes in São Paulo, says
the choice of strategies available from Latin
American managers has grown onshore as
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The Latin American alternative investment
funds segment continues to prosper. The
universe of onshore and offshore funds
concentrated on Latin America strategies
has definite momentum. The continued
appetite by institutional and private investors
to invest in the region can be further
witnessed by the flourish of LatAm-centric
hedge funds conferences. Similar to parallel
global market strategy managers, these
conferences provide a meeting point for the
best Latin American hedge fund managers to
showcase their wares and profile the
benefits of investing in the region.

In parallel to outside investor interest into
the region, many high net worth and
institutional Latin American investors are
allocating more of their investment portfolios
to global alternative strategies. Hedge funds
and funds of hedge funds are also being
developed for a broader affluent client
segment, which has also helped fuel the
growth of the alternative asset sector.

There are two primary routes for
investment: a segregated managed account
or direct investment into a hedge fund or fund
of hedge funds. The fund of hedge funds
option is gaining popularity as an investment
vehicle as it allows investors access to a
larger number of hedge funds, which might
not be possible with a segregated account
due to minimum fund subscription levels.
Many Latin America investment managers are
catering to both options for onshore and
offshore investors alike.

Looking specifically at fund of hedge
funds custody and fund administration, the
key for investment managers, fund sponsors
and institutional investors is to identify and
partner with a service provider that can offer
a truly integrated service. By avoiding the

use of separate fund administration, custody
and finance lenders, clients can consolidate
their focus on ensuring the service and
reporting they receive is accurate and meets
their evolving needs.

As a specific example, fund of hedge
funds custody and fund administration is
rather unique when compared to many other
fund asset types. Unlike traditional exchange
traded/depository eligible long equity, fixed
income and money market securities, hedge
fund custody and fund of hedge funds
administration is inherently manual. Whether
it is the trade order/settlement process, the
balancing to underlying hedge fund registrar
holdings, or weekly estimates and month
end NAV pricing, every step along the way
requires manual intervention and processing.

This is in direct contrast to traditional
asset funds, which can benefit from straight
through processing settlement and electronic
reconciliations with global depositories, and
real-time securities pricing from third party
financial information providers. Although, in
principle, custody and fund administration
requirements for funds may look very similar
across asset classes, one cannot discount
the inherent nuances specific to funds of
hedge funds. In order to operate successfully
in this space a provider must ensure it has
dedicated hedge fund securities processing,
valuation and reconciliation functionality in
place.

The RBC Financial Group has been
serving the Latin American market for over
100 years. RBC Global Private Banking is
seeing sustained demand from Latin
American alternative investment clients and
is committed to meet their “flight to quality”
and evolving service needs in this dynamic
asset segment. "
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well as offshore as the market grows and
matures. “Managers are getting more sector-
specific or asset-specific and diversifying as
time goes by,” she says. “They may start with
a multi-strategy approach for their first fund,
but as they grow and gain market presence
and confidence, they add different styles.”

Mauricio Levi, chief investment officer at
Fama Investimentos, sees continuing interest
in domestic hedge funds despite the influx of
foreign money. “Local investment in hedge
funds has increased, especially with interest
rates going down in Brazil,” he says. “People
are leaving money-market funds for more
profitable investments, even if they carry
more risk. The fund industry has grown a
little, but it’s mostly a migration between
money-market and hedge funds.”

Adds Maurice: “There has been an
increasing interest in traditional long-only
investment since the local interest rates have
started to come down. You’re beginning to
see movement in the local market,
particularly from large Brazilian corporations.
Over the next year, though, I expect to see
migration from some local investments to
international hedge funds, a tendancy that is
already underway.”

She notes that the fund of hedge funds
sector is one of the leading growth areas for
the Latin American fund industry. “It can be
easier to run a fund of funds than to manage
a large number of segregated portfolios,” she
says. “We’re seeing more and more funds of
hedge funds being created as segregated
accounts are flowing into formally structured
vehicles. In addition, local investors are much
more interested in international funds of
hedge funds, since they are accustomed to
them in the local markets to start out with.”

Domestic hedge funds in Brazil could
receive a boost if industry efforts now
underway are successful in opening up the
market to foreign investors, to whom it has
been unattractive up to now because of tax
considerations, according to Enio Shinohara,
an emerging markets fund of funds manager
with Claritas Investments.

He says: “The national association of
investment banks, a non-profit organisation
grouping all asset managers including hedge
funds which is active in self-regulation and
encouraging best practice, is trying to put
together more friendly regulations that would

allow foreign investors and allocators to
invest in onshore funds. There is momentum
building to facilitate access for global
investors, although it would require tax
changes to make this attractive.”

Shinohara says that firms like Claritas are
looking both to diversify their investor base
and boost asset growth by tapping into the
demand from foreign investors. However, he
cautions that some of the money currently
seeking out opportunities in Latin America is
likely to be hot money that will flee
elsewhere if there are many more upsets like
the market correction earlier this year that
abruptly reminded investors that volatility has
not been banished forever from the region.

“There are two very distinct groups of
allocators looking at Brazil and Latin
America, with quite different objectives,” he
says. “One is looking for alpha, for
uncorrelated returns, and the other is looking
for beta. The first and much smaller group
sees Latin America as a region in which you
can make money from market inefficiencies.
They have been doing their homework
regarding the shape of capital markets in the
region, and which managers are capable of
capturing those opportunities.

“For the bigger group, Latin America is
another emerging market. If you believe the
BRIC story, you’d better have money in Brazil
and possibly other Latin countries. There is
growth in the region, albeit more modest
than in South-East Asia, so they need to be
here. But I don’t think this toe-in-the-water
strategy is sustainable in the long run.
Markets are cyclical, and this kind of money
will be the first to leave when there is a
correction. These investors don’t really have
the conviction that it is a region in which to
make money from alpha rather than beta.”

Brazil, Shinohara notes, remains not only
the largest market in Latin America but the
focus of the region’s indigenous hedge fund
industry, accounting for at least 90 per cent
of managers. There also a number of leading
funds in Argentina, including notably
Copernico Capital Partners, and a handful in
Chile, but managers say that most managers
focusing on Mexico do so from the other
side of the Rio Grande.

“There are some subtleties and
differences between Latin countries, both in
terms of fundamentals and the range of
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opportunities and liquidities in the market,”
he says. “Brazil is still the flagship market for
the whole region, and that’s where most of
the opportunities are. From a fund of funds
perspective, the main driver channelling
money to Latin managers is the huge
opportunities resulting from market
inefficiencies, which are inversely
proportional to the amount of capital that is
deployed in the market.

“Latin American markets are relatively
small even compared with other emerging
markets, although not illiquid – quite the
opposite in some segments like fixed income
and currencies, where liquidity has improve
quite dramatically. But inefficiencies still
persist, regardless of market direction over
the next few months or years. The returns
from the bellwether names of the hedge fund
industry over the past two years are largely
uncorrelated to any other region. At the end
of the day it’s a story that is almost
independent of what’s going on on the
political or macroeconomic side.”

Javier Guerra, chief executive of Bulltick
Capital Markets in Miami, says the correction
this year was a wake-up call for managers
and investors who had started to think Latin
America was a one-way bet. “It’s been a very
difficult year, to say the least,” he says. “Latin
America, and emerging markets as a whole,
have been in a virtuous cycle for the past
four years, but people realised in May that
these are still emerging markets.

“Although the macro numbers in several
larger countries are already sound and are
still improving, there is still a lot of volatility,
for instance linked to political situations. The
election stand-off in Mexico has shown how
fragile a lot of the institutions in Latin
America actually are. There are a couple of
economies linked to commodities and
especially oil, the assets in the market with
the greatest volatility, which is another
ingredient for risk. In addition, it’s no secret
that on the political side there are leaders
leaning toward radical populism, like Hugo
Chavez in Venezuela, Evo Morales in Bolivia
and Andres Manuel Lopez Obrador in
Mexico.

“These elements are common
denominators in the region, which makes it
very difficult for investors. Hedge funds in
emerging markets have had very good

returns over the past few years, but I
wouldn’t be surprised if people are in for a
bumpy ride in the future. People are used to
earning returns in the high teens or greater,
but that has been more down to the cycle
than to manager capabilities – not that there
aren’t some very good managers there.”

Guerra believes the big opportunity to
make money in Argentina may have passed.
He says: “The big recovery opportunity in
Argentina was two or three years ago, when
you could strike gold, buying companies at
10 cents on the dollar, and I am ambivalent
on Argentina right now. The only companies
we are dealing with are those like exporters
that have dollar cash flows. Politically, we will
have to wait and see if the measures they
are taking are for the good, and if they are
long-lasting.”

By contrast, he says, Brazil is currently
going through a normalisation stage
experienced by Mexico a decade ago, as
the authorities try to force the country’s vast
informal sector into the tax-compliant
mainstream. “You see the authorities with
really sharp teeth, in way that Mexico
experienced in the years from 1994 onward,
and which has made it a much more
modern and easy country in which to work. I
don’t know whether we’re talking a couple of
years or longer, but it will become
investment-grade. I probably wouldn’t invest
short-term in Brazil, because the risk
premium is not there, but in the medium
term, the outlook is very good.” "
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Latin America offers good financing
opportunities that yield superior risk-adjusted
returns for sophisticated investors – such as
hedge funds, active participants in this space
– that do not have the lending constraints
typical for banks and other regulated lenders.

These opportunities are driven primarily by
the absence of the regular funding provided
elsewhere by banks and debt capital markets.
Latin American banks and credit providers
largely concentrate on very specific sectors,
such as mortgage banking and consumer
lending, and credit is limited to the largest and
best-known companies. Another exception is
limited trade finance provided by specialised
entities or multinational commodities buyers,
but otherwise companies in the region face
an acute shortage of available credit.

Asset-based lending has been exploited
for some time in the US by non-banks,
principally hedge funds. Hedge funds
frequently take on a merchant banking role,
in some cases investing directly in cash flow-
producing projects linked to critical assets
that can also comprise an adequate collateral
package as additional security for the loan.
Bulltick has identified varied and numerous
opportunities of this kind in Latin America.

Risk-adjusted returns are in some cases
better than those available in the US, for
various reasons. Because there is a smaller
pool of liquidity, lenders can demand higher
rates. At the same time, sectors such as
energy, transformation industries and
transportation offer healthy profit margins
that allow companies to pay very attractive
rates. Borrowers are more ready to provide
attractive collateral packages and pledge
additional assets because of the opportunity
cost of lacking sufficient access to capital.

Obviously, the value of collateral depends
on being able to execute the lien on the
assets in the event of default. In most

projects, Bulltick tries to structure the
investments in such fashion that the
collateral is either owned directly by the
entity providing the loan, or where possible
the asset is transferred to a benign
jurisdiction where quicker remedies are
available in the event of default.

Bulltick aims to concentrate on strategies
involving good businesses with healthy profit
margins but with no access to capital. All
industries are correlated to the market to a
certain degree, but our investments are
dependent not on market direction but the
ability to isolate credit risk from the
performance risk of a particular project.

Private equity has proved a very difficult
proposition in Latin America, where there’s
no middle ground between complete success
and complete failure. Many companies are
still tightly controlled by families
unaccustomed to sharing decision-making or
control with corporate governance bodies,
and there is very limited access for liquidity
of those investments in the public markets.

A midway solution involves sharing the
operating profit of companies via financing,
but not in the same way as banks.
Companies may have unreliable financial
statements or be intermingled with family or
related party expenditures. One solution is to
create an entity capitalised with assets from
the company, lending through this vehicle
and sharing the cash flows into that entity
with the borrower.

This strategy aims to generate returns
uncorrelated to the market and less volatile
than simple equity investments. Because
these investments typically range in length
from one to three years, they are aimed
mainly at very large funds, and those that
specialise in illiquid investments and have
lock-up restrictions that enable them to invest
over a longer cycle. "
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