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Investors who traditionally were shy about
viewing Latin American investments as much
more than an opportunistic play are taking a
second look. Latin American hedge funds
have progressively moved to the long-term
side of international institutional and high net
worth individuals’ portfolios thanks to a more
stable economic backdrop and a new cast of
managers with access to a broader array of
tools. For those who know how to make the
most of these and future changes, plenty of
opportunities exist. 

Signs of economic stabilisation are
everywhere. Economic analysts signal
stronger macroeconomic fundamentals as
the foundations for a strong recovery
following the Brazilian crisis in 1998 and the
Argentine in 2001-2002. Fiscal and monetary
discipline translated into increases in central
banks’ reserves and decreases in fiscal
budgets. On the private sector side, an
important de-leveraging process has taken
place over the last three years, courtesy of
debt refinancing at favourable conditions and
increases in exports led by commodities, to
the fast growing economies of India and
China. These risk-lowering factors attract
investors to a growing number of locally-
based managers.

These locally-based managers themselves
represent a new breed of market leaders. In
the past, the Latin American investment
industry typically was dominated by long
only international players, but the region has
seen a growth in local independent
management groups who increasingly are
challenging the supremacy of the
international financial institutions. The new
guard is using new investment instruments
and the deeper markets for hedging tools to
construct more efficient portfolios with tighter
risk management policies. 

Although each country has its own
characteristics, it’s fair to say that with the
increase in the sophistication and quantity of
locally-based managers, we are seeing an
increase in the number of strategies: from

multi-strategy and global macro, to event-
driven and special situation; from long/short
equities to fixed income arbitrage. 

Independent of these market-driven
improvements, emerging markets and hence
Latin America have garnered more attention
as international investors increasingly have a
difficult time producing high performance in
their core investments. 

Of course risks exist. Geographical
concentration and long net exposures
remain a concern. In a region with a natural
long bias and high country focus, only a
small group of managers operate on a pan-
Latin American level and with low net
exposure. On the political front, although
democracy is well established in most of the
countries in the region, parliamentary and
presidential elections in eight countries over
the next twelve months will be a source of
volatility. Other major factors that affect the
economic stability come from outside the
region, namely sustained increase in US
interest rates, a decrease in commodity
prices, or a major international credit event.

With the EMBI Latam spread at its all time
low and the MSCI Latam at 1800, the
volatility will be welcomed. After all,
producing performance in any type of market
is what it’s all about. ■

Alejandro Kerschen
Managing Partner
Atlantic Alliance

E D I T O R I A L
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A new focus on Latin American alternative
assets among foreign investors starved of
substantial returns at home is coinciding with
the emergence of a new breed of managers
in the region whose skills have been honed
amid the political, economic and financial
turbulence that have repeatedly afflicted Latin
countries and occasionally the entire region.

A more benign economic environment,
including lower inflation and interest rates,
along with the increasing availability of
sophisticated financial instruments, is
prompting managers to branch out from the
multi-strategy and global macro approaches
that still account for the majority of hedge
funds, at least those that targeting a
domestic clientele.

The new focus on the region by investors
represents full circle in a cycle that began in
the early 1990s, when emerging markets were
strongly in fashion, only for portfolio
investment to progressively flee the region in
response to a series of setbacks that included
economic and/or financial crises in Mexico,
Russia, South-East Asia, Argentina and Brazil.

Says Florian Bartunek, a founding partner
of Constellation Asset Management in São
Paulo: “We have never seen such big
demand for Latin American managers from
outside. Global liquidity is very large, and
there’s a huge search for yield, so people
are looking at emerging markets.”

Constellation manages USD105m in assets
in long/short equity funds that invest in the
whole of Latin America, but with a strong Brazil
bias – around 70 per cent of the portfolio
consists of Brazil related trades. Most of the
money – USD82m – is in a Cayman-based
offshore fund, although the firm also runs a
long-only domestic fund that is now closed.

Says Bartunek: “When the fund started, it
was mostly Latin American investors, but

now the new money is mostly from US and
European institutional investors who are
seeing that Brazil has large managers with a
long track record” – and who are impressed
by an annualised return of around 19 per
cent, seven per cent volatility, and no down
year since 1999.

He says the approach of North American
and European investors to emerging markets
has evolved in distinct stages. “When people
invested in emerging markets 20 years ago,
their first thought was to hire a big US or
European name to manage your money, like
Capital, Scudder or Mercury.

“Later, instead of outsourcing the
management of emerging markets money to
the likes of Merrill Lynch, people turned to
emerging markets hedge funds, based in
New York or London. In the third wave, they
are asking why they should pay someone in
New York who is trying to invest across all
emerging markets to manage assets in
Brazil, Malaysia or Turkey, when they can
invest in a local manager, who is much more
aware of what is going on locally.”

He is echoed by Antonio Machado, a
partner with Paraty Investimentos, who says:
“The trend over the years is toward greater
interest in local managers. In 1992-95 there
was a lot of interest in local managers. Then
came the Mexican crisis, and interest
continued but was slow, but after the Asian
and Russian crises demand switched to
global players, and Latin American funds had
global outflows between 1998 and 2002. From
2002-04 there was renewed interest, but
much less than in the years before 1995, and
now we are entering a period in which flows
from global to local players will increase.”

This process started with Asia, Bartunek
argues, because a couple of years ago
growth rates there were much higher than in

O V E R V I E W
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Latin America. “But now people are looking
at Latin American managers for two
reasons,” he says. “First, they may generate
alpha for offshore investors. Most of fund of
funds’ emerging markets exposure is in Asia,
so investing in Latin America probably
differentiates you from your peers.

“At the same time, there is a thriving new
hedge fund industry. Foreign investors that
come to Brazil are positively surprised by
both the quality of the people, and the
liquidity and depth of the local financial
markets. We’re in the sweet spot, in the
sense that you have global demand for
emerging markets, demand for Latin America
to diversify that emerging markets exposure,
and a flourishing local industry. In addition,
people are positively impressed by the level
and sophistication of the hedge fund
regulation in Brazil.”

Brazil is the cornerstone of the Latin
American hedge fund market, accounting for
the lion’s share of a regional industry
estimated at more than 220 dedicated funds
and assets in excess of USD25bn. According
to Enio Shinohara, a well-known analyst of the
industry and now an emerging markets fund
of funds manager at Claritas Investments, one
factor is that unlike in Argentina, Chile and
Mexico, Brazil has long had a strong domestic
investment banking industry.

Shinohara and other market observers say
many of today’s hedge fund managers in
Brazil are the product of a shake-out in the
investment banking industry around 2002-03.
He says: “The presence of these good
proprietary traders at local banks explains
why there’s so much talent in the hedge
fund industry in Brazil compared with other
Latin countries.”

Elsewhere, he says, the talent has
migrated to the United States: “It’s hard to
find good Argentine and Mexican traders in
their own countries, but you find lots of them
in US investment banks or in emerging
market dedicated hedge funds in New York.”

The fact that a minority of managers have
a long track record may be an issue for
foreign investors. Says Bartunek: “I would
feel more comfortable giving money to
someone who has been managing money
for 20 or 30 years, but unfortunately you do
not have many in Brazil. On the other hand,
it’s said you can count managers’

professional experience in ‘dog years’,
because it’s been so volatile in the past. If
someone survives for 10 or 15 years, it’s like
an entire career somewhere else.”

The development of hedge funds has also
benefited from the problems of long-only
equity funds in a market that has a tradition
of turbulence and where in recent years
equities have struggled to match the
extremely high real returns offered by fixed
income investments.

Although interest rates have come down
slightly, government bonds currently earn

O V E R V I E W
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If investors abroad are
starting to take notice of the
Latin American hedge fund
industry, much of the credit
should probably go to
Copernico Capital Partners,
one of the handful of locally
based managers that can
boast a genuinely regional
investment scope.

Since the launch of the Buenos Aires-based event-driven
specialist in mid-1999, the firm – and especially its flagship Latin
American Strategic Fund – has become a favourite of those
looking to put a toe in the water of Latin American hedge funds.

One such investor, Egon Vorfeld of Geneva based-wealth
manager IWM, says Copernico is the only Latin American
manager with which he invests. “We’re very happy with
Copernico,” he says. “We chose them because they are local
players and have a good team of people from different
backgrounds. We also like their special situations investment style,
which is in contrast to the broad approach of other managers.”

Like other Latin American managers Copernico has a domestic
fund; unlike most of them its offshore fund business is the main
priority. “We are a USD 310m shop,” says chief investment officer
Ricardo Maxit. “We have a number of vehicles, of which the most
important is the Latin American Strategic Fund, which invests
using event-driven strategies. But we also have a USD 40m mirror
fund that is run onshore in Argentina and caters almost
exclusively to the local venture fund industry.”

It’s an irony, Maxit says, that the greater economic stability
visible in Latin America that is tempting outsiders to invest in the
region is likely in the long term to curb the attractive returns that
are currently available.

“Of course, volatility brings opportunities, so lower volatility will
most likely imply lower returns,” he argues. “But there will still be
special situations.” ■

Copernico blazes the trail for
Latin American funds

➧ p9

Copernico CEO Mariano Caillet-Bois (left) and chief
investment officer Ricardo Maxit



Your Specialist in Private 
Banking Asset Management

Representative Offices
Buenos Aires – Mexico – São Paulo
Tel Aviv

Subsidiaries
Safdié Investment Services Corp. 
(broker dealer), New York

Multi Banking Corporation (Overseas) Limited,
Gd Cayman

Multi Bank DTVM, São Paulo

Multifinance S.A., Geneva

Tower Management Company S.A.,
Luxembourg

Head Office
1, rue de la Tour-de- l’Ile / Place Bel-Air
CP 5415 – 1211 Geneva 11
Tel. 022 / 817 88 33 – Fax 022 / 817 88 88
www.safdie.com

Branch
Börsenstrasse 18 / Bahnhofstrasse
CP 4630 – 8022 Zürich
Tel. 044 / 215 19 00 – Fax 044 / 215 19 19

Viale G. Cattori 12 – CP 563 – 6902 Lugano
Tel. 091 / 986 42 00 – Fax 091 / 994 98 35



LATIN AMERICA Hedgeweek Special Report Oct 2005 www.hedgeweek.com | 8

The Safdié family has a long tradition in the
Latin American financial sector, having
started out in the commercial banking
business in Brazil 40 years ago.
Subsequently we went into private banking
in Switzerland, where Banque Safdié is
present in Geneva, Zurich and Lugano, and
retail banking in New York. Over the years
we have had distinguished partners in Dow
Chemical, Swiss Bank Corporation and BNP.

While the bank is now focused on asset
management and private banking, our
historical role and expertise in Latin America
means the region continues to represent an
important part of our business. In particular,
we have an asset management company in
Brazil and we are seeding hedge fund
managers there, because they can deliver
the kind of levels of performance that are
becoming hard to obtain in Europe and
North America.

Our role is to help funds to structure
themselves in a totally professional way in
order to be able to market themselves
outside the region. Our strength is knowing
the Latin American market as well as the
needs of investors outside the region, a
combination that few if any of our
competitors can match.

In choosing managers, we carry out due
diligence, starting with quantitative screening
– of as many as 200 managers in the case
of Brazil – and then visit as many as 30 of
them. When we seed a manager, we impose
risk management rules and some other
controls they must accept if we are to sign
off on the project.

The hedge fund market in Latin America

is quite new. Many of the principals are very
good asset managers, but they don’t know
how to structure themselves or to sell
themselves. Those are two areas in which
we can add value. The aspect of corporate
governance is crucial for investors from
outside the region – performance is very
important, but from our point of view
governance is critical.

For funds that meet these criteria, demand
from outside investors is growing. While
many of the endowments and foundations
that invest in hedge funds may be satisfied
with returns of six or seven per cent a year,
wealth managers that target returns of as
much as 12 per cent are looking to funds
that invest in emerging markets, including
Asia and eastern Europe as well as Latin
America.

Countries like Brazil used to have inflation
of 50 per cent a month, but now inflation is
coming down across the region and interest
rates, currently around 20 per cent a year in
Brazil, are following. Nevertheless, one of the
positive legacies of hyperinflation is that it
has helped to make people extremely
sophisticated in managing money

As interest rates fall and the attractions of
placing funds in fixed-interest instruments
declines, we are likely to see very substantial
growth in Latin American hedge funds,
spurred by an influx of foreign capital looking
for superior performance with declining risk.
At the same time, we will see a shift away
from global macro, fixed interest and multi-
strategy approaches towards areas such as
long/short equity as the Latin American
hedge fund industry matures. ■

B A N Q U E  S A F D I É

Helping funds 
meet the needs of
foreign investors

By Mauricio Safdié
Partner with Banque Safdié in Geneva



19.5 per cent per annum, a high hurdle for a
long-only manager when the risk of equities is
much greater. “Brazilian investors are
accustomed to fixed-income rates among the
highest in the world,” says Dara Chapman, head
of sales and investor relations at Polo Capital
Management.

Says Palazon: “The hedge fund industry is
growing a lot in Latin America, because the
traditional mutual fund business does not work
well. When you have a crisis, all assets fall in
value, and you lose most of your money,
whether you are investing in bonds or equities –
whatever you hold is correlated in the same
direction. That’s why flexible types of investment
are more appropriate for emerging markets.”

Both long-only and long/short equity
investments are likely to gain in attractiveness
as interest rates come down, but in the
meantime Brazilian banks have capitalised on
the situation by offering funds of hedge funds to
a retail investor base with investment minimums
of as little as USD2,500.

The history of volatility that makes long-only
investment less attractive also explains the
preponderance, at least until now, of an overt
multi-strategy style, or at least a flexible
approach to investments. Says Carlos Palazon,
chief investment officer at Cima Investments in
Buenos Aires: “We invest mostly but not
exclusively in emerging markets, which allows
us a lot of flexibility regarding the type of
investments we do.

“We don’t want to be invested if we don’t see
any opportunities, and we don’t want to miss
opportunities because our prospectus restricts
us from this kind of investment. In the past
many funds disappeared because they had no
good ideas to invest in. We discovered the need
for a very broad and flexible investment policy.”

According to research by Eurekahedge, more
than 70 per cent of Latin American onshore
hedge funds as measured by assets are multi-
strategy funds, with long/short equity
accounting for 12 per cent, macro six per cent
and distressed strategies four per cent. Among
offshore funds, however, distressed debt is the
most popular strategy with 46 per cent of
assets, followed by long/short equity with 20
per cent and fixed-income strategies with 15
per cent; multi-strategy funds make up just
eight per cent.

Says Shinohara: “The fact that domestic
funds are mostly multi-strategy and macro is a

consequence of the shape of the capital
markets, the availability of debt, fixed income,
and currencies. However, the equity markets
have evolved strongly in the past two or three
years – volume has increased exponentially, and
the number of traded equities also has
increased.

“That’s why long/short equity has become
significant over the past 18 months to two years.
Secondly, distressed is a very good strategy
because of all the defaults and restructuring in
Latin America over the past five years,
especially in Argentina.”

Says Chapman: “Multi-strategy is a significant
part of the market here, because you’re able to
hit all the angles. However, I’m not sure how
well the offshore market would perceive that
kind of approach, because it’s difficult to decide
where the alpha of the manager is. That kind of
strategy works better with onshore managers,
who have different due diligence processes.”

Most managers agree that the flow of
international assets into Latin American funds
will lure more managers into the market, but
they are not convinced that all, or even many,
will be successful. Says Bartunek: “People who
do not have the expertise open long/short funds
simply to get a chunk of this new money. At the
end of the day, you will have four or five large
equity long/short funds that are successful, and
a lot of the new ones will die.”

Copernico’s Maxit agrees the industry will
keep on growing, albeit at a slower pace. He
says: “The barriers to entry are not very high.
Anyone can open a hedge fund and start a
business. The economics are very attractive, so
a lot of people will try to come into the industry.
The cost structure here is low, there’s a very
entrepreneur-friendly environment, and there’s a
large number of traders, so you have the skill
set. But opening up a fund is the easy part –
the hard bit is to deliver returns consistently.
The barriers to success are much higher. You
see a lot of funds open and assets are growing,
but assets can also leave very quickly.”

Maxit notes that many onshore funds that
have offshore mirrors don’t do much – or any –
marketing at present. He says: “For most groups
the focus is on Brazil because it’s their
backyard, and they find it easier to raise money
here. It’s a very long process to raise money
from non-Brazilian investors. Everything here has
a more short-term focus, so groups tend to put
more of their energy into the onshore market.” ■

O V E R V I E W
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As an investment bank and trading firm,
Bulltick Capital Markets has a strong
presence in Latin America with trading desks
in Miami, São Paulo, Mexico City and
Buenos Aires. 

While up to half the business is on the
sales and trading side, the firm, through its
joint venture with Axis Advisors, a private
investment bank with a significant structured
finance practice, has also built up extensive
expertise in providing highly structured
investment opportunities for hedge funds in
the Latin American credit risk spectrum.

This business stems from identifying
market opportunities that are inadequately
covered by the major banks and are capable
of delivering above-market returns. 

The leading global banks such as Citibank,
Bank of America and JP Morgan are present
in markets like Mexico, Argentina and Brazil,
but they tend to cater to local blue-chips,
such as Telmex, Petrobras and CVRD.

The blue-chip sector does not deliver
above-market returns, so Bulltick and Axis
have focused on trying to identify good
investment opportunities among middle-
market companies in booming industries
such as oil and gas and transportation
infrastructure. The oil industry in Latin
America is experiencing unprecedented
growth, not only as a result of soaring prices
but because of the amount of infrastructure
being built in the region.

The contractors in these industries often
lack access to regular bank financing or the
capital markets, but they are highly cash
generative. All they need is to be able to
source their funding needs, but local banks
are not able to capture this type of opportunity
because they only look at the classic credit
parameters of the company seeking funding.

Unlike in the US, there is no deep pool of

capital among banks, insurance companies
and pension funds to fund such projects. Latin
American pension funds are, for the most part,
prevented by their mandates from investing in
unrated, illiquid securities. Yet these securities,
if properly structured, enhance the credit risk
of the underlying borrower by isolating their
performance risk, segregating the asset that
serves as the source of repayment and over-
collateralising the loan obligation.

Bulltick and Axis have focused on
developing highly structured transactions and
acting as principal, typically underwriting
between 10 and 20 per cent of the deal, with
the rest being underwritten by institutional
investors, primarily hedge funds.

These are funds active in emerging
markets, special opportunities or credit
driven strategies such as distressed, and
that are willing to take a risk in more
structured types of transaction than buying
the classic Latin American blue chips. The
returns may be high yield, but this does not
necessarily mean high risk.

For example, Bulltick and Axis created
Navitas Investments, an investment vehicle,
and raised USD 100m in funding from five
hedge funds for an oil and gas infrastructure
project in Mexico. Navitas is yielding
tremendous returns compared with the risk
involved. The firm is now raising money for
the first stage of a USD 150m public
transportation project and an additional USD
100m for Navitas Investments II for a new oil
infrastructure project.

In a nutshell, this approach provides
funding for infrastructure projects through
fully-secured transactions, with short- to
medium-term duration, in which investors are
taking far less risk than they would in buying
a corporate bond that carries the borrower’s
full credit risk. ■

B U L LT I C K
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Alternative investments and the search for
alpha generation strategies is a truly global
pursuit with indicated market value in excess
of USD 1trillion, and Latin America is no
exception.

In addition to a universe estimated at
more than 200 onshore and offshore funds,
there is a fast-growing offering of funds of
hedge funds constructed around both Latin
America-centric and global market strategies.

In line with global trends, many
sophisticated and high net worth Latin
American investors are allocating more of
their investment portfolios to alternative
strategies. Both local and global investment
managers have taken the initiative to add
Latin American hedge fund offerings to their
mainstream strategies.

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 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.

This trend has created an exciting new
opportunity for the global custody and fund
administration industry servicing the Latin
American marketplace. Whether for a
segregated multi-currency custody account
or a fund with full net asset value, financial
accounting and transfer agency needs, an
integrated service solution is key.

The custodian and administrator must be
viewed as a strategic service partner and
extension of the investment management
service delivered to the end-client. The long-
term success of the custodian and

administrator is contingent upon their ability to
understand and embrace the needs of the
client base, whether the investment manager,
fund sponsor or investor. It is about listening
to clients and understanding their needs,
rather than trying to guess what they want or
shoehorning them into a pre-existing template.

Nor can one discount the importance of a
physical presence and on the ground
personnel who speak the local language and
understand cultural nuances. While
technology is a vital component of any
servicing arrangement, custody and fund
administration remain a relationship business.

A dedicated relationship manager is vital
to ensure a one-face relationship on behalf
of the administrator, custodian or bank. By
using a single provider, and banker,
investment managers and fund sponsors can
ensure that the service and reporting they
receive is accurate and meets their individual
requirements.

The RBC Financial Group has been
serving the Latin American market for over
100 years. RBC Global Private Banking’s
Corporate and Institutional division is seeing
sustained demand from Latin American
managers for integrated segregated client
custody, banking, credit, fund custody and
administration capabilities.

These involve domestic and global
traditional long-only (equities, fixed income
and money market) and alternative
securities, spanning structures domiciled in
the Caribbean, Europe and the Channel
Islands. Latin America is truly a dynamic and
evolving market place. In such a fast
developing alternative investments sector,
investment managers and fund sponsors
need a strategic, innovative and responsive
partner to meet the changing needs of their
demanding front line investor base. ■

R O YA L  B A N K  O F  C A N A D A
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For longer than most investors and hedge
fund managers care to remember, the chief
attraction of Latin America has been the kind
of political and economic turbulence and
market volatility that provides the brave with
the opportunity to achieve outsize gains – or
losses. Now, however, there is a danger of
the region being characterised by a less
colourful, more prosaic quality: stability.

Managers are quick to underline that
there’s no immediate danger of Latin
American markets becoming so efficient as
to squeeze out all interesting investment
opportunities. However, the days of violent
changes of government, monetary chaos,
hyperinflation and wildly gyrating stock
markets seem to be, if not definitively over,
certainly numbered.

Says Florian Bartunek, a founding partner of
Constellation Asset Management in São
Paulo: “There’s now a much better backdrop
to investment in Latin America than 10 years
ago. Most of the regimes in the region were
elected; there are almost no dictatorships any
more. You have a free press, free markets,
and crucially, most currencies are floating –
whereas a decade ago, Argentina and Brazil
had pegged currencies.

“Markets are much more open and liquid.
In the past, 90 per cent of what drove
markets were political and macroeconomic
issues, and now I would say it’s 50 per cent.
As more and more new companies come to
the market, economic and political issues are
becoming less and less important.”

Ricardo Maxit, chief investment officer of
Buenos Aires-based hedge fund manager
Copernico, agrees. “The economic
environment is very good, and the
fundamentals have improved dramatically,”
he says. “Countries in the region are running
much sounder fiscal and monetary policies.

All countries are operating with floating
exchange rates, commodity prices are
booming, so the whole combination is very
benign for the financial markets.”

Maxit cautions that this does not mean that
the boom-and-bust economic rhythm for which
the region is notorious has been abolished for
ever. “Are we entering a new virtuous cycle
that will last forever?” he asks rhetorically. “I
don’t think so. There are good times, and we
try to take advantage of them, while remaining
aware that bad times will come again, whether
that is two or four years from now.”

He observes that although Copernico was
formed as recently as 1999, it has already
lived through events as traumatic as the
implosion of Long Term Capital
Management, Russia’s default, and the Asian
financial and economic crisis, as well as,
closer to home, Brazil’s devaluation and
Argentina’s default. But Maxit adds: “I do see
a better environment. When bad times come,
markets will do poorly, of course, but I don’t
get the sense that we will see in the future
the volatility we have seen in the 1990s.”

Gustavo Dominguez, a partner with Gottex
Fund Management in New York and former
head of Latin America for JP Morgan Chase,
says an important sign of increasing stability
is the lessening of contagion between
markets and a new readiness of market
players to take shocks in their stride.

He says: “Latin America is a lot less
vulnerable to economic and political shocks
than we are accustomed to think. I have
believed strongly since early 2003 that the
region had turned a corner, and I think I have
been proven right. Contagion is a lot less likely
than in the past, and we have seen episodes
over the past couple of years where there has
been volatility but it has been contained.

“For example, in the first quarter of 2003
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Venezuela had a coup and [president Hugo]
Chavez was first forced out and then
returned to office. Before he was temporarily
ousted there was a big strike among oil
workers, and Venezuela was on its knees,
but the market shrugged it off. The same
thing happened with Ecuador,” Dominguez
added, referring to the removal of the
country’s president by the National Assembly
in April after months of unrest.

Economic changes are an important factor
in reassuring the markets, he argues.
“Surpluses are the norm, inflation is low, and
interest rates are coming down. Most
currencies are completely or partially floating,
which goes a long way toward providing a
buffer for [economic] shocks. Add to that
lower deficits or even surpluses, the role of
increased global capital flows, and the
chances of huge shocks are a lot less than
what we were accustomed to 10 years ago.”

Dominguez says that sophisticated
investors in North America and Europe are
starting to appreciate that the risks of
investing in Latin America may be less than
at home. “Today you can make a case that
the leverage market and the high yield
market in the US are immensely more prone
to disaster than any of the fixed income or
foreign exchange markets of Latin America,”
he says. “These economies are not nearly
as leveraged as they used to be, so they are
a lot less risky. Other markets in the
developed world are a lot riskier.”

Political factors are impinging less on the
markets, according to managers and
investors, because of increasing confidence
that political problems can and will be
addressed by constitutional means. “The
political outlook is becoming more and more
clear,” says Mauricio Safdié, a partner with
Banque Safdié in Geneva. “There has been a
lot of noise over the past few months in
Brazil, for example, but this is positive,
because it’s becoming more transparent.”

Brazil is a good example of how
economics and business are becoming less
vulnerable to changes in government, even
ostensibly dramatic shifts. As the likelihood
grew of a presidential election victory by Luiz
Ignacio Lula da Silva and his Workers Party
in 2002, the markets took fright, only to
recover following Lula’s election as it
became clear that he would not return to the

anti-capitalist rhetoric of his younger days.
“In 2002 with the election looming the

market completely collapsed,” says Dara
Chapman, head of sales and investor relations
at Polo Capital Management. Instead, Brazil
was to enjoy a surging market boom as the
former firebrand risked unpopularity with his
supporters by sticking with the fiscal rigor of
his conservative predecessors: “Because there
were no hiccups in Lula’s first 100 days, the
market just exploded.”

William Trosman, head of business
strategy at Mauá Investimentos, says the
Brazilian government’s growing fiscal surplus
is a sign that “values don’t have to change”
along with a change in government. “There
is more consensus now on what is
important,” he says.

Javier Guerra, managing partner of the
Latin American-oriented but Miami-
headquartered brokerage Bulltick, says that
even the election of a leftist candidate can
reassure the markets, because peaceful
changes of government in countries that have
been unused to them in the past indicate that
politicians can be held to account for their
stewardship of the country and economy.

“The political change in Mexico has
changed things for the better, regardless of
how the new president will do things or not,”
he says. “The fear that a different party will
take power makes people more accountable,
and I think the same thing is happening in
Brazil,” where there is also a presidential
election next year.

That’s not to say that the markets will be
indifferent to election, especially when, as in
Mexico, a leftist front-runner could bring to
power a party that has not held government
office before. Says Guerra: “In terms of
investment, I think the next two years are
going to be very volatile, with the political
changes in Mexico and in Brazil. The fact
that a leftist candidate is leading the polls in
Mexico could increase volatility and affect
the secure feeling of investors, and likewise
in Brazil. But I think it will be business as
usual in two years’ time.”

Whatever wobbles are experienced in
Brazil between now and the presidential
election, managers agree that the economy
and markets of Latin America’s biggest and
most sophisticated economy is benefiting
from lasting improvements that have played
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an important part in attracting previously-
wary foreign investors – as well as a highly
welcome boost from soaring commodity
prices.

Says Trosman: “This year we have had very
good economic news. Brazil is ready to take
advantage of global growth, being a huge
producer of many commodities. There is a
good appetite for risk, and Brazil has been
able to finance its growth easily. The
government is doing very well in terms of
economic management, delivering an excellent
fiscal surplus of around USD40bn for this year.”

Brazil’s economic bugbear is sky-high
interest rates, but Trosman sees signs of
movement toward more normal levels. “For
the first time in a long time, the central bank
has started to reduce interest rates, albeit
just from 19.75% to 19.5%. It’s still huge,
especially when you consider that the real
interest rate is more than 12% per annum.
However, we expect rates to continue to fall
over the next 12 months.”

Bartunek points to the wave of new
companies coming to the stock market not
only as an opportunity for hedge funds that
use equity-based strategies but as an
indication that private capital is elbowing out
state control as the driving motor of the
economy. He says: “You have global-class
companies, such as the third largest mining
company in the world.

“Prices are driven much more by the
international commodities cycle than by local
issues. More and more companies are using
the capital markets to finance their growth
through equity, and good companies are
crowding out the state-owned companies
from the past, like Petrobras or Electrobras.
Now the bulk of the market is composed of
private companies.”

Dominguez notes that Brazil already benefits
from a much greater degree of financial
sophistication than its continental neighbours.
He says: “For decades the Brazilian financial
market has been the most developed in Latin
America. The futures exchange, the BMF, is
one of the most efficient and sophisticated
exchanges in the world.”

By contrast, he says, “until five or six
years ago Mexico didn’t have a real financial
market – it was very illiquid, fragmented and
over-regulated. Regulations have been lifted
slowly, but today you can see that Mexico is

a real market with good liquidity, with
intermediation, with fixed-income instruments
across the curve, and with a well-developed
pensions industry.”

Dominguez believes that an important key to
both economic development in general and an
enhanced role for hedge funds in particular will
be the growth and increased sophistication of
pensions industries in Latin America. He says:
“In the long term a natural growth area for
hedge funds is if national pension systems are
allowed to use them for part of their
investments. However, it still seems some time
away, given the reticence of the pension
system to invest even in funds of hedge funds.

Chile is one country that does have a
well-developed pensions sector, he notes.
“The market is smaller than Brazil or Mexico,
but the assets of the Chilean pension system
amount to more than more than 50 per cent
of GDP, by far the largest in the entire region,
whereas for Brazil, Peru or Mexico it ranges
between 6 and 10 per cent.”

There are still economic question marks
over Argentina, which still carries the stigma
of the 2001 collapse of its currency peg to
the dollar and subsequent default on its
foreign-currency debt. “This remains a
negative factor,” says Guerra.

Dominguez is cautious: “Argentina is
starting again after the default, and the
attitude is still very much wait and see. They
have a good central bank, but the liquidity of
the marketplace leaves a lot to be desired.
There are still signs of sclerosis in the
Argentine system, and the banking system is
still being fixed.”

However, Mark Purdy, managing director
of Toronto-based Arrow Hedge Partners, is
more upbeat in his outlook. “I think Argentina
is an interesting economy,” he says. “After
the most recent write-down of its bonds, it’s
got an opportunity to come out fairly well.”

Perhaps the most important message
about the region’s economic development,
says Trosman, is that Latin American
countries are now considered for their own
merits rather than being treated as a single
homogeneous bloc. “Today the picture is
mixed because you have two very populist
governments, in Argentina and Venezuela,”
he says. “It’s a pity they continue to talk a
different language. But Mexico is doing very
well, and so are Chile, Uruguay and Brazil.” ■
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