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ABSTRACT

At this time, we consider Latin American hedge funds suitable for investors that have a core Latin
American equity exposure in place, or that want a diversified, opportunistic source of return in
addition to a global long/short hedge fund program. As the market continues to broaden and more
companies become public, the playing field for long/short hedge funds will improve and managers
will then be better positioned to extract greater alpha and reduce volatility.

Prospective investors should be aware, however, that of approximately $28 billion invested in 212
Latin American hedge funds, roughly 75% is invested exclusively in Brazilian markets. Not only does
Brazil constitute 62% of the MSCI Emerging Markets Latin America Index, it also has the region’s
broadest and most liquid stock market and the most robust regulatory environment. With a strong
trade surplus and inflation under control at about 5.9% (extremely low compared to historical
standards), Brazil’s sovereign debt was upgraded to investment-grade status by Standard & Poor’s in
May 2008, which should stimulate additional foreign investment.

Latin American hedge fund assets declined by approximately 40% in 2008. This is due to three
factors: performance, currency depreciation, and redemptions. The HFRI Emerging Markets Latin
America Index, composed of 55 Latin American hedge funds, declined by 29.0% in 2008 (the long-
only MSCI Emerging Markets Latin America Index declined by 51.3%). Additionally, the Brazilian
real depreciated against the U.S. dollar by 23.7%, reducing the US$-equivalent size of onshore funds.
Finally, Latin American hedge funds were not immune to the massive wave of redemptions that hit
hedge funds worldwide during the second half of 2008.

The year 2008 turned back the clock on hedge funds in Latin America as well as in other emerging
regions given huge redemptions and the inability to hedge as effectively as expected. While the cost
to run a fund in Brazil is less than in New York City, investors should pay attention to organizational
issues such as redemption pressures, breakeven points, organizational losses, as well as the
opportunity set. Fees (2% management and 20% performance) have yet to decline—as we believe
they should, given the lack of adequate hedging demonstrated in 2008.

The key question for investors interested in Latin America is whether hedge fund strategies constitute
a better option than long only and/or offer a differentiated return stream. The ability to reduce
downside volatility is one of the desirable attributes of hedge fund investing. However, because most
hedge fund managers set up shop during the commodity boom of the past few years, the opportunity
to demonstrate the skill set to navigate and protect capital in down markets has been limited to 2008.
While the MSCI Emerging Markets Latin America Index declined 51.3%, Latin American hedge
funds declined 29.0%, providing 43% downside protection.

Historically, Latin American hedge funds were macro funds. However, as the macro environment in
Latin America has improved over the past decade, macro inefficiencies have become more scarce.

Consequently, long/short strategies are becoming increasingly popular, with 29% of funds now
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running long/short funds and 51% running macro/multi-strategy funds (macro and multi-strategy tend
to overlap in Brazil).

While no one is suggesting that Latin America has decoupled from the rest of the world, the region
does exhibit several unique attributes. It has avoided the global housing bubble and subsequent
domestic deleveraging because mortgage finance is relatively undeveloped and domestic credit
markets are still in their early stages. Thus, Latin American financial institutions have not suffered the
same huge losses on subprime mortgages or associated financial instruments that have blighted the
U.S. and European banking systems. Though the current decline in exports will hurt Latin America,
exports make up just 14% of Brazil’s GDP (compared to 32% in Eastern Europe and 40% in Asia).
Additionally, because Latin America is one of the world’s leading producers of commodities, lower
commodity prices will certainly hurt the economy. However, in search for alpha, Latin American
hedge funds have underweighted the natural resources sectors and consequently underperformed the
index during the bull markets of recent years, but outperformed during the current bear market. Thus,
it may be misleading to suggest that investors face a choice between relatively cheap beta exposure to
Latin American equities through long-only strategies versus relatively expensive exposure through
hedge funds, since the underlying exposures of each are likely to be quite different, and perhaps

complementary.

Latin American Hedge Funds 2 April 2009



SUMMARY



ClA

CAMBRIDGE ASSOCIATES LLC

Introduction

Of approximately $28 billion invested in 212 Latin American hedge funds,' roughly 75%? is invested
exclusively in the Brazilian markets, as of December 31, 2008. Not only does Brazil constitute 62% of the
MSCI Emerging Markets Latin America Index, it also has the region’s broadest and most liquid stock market
and the most robust regulatory environment. Consequently, any discussion of Latin American hedge funds
necessarily focuses almost entirely on this one country. Most managers offer a US$ class in their offshore
fund and a Brazilian real share class in their onshore fund (which typically has most of the assets). Investors
should note, however, that two-thirds of managers have set up shop just in the past six years’ and
experienced substantial growth in assets under management since capital introduction teams from global
prime brokers began marketing their funds’ offshore vehicles. Such growth, however, came to a sudden halt
as the credit crisis began to unwind last year. It is estimated that Latin American hedge fund assets declined
by 40% in 2008 due to negative returns, depreciation of the Brazilian real, and the massive wave of hedge

fund redemptions during the second half of the year.

The key question for investors interested in Latin America is whether hedge fund strategies
constitute a better option than long only and/or offer a differentiated return stream. One of the desirable
attributes of hedge fund investing is a manager’s ability to reduce downside volatility and allocate capital in a
better risk-adjusted manner. However, Latin American equity markets have been booming since many hedge
fund managers set up shop in 2002. Thus, the only opportunity these managers have had to demonstrate
whether they have the skill set to navigate and protect capital in down markets was during 2008. While the
MSCI Emerging Markets Latin America Index declined 51.3%, the HFRI Emerging Markets Latin America
Index declined 29.0%, providing roughly 43% of downside protection (in line with the broader hedge fund
universe). However, the declines in 2008 came so atypically fast and furious that we still would like more
evidence of managers protecting on the downside. Additionally, with market declines of 51.3% in 2008,
long-only strategies are becoming increasingly attractive as beta becomes cheaper, particularly without a
20% performance fee. Lastly, there are only 30 or so names to short in the universe—even the most skilled
hedge fund managers would have a difficult time given such limitations. As the market continues to broaden
out and more companies become public, the playing field for long/short hedge funds will be improved. At
that time, hedge fund managers will be better positioned to extract greater alpha and reduce volatility. Until
then, we see Latin American hedge funds as playing a complementary role in any Latin American equity
subportfolio, or as an opportunistic addition to a diversified global long/short hedge fund program.

' For the purposes of this report, “Latin American hedge funds” are those that deal primarily with Latin American
markets, including funds invested in Latin America but based elsewhere. Funds domiciled in Latin America but trading
predominantly non—Latin American assets are excluded.

* This figure is lower than the 90% figure provided in our last report on this topic, not because Brazil has seen a
disproportionate amount of redemptions or losses, but because the database of hedge funds outside of Brazil has
expanded since last year.

3 This is the result of their spinning out of the proprietary trading desks of investment banks after the economic
downturn of 2002, when many opportunistic foreign investors flocked to Brazil.

Latin American Hedge Funds 4 April 2009



ClA

CAMBRIDGE ASSOCIATES LLC

Brazil

Brazil constitutes 62% of the MSCI Emerging Markets Latin America Index. For several months in
2008, it was the largest single constituent of the MSCI Emerging Markets Index, with a 16% weighting.* By
the end of 2008, however, Brazil made up just 12.9% of the MSCI Emerging Markets Index, behind both
China (18.2%) and Korea (13.6%). The Sao Paulo stock market, the Bovespa, has approximately $2.3 billion
in daily liquidity with 450 listed stocks. Additionally, roughly 80 Latin American companies have relatively
liquid US$-denominated American depository receipts that trade on U.S. exchanges.

With a strong trade surplus and inflation under control at about 5.9%, Brazil’s sovereign debt was
upgraded to investment-grade status by Standard & Poor’s in May 2008, which should stimulate additional
foreign investment. Although Brazil’s interest rates are still among the highest in the world at 11% to 12%,

they have been coming down steadily over the past few years.

In addition, the regulatory environment in Brazil is much more developed than in other emerging
countries such as China and Russia. The Brazilian Securities Commission (equivalent to the Securities and
Exchange Commission in the United States) regulates hedge funds strictly. For example, all funds must
provide daily net asset value and all portfolio holdings on a daily basis so the commission can monitor
leverage and systemic risk. Whereas fraud and Ponzi schemes have recently been exposed in many countries,
no such news has yet come from Brazil.

Moreover, companies can be ranked by corporate governance levels, of which there are three, the
highest being Novo Mercado. Companies representing 58% of the Bovespa’s market cap have been given the
Novo Mercado distinction and trade at an average 30% premium. In order to reach this distinction,
companies must meet certain qualifications regarding the independence and tenure of the board of directors,
GAAP- or IFRS-compliant accounting and reporting, tag-along rights, and free float.

Finally, most asset managers in Brazil belong to the National Association of Investment Banks,
which is a self-regulating entity with principles often stricter than the already strict government regulations in
promoting greater transparency and raising the standard of operational practices in the market.

Unlike Mexico and Argentina, Brazil has successfully retained its investment talent, which has
enabled Sao Paulo to become the financial center of Latin America. However, some Latin American hedge
fund managers are located in Rio de Janeiro and a handful can also be found in Buenos Aires, London,
Miami, and New York.

* MSCI Emerging Markets Index weights are based on shares available to investors and not total market capitalization
(cap); in terms of total market cap, China’s stock market is three times larger than Brazil’s.
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Hedge Fund Strategies

Historically, Latin American hedge funds were macro funds. However, as the macro environment in
Latin America has improved over the past decade, macro inefficiencies have become more scarce.
Consequently, long/short strategies are becoming increasingly popular, with 29% of funds now focused on

long/short and 51% running macro/multi-strategy (macro and multi-strategy often overlap in Brazil).

Long/short equity managers are further diversified. Some are very directional and concentrated,
others more market-neutral, emphasizing pairs trading and low net exposure. Even though there are 450
names in the Bovespa, short sellers can borrow only about 25% of this total. And of these, most managers
cite only 30 to 50 individual stocks that can be shorted in significant size. Thus, long/short managers are also
diversified in their shorting strategies—some short only the index while others seek to short only specific

names.

Market Environment

Although Latin American markets held up more strongly than those of most regions during the first
half of 2008 (largely bolstered by commodities), by the third quarter Latin America also began experiencing
its share of declines. At the end of 2008, the MSCI Emerging Markets Latin America Index was down
51.3%, significantly worse than developed markets but better than most of its emerging counterparts. In the
first down market experience for many Latin American hedge funds, managers were quick to adjust balance
sheet exposures and to hold cash. The HFRI Emerging Markets Latin America Index ended the year at
-29.0%, showing roughly 43% of downside protection. Meanwhile, the HFRI Emerging Markets Asia ex
Japan Index declined by 33.5% and the HFRI Emerging Markets Russian/Eastern Europe Index declined by
59.4%. While Latin American hedge funds outperformed Latin American equities and other emerging
markets hedge funds on a relative basis in 2008, so far in 2009 Latin American equities are outperforming.
The MSCI Emerging Markets Latin America Index returned 4.9% for first quarter 2009, compared to 2.2%
for the HFRI Emerging Markets Latin America Index, 1.9% for the HFRI Emerging Markets Asia ex Japan
Index, and -1.9% for the HFRI Emerging Markets Russian/Eastern Europe Index.

We expect continued long-term growth in Brazil, including in the area of commodities. For example,
far more land is available for cultivation in Brazil than in other countries. Excluding the Amazon Forest and
protected areas, Brazil currently uses just 50 million of 400 million hectares of usable farmland. In contrast,
the United States uses almost 200 million of its usable 270 million hectares, while China has roughly 50
million hectares available and India has already used up all its capacity. In addition, Brazil is already a
recognized leader in the emerging biofuels industry.

On the consumer front, mortgage penetration in Brazil is currently just 2% of GDP, which is one of
the lowest figures among all countries, suggesting huge growth potential. (Developed countries like the
United States and the United Kingdom have mortgage-loan-to-GDP ratios of 73% and 87%, respectively.
Among emerging Asian economies, Taiwan has a mortgage penetration ratio of 35%; South Korea 27%;
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China 10%; and India, 6%.) Consequently, the region has largely avoided the global housing bubble.
Because domestic credit markets in general are still in their early stages, Latin America will not have to go
through the same painful period of deleveraging that other regions are experiencing, although it will certainly
feel the effects of decreased exports and lower commodity prices. However, Brazil relies on exports for just
14% of its GDP (compared to 32% in Eastern Europe and 40% in Asia), and so the decreased global demand

for exports should be less harmful to Brazil than to other emerging regions.

Implementation

With energy and materials companies making up 44.5% of the market, investments in Latin
American equities are largely a play on natural resources. Given tools to short and the ability to be
benchmark agnostic, hedge fund managers typically have less beta than long-only equity funds. Thus,
investing in a Latin American hedge fund to get exposure to Latin American markets may be unwise, with

huge tracking error and unintended bets.

However, emerging markets, Latin America included, are both more volatile and more inefficient
than developed markets. Since they typically have lower net exposures than do long-only managers, hedge
funds can dampen this volatility. In addition, they can short and/or underweight cyclicals, such as financials
and banks, and overweight smaller mid-class expansion industries such as consumer- and credit-oriented
sectors. And as hedge funds continue to attract the brightest minds, they should in theory be able to exploit
market inefficiencies. Thus, we can certainly see the rationale for an allocation to Latin American hedge
funds for those looking for less beta, lower volatility, and lower correlation of returns, even if this means

underweighting natural resources and therefore ceding some of the upside potential of those sectors.

More broadly, investors should consider the implications of taking a regional as opposed to a global
approach. Implicit in the former is an assumption that the investor knows more about country allocation and
timing than does a global investment manager—otherwise the investor would defer these decisions to such
“experts.” However, precedent suggests that global long/short managers typically hold only leading Latin
American names, such as América Mévil, Unibanco, and PetroBras, and thus fail to capture the inefficiencies
that exist in the small- to mid-cap market sectors.

To Invest or Not to Invest, That Is the Question
In Favor:
e Regional managers should have greater expertise in their region than do global managers in New
York or London that are trying to keep tabs on every emerging markets country in the world. Locally

based managers are apt to get more one-on-one company meetings with both top and mid-level

management as well as participate more abundantly in the local network.
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Large and reputable endowments, which have tended to identify promising investment opportunities
ahead of the pack, are currently invested in regional Latin American managers.

Familiar and sophisticated hedge funds like Lone Pine and Elliott have purchased stakes in Latin
American hedge funds, adding credibility to these regional managers located thousands of miles

away.

Many Latin American hedge fund managers have been educated abroad at leading institutions and
have worked at global investment banks. As a result they have a level of sophistication and training
comparable to that of managers in any developed country.

Brazil has a robust regulatory environment that covers both traditional equity and hedge fund
managers. Thus, concerns about widespread corruption, market manipulation, or unrest are

misplaced in Brazil’s case.

Many investors erroneously assume that investing in Brazil means placing a concentrated bet on
commodities. This is true if one buys an index fund, but active managers (both long only and hedge
fund) diversify their exposures among sectors.

Against:

When one invests with a regional manager, capital is tied to that region, in both good times and bad,
whereas a global manager has the flexibility to enter or exit regions depending on available
opportunities.

While Brazil has had a weighting in the MSCI Emerging Markets Index comparable to that of China,
Brazil has a population of 190 million, compared to 1.3 billion for China (and 1.1 billion for India).
Emerging Asia’s potential long-term growth is thus greater than that of Brazil.

While the argument that Brazil is just a commodity play does not hold entirely true with hedge funds
(which have the tools to short and the ability to neutralize market exposure), many of the hedge
funds have exhibited a moderate correlation to the commodity-heavy MSCI Emerging Markets Latin

America Index.

While hedge fund managers are trying to produce alpha, many investors simply want the beta
exposure of emerging markets countries. Particularly in recent years the beta component has far
outperformed any alpha in Brazil. This is even before considering the 20% performance fees on
hedge funds.

Most hedge funds have a lock-up period of one to two years. Investors needing greater liquidity
might find regional mutual funds with daily liquidity a better option.

Latin American Hedge Funds 8 April 2009
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e The investable universe is limited, with technically about 100 names to short, but only 30 to 50 in

practice.

Conclusion

Any discussion of Latin American hedge funds necessarily focuses almost entirely on Brazil. Brazil
is where most of the investment talent resides, the regulatory framework is in place, and the stock market is
robust and liquid. At this time, we consider Latin American hedge funds suitable for investors that have a
core Latin American equity exposure in place, or that want a diversified, opportunistic source of return in
addition to a global long/short hedge fund program. As the market continues to broaden and more companies
become public, the playing field for long/short hedge funds will improve. Hedge fund managers will then be
better positioned to extract greater alpha and reduce volatility.
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Exhibit 3
GEOGRAPHICAL MANDATES OF LATIN AMERICAN HEDGE FUNDS

December 31, 2008

18,000 -

16,000 - 110 Managers

14,000 -

12,000 -

10,000 -

8,000 1 51 Managers

6,000 -

Assets Under Management (US$ millions)

47 Managers

4,000 -

2,000 A

4 Managers

Brazil - Onshore Brazil - Offshore Latin America Argentina
Funds Funds

Sources: ANBID, Eurekahedge Pte Ltd., and GFIA Pte Ltd.
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Exhibit 4

EMERGING MARKETS GDP GROWTH AND CURRENT ACCOUNT BALANCES

Annual GDP Growth

Percent (%)

Asia CEE-10 Latin America Other Developing
Countries

2001 HE2002 E2003 M2004 W2005 E2006 E2007 E2008

Current Account Balance

Percent of GDP (%)

Asia CEE-10 Latin America Other Developing

Countries

2001 HE2002 E2003 M2004 W2005 E2006 E2007 E2008

Source: International Monetary Fund, World Economic Outlook Database, October 2008.

Notes: All data are as of October 2008. Some data are estimates for 2005, 2006, 2007, and 2008. Regional figures
based on an unweighted average of country data. Figures for Asia include data from China, Hong Kong, India,
Indonesia, Korea, Malaysia, the Philippines, Singapore, Taiwan, and Thailand. Figures for CEE-10 include data
from Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovak Republic, and
Slovenia. Figures for Latin America include data from Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador,
Mexico, Paraguay, Peru, Uruguay, and Venezuela. Figures for the Other Developing Countries include data from
Bahrain, Egypt, Iran, Jordan, Kuwait, Lebanon, Libya, Oman, Qatar, Russia, Saudi Arabia, South Africa, Syrian
Arab Republic, Turkey, United Arab Emirates, and Yemen.
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Exhibit 8

MSCI EMERGING MARKETS LATIN AMERICA
ECONOMIC SECTOR ALLOCATIONS AND PERFORMANCE

Periods Ended March 31, 2009

U.S. Dollars ($)
Average Annual
Total Return (%) Compound Return (%)

Percentage of One Three Cal One Three Five

Economic Sector MSCI Latin America (%) Month Months YTD Year Years Years
Consumer Discretionary 4.7 17.0 -4.4 -4.4 -50.5 -12.2 4.6
Consumer Staples 8.9 12.7 -3.1 -3.1 -39.9 -2.0 12.6
Energy 21.2 11.8 26.5 26.5 -39.0 11.5 323
Financials 16.6 18.1 2.5 2.5 -43.4 -4.1 24.9
Health Care 0.0 - - - - - -
Industrials 3.7 10.3 -4.4 -4.4 -59.5 -15.2 -1.9
Information Technology 1.1 19.0 13.6 13.6 -23.0 - -
Materials 233 7.6 5.8 5.8 -59.1 -3.9 16.1
Telecommunication Services 13.1 7.4 93 93 -48.6 -2.1 11.5
Utilities 7.5 53 7.8 7.8 -24.9 5.5 21.1
MSCI Latin America 100.0 11.0 4.9 4.9 -48.2 -1.5 16.7

Sources: MSCI Inc. and Thomson Datastream. MSCI data provided "as is" without any express or implied warranties.

Notes: Percentages may not total due to rounding. Total returns for MSCI emerging markets indices are gross of
dividend withholding taxes. Starting in June 2008 the index had no constituent holdings in the health care sector. There
were no constituents in the information technology sector from September 1998 through June 2007.
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Appendix A
LATIN AMERICAN CAPITAL MARKETS

Latin America includes Mexico, most of Central and South America, Cuba, the Dominican Republic,
and Puerto Rico. Latin America accounted for 6.7% of the world’s GDP in 2008 and 9% of the world’s
population, according to the most recent estimates, but just 2.0% of the MSCI All Country World Index
(2.4% as of March 31, 2009).

As of December 31, 2008, the MSCI Emerging Markets Latin America Index was composed of
Brazil (62%), Mexico (25%), Chile (7%), Peru (3%), Colombia (3%), and Argentina (1%). Significant
industries include materials (23%), energy (18%), financials (17%), and telecommunications (15%). The
largest single stocks in the index are Petrobras and América Movil.

MSCI Emerging Markets Latin America: Sector Breakdown

As of December 31, 2008 As of March 31, 2009

Percentage of Percentage of

Economic Sector Index (%) Index (%)
Consumer Discretionary 52 4.7
Consumer Staples 10.1 8.9
Energy 17.7 21.2
Financials 17.4 16.5
Health Care 0.0 0.0
Industrials 4.0 3.7
Information Technology 0.8 1.1
Materials 22.6 23.3
Telecommunication Services 15.0 13.1
Utilities 7.3 7.5
MSCI Latin America 100.0 100.0

MSCI Emerging Markets Latin America: Top Ten Holdings

As of December 31, 2008 As of March 31, 2009
Percentage of Percentage of

Company Country Index (%) Company Country Index (%)

1. Petrobras PN Brazil 8.4 1. Petrobras PN Brazil 10.1

2. América Moévil Mexico 7.5 2. Petrobras ON Brazil 9.1

3. Petrobras ON Brazil 7.3 3. América Mévil Mexico 6.8

4. Vale do Rio Doce PNA Brazil 5.8 4. Vale do Rio Doce PNA Brazil 6.2

5. Vale do Rio Doce ON Brazil 4.7 5. Itau Unibanco PN Brazil 54

6. Banco Bradesco Brazil 3.9 6. Vale do Rio Doce ON Brazil 5.0

7. Itau Unibanco PN Brazil 3.7 7. Banco Bradesco Brazil 3.8

8. Walmart Mexico Mexico 2.2 8. Itausa PN Brazil 1.8

9. Grupo Televiso CPO Mexico 2.0 9. Ambev PN Brazil 1.8
10. Itausa PN Brazil 1.9 10. Walmart Mexico Mexico 1.8
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Appendix B

MSCI EMERGING MARKETS EQUITY INDEX

Country
. China

. Korea

. Brazil

. Taiwan

. South Africa
. India

. Russia

. Mexico

O 0 1 &N L A W N =

. Israel

—_
=]

. Malaysia

Note: Country weightings are free float—adjusted by MSCI.

As of December 31, 2008
Percentage of Index (%)

As of March 31, 2009
Percentage of Index (%)

18.2
13.6
12.9
10.9
8.4
6.5
5.7
52
34
3.0

18.9
133
14.4
11.6
7.8
6.3
6.1
4.5
3.5
2.9
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