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GLOBAL / INTERNATIONAL

Using Alternative Investments to
Increase International Exposure

BY JIM FLINCHUM, CIMA, CFP,
AND HOWARD WEISS

Editor’s note: This article provides an overview
of using alternative investments as a vehicle for
increasing international exposure. It does not
offer analytical proof on why consultants should

consider alternative investments.

nvestment consultants

traditionally have viewed

international investments
as one of those minor asset classes
they learned under modern portfo-
lio theory. Over the past five years
or so, however, the impact of global-
ization and the bull market in com-
modities have forced us to pay more
attention to this important asset
class. Other reasons to pay attention
also include the following:

* A significant percentage of the
world’s largest corporations are
headquartered outside of the
United States.

e Many of the brand-name products
we use, such as Toyota, Nestle,
and GlaxoSmithKline, are
foreign-owned.

¢ Major sea changes have taken
place on the geopolitical front,
including the break-up of the
Soviet Union, the fall of
Communism, the opening of
China, and the emergence of
India as an economic power.

e A surge in demand for commodi-
ties of all types that has been
sparked by economic develop-
ment in China, India, and
Central Europe. This surge espe-
cially has fueled the economies of
resource-rich countries in Latin
America, which have commodi-
ties beyond oil.

¢ Financial markets are starting to
take shape in the developing
world; emerging-market equities
have been among the top perform-
ers over the past 12 to 36 months.

¢ The re-emergence of Japan after
what seemed to be an eternal
recession.

e Although less true now, interna-
tional equities traditionally have
offered a lower correlation to U.S.
equities, thus reducing the overall
volatility of a portfolio.

e Currency changes offer further
diversification to U.S. market
investments and can reduce mar-
ket correlation.

Not surprisingly, current fund-
flows analysis shows huge amounts
of money flowing into the interna-
tional arena. AMG Data Services
reported record equity fund inflows
of $147.5 billion in 2005, with $86.2
billion or 58 percent of that amount
going into international equity
funds.! In fact, Dr. Jeremy Siegel
recently recommended a 40-percent
allocation to international, which is
at the high end of the range for tra-
ditional advisers. (Certainly all
Monitor readers know the “Wizard of
Wharton” and pay close attention to
his thoughts. See the review of Dr.
Siegel’s new book, The Future for
Investors—Why the Tried and the True
Triumph over the Bold and the New, in
this issue of the Monitor.)

Despite the reasons for allocating
more funds internationally, many
investors have remained on the side-
lines over the years. They generally
believe foreign markets to be more
volatile or riskier than U.S. markets,
due to currency fluctuations as well
as greater political and economic

uncertainties. They have regarded
emerging markets as even riskier
investments because those countries
are subject to greater economic,
political, social, and regulatory
upheavals. Additionally, investors
have been uncomfortable with non-
U.S. companies because they have
less publicly available financial infor-
mation and different accounting and
financial reporting standards.

Determining the right vehicle for
increasing international exposure is
difficult, and this contributes to the
reluctance. As long as the allocation
was minor, investment consultants
put their clients into international
mutual funds. Wealthier clients
went to separate account managers.
More recently, the explosive growth
of exchange traded funds (ETFs) has
presented interesting and innova-
tive ways to increase exposure.
However, most investment consult-
ants have not embraced alternative
investments as a vehicle for increas-
ing international exposure. The pur-
pose of this article is to examine
that possibility.

The Historical Background

As figure 1 indicates, investors have
benefited by staying domestic in
some years, but they truly missed
opportunities in other years.
Generally, international equities (as
measured by the MSCI EAFE Index)
outperformed the U.S. large-cap
domestic market (as measured by
the S&P 500) during much of the
1980s but significantly trailed the
domestic market during the 1990s.
More recently, this relationship has
begun to turn again in favor of
international equities, largely due to
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FIGURE T EAFE vs. the S&P 500
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the impact of globalization and the
strength of commodities.
Nonetheless, the past volatility may
make the argument for “absolute
return” funds more compelling.

Events that began to take hold in
the early 90s set the stage for a
much different international invest-
ing landscape. There has been a
worldwide expansion of capitalism,
with increasing investment capital,
rising stock markets, and expanding
global liquidity. Moreover, investors
are beginning to look at portfolio
management beyond the traditional
allocations to developed-market
stocks and bonds. It is not just
another diversification play. Instead,
it is being viewed as a place of
expanded investment opportunities.
Indeed, in Dr. Siegel’s new book, The
Future for Investors, he notes that
only 52 percent of the world’s mar-
ket capitalization is in the United
States.3 He likens it to investing
only in companies that begin with
the letters A thru L and arbitrarily
ignoring companies that begin with
letters M thru Z.4

Equities—Developed

Emerging Market Equities

Futures-Currencies

International
Investments

FIGURE 2 International Investing: A New Strategic Approach

International Real Estate

International Real Estate
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Emerging Market Debt
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Figure 2 illustrates this expanded
view of asset allocation, where
investors are establishing truly global
portfolios across all asset classes.

Figure 3 shows some of the ways
that investors can access interna-
tional investments. Of particular

interest is the role that alternative
investments are playing.

Alternative Strategies to
International Investing

During the past five to ten years, we
have witnessed a sea change in the
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>> “ALTERNATIVE INVESTMENTS” CONTINUED
investment business as many
investors rolled into the relatively
uncharted waters of hedge funds
and allocated large amounts to real
estate and private equity opportuni-
ties. The experience of investing in
these alternative asset classes has
helped set the stage for a more
global expansion today. We now
will consider some of the alterna-
tive strategies through which
investors can gain further interna-
tional exposure.

Hedged Equity Portfolios

The traditional strategy is to buy a
basket of diversified international
companies and then employ hedg-
ing techniques against stock market
index futures and/or selected curren-
cies. Another more pointed strategy
is to establish country-specific port-
folios and hedge market and cur-
rency risks where available. An
example is to create a portfolio of
Japanese stocks and then employ a
hedge against the yen and/or the
Nikkei average. (See “Long/Short
Investing in International Equities:
An Interview with Nigel Hart,” in
this issue of the Monitor.)

Hedge Funds
Hedge funds give the investor one
of the best-known vehicles for gain-
ing international exposure. By their
nature, hedge funds take both long
and short positions, employ lever-
age, use arbitrage techniques, and
trade in options and futures. The
industry also tends to categorize
hedge funds into distinct groupings
such as the following:
¢ Low- and high- volatility funds
¢ Market neutral and directional
funds
e Relative value, event-driven,
equity hedge, and opportunistic
Within these groupings, we then
have specific strategies such as con-
vertible arbitrage, managed futures,
distressed debt, and global macro.
Several of the strategies enable
investors to obtain international
exposure across a number of asset

Hedge Fund Structures

Offshore Partnerships

Exchange-Traded Funds

FIGURE 3 International Investing: Implementation Vehicles
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Within these groupings, we then
have specific strategies such as
convertible arhitrage, managed

futures, distressed debt, and global
macro. Several of the strategies

enable investors to obtain interna-
tional exposure across a number

of asset classes and markets.

classes and markets. The following

are a few to consider:

« [nternational Fixed Income Arbitrage—
With this strategy, investors seek
to exploit pricing inefficiencies
among financial markets around
the world, for both securities and
derivatives. They will take both
long and short positions, some-
times making a directional bet.
Returns are therefore derived from
dislocations in established rela-
tionships or spreads among coun-

tries and specific securities, rather
than from predicting interest rate
changes. Leverage frequently is
employed. One would classify this
as a relative value strategy.

 Emerging Markets—One of the most
opportunistic and highly volatile
strategies is that of an emerging
markets hedge fund. Here, fund
managers will invest in both
equity and debt securities of
emerging economies with the aim
of exploiting the inefficiencies
inherent in immature but growing
economies. They position their
portfolios to take advantage of
credit spreads as well as govern-
mental fiscal and monetary policy
changes. They are limited, how-
ever, in their ability to short many
of the emerging market currencies
and market indexes. There is some
discussion that emerging markets
are a new asset class, separate and
distinct from traditional interna-
tional exposure.

« Global Macro—As the name implies,
these managers essentially use the
world as their stage. It is undoubt-
edly what most investors think of
in terms of international investing,
but it is only one market strategy.
First, they seek out opportunities
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to profit from global interest rate
changes, along with movements in
equity markets, foreign exchange
rates, and commodity prices.
Then, to execute their strategy,
they take long and short positions
in securities, financial futures,
options, commodities, and even
real estate. They are true “top
down” managers who try to fore-
cast shifts in global economies, the
impacts of political developments,
and changing supply and demand
for worldwide natural resources.
This is potentially one of the most
volatile strategies because it relies
substantially on manager skill and
is exposed to market and foreign
exchange risks. For those who
prefer a “currency overlay” to their
entire portfolio, this would be a
useful strategy to consider.

Managed Futures—Those who agree
with Jim Rogers that we are in the
midst of long-run commodity

The key aspect of private equity
investing is gaining “access” to the
right opportunities. To that end,
many of the largest bank and
brokerage firms have brought
and continue to bring private

equity offerings to the market.

Participating in this strategy
enables investors to capture some
of the action taking place in such
areas as currencies, energy, and
worldwide trade imbalances.

Private Equity

in Europe. In particular, the large
end of the buyout market has pre-
sented significant opportunities
over the past year. Further eco-
nomic integration coupled with
generational changes at many
family corporations could further
spark this market.

Istael—Israel has provided some
venture opportunities for
investors with the right risk pro-
file, particularly in technology
and pharmaceuticals.

Far East—The most action, of
course, has been in Asia. While
this area still harbors greater polit-
ical and economic risk than
Europe, conditions are becoming
more favorable for private
investors. For example, Asian
countries now are more open to
selling significant stakes in their
corporations to Western investors.
The push toward urbanization has
raised disposable incomes and is

boom will like this strategy, which
involves taking long and short
positions in futures contracts.
These contracts are either on com-
modities such as metals and
energy or on financial securities
such as foreign exchange and
stock market indexes. For the
most part, these funds are man-
aged by commodity trading advis-
ers. Active fund managers gener-
ally fall into one of two camps.
The first is the technical or trend-
following strategy. This technique
utilizes computerized models to
generate buy and sell decisions
that are based on detecting price
trends through a variety of mov-
ing average indicators. Managers
attempt to limit the downside by
quickly closing out loss positions
and remaining in the profitable
positions. The second active tech-
nique is the discretionary strategy.
This is more of a fundamental
approach where the manager eval-
uates and acts on underlying sup- opportunities have been concen-
ply and demand conditions, trated in some of these following
weather patterns, governmental areas:

policies, international trading pat- « Europe—private equity is becoming
terns, and political events. more of a mainstream asset class

Both the greatest opportunity as
well the greatest risk lie with private
equity investing overseas. Without

creating more of a consumer soci-
ety. This also will create opportu-
nities to build companies that
produce basic consumer products.
Also, local banks are providing
more debt capital to fund buy-
outs. Finally, there have been
some favorable exits from invest-
ments made over the past few
years, thus giving investors added
confidence they might be able to
right opportunities. To that end, monetize their holdings.

many of the largest bank and bro- o (hina—Of course, the big story in
private equity is China, where
global private equity firms have
been establishing offices and rais-
ing substantial funds from
investors throughout the world.
Private equity will continue to
play a necessary and critical role
in building China’s economy; it
fills a void between a developing
banking sector and a fledging
stock market. To a great extent,
private equity is the only real way
to fund new enterprises. Private
equity firms tend to develop a
particular focus such as venture
technology, buy-outs, and restruc-
turings. Needless to say, while
opportunities seem to be plenti-

question, each of the risks involved
with domestic private equity invest-
ing may be even greater overseas.
Despite the apparent risks, private
equity investors have been flocking
to overseas markets.

The key aspect of private equity
investing is gaining “access” to the

kerage firms have brought and con-
tinue to bring private equity offer-
ings to the market. Some of the
largest private equity firms, such as
the Carlyle Group, have made sub-
stantial commitments to building
overseas private equity invest-
ments. Additionally, institutional
investors such as CALPERS
(California Public Employees
Retirement System) also have
invested in private equity abroad.
International private equity
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>> “ALTERNATIVE INVESTMENTS” CONTINUED
ful, investing in a rapidly develop-
ing economy such as China car-
ries its share of risks, particularly
on the implementation and man-
agerial side.

* India—while China becomes the
world’s manufacturing giant,
India is emerging as the world’s
next “Silicon Valley.” First, the
technology behemoths like
Microsoft, Cisco, Hewlett Packard,
and Motorola arrived. This paved
the way for a private-equity gold
rush. Well-known players such as
the Carlyle Group and Blackstone
Partners have followed.
Additionally, firms such as
SoftBank Capital and WestBridge
Capital Partners are raising nine-
figure capital pools for India.
While India certainly has its
bureaucratic, health care, and
infrastructure challenges, it offers
investors some strong reasons to
plant stakes in the ground. India
is a democracy with a young work
force. Moreover, it produces a sig-
nificant number of engineers each
year, from universities at home
and abroad. India also is a
tremendous consumer market for
all goods and services but particu-
larly the information and high-
tech sectors. There are a number
of ETFs on this market, most up
30-40 percent over the past year.
Recent political attention by the
Bush Administration also should
improve the long-term prospects.

Real Estate

Real estate also offers investors the
ability to diversify internationally.
As in the United States, investors
can buy individual properties, but
many will look for quality funds put
together by real estate or private
equity firms. The spread of real
estate investment trusts (REITs)
overseas also will enhance these
investments because they provide
increased liquidity and wider exit
opportunities. As in politics, all real
estate is local. Having the right prop-
erty manager is as important as hav-

As in politics, all real estate is local. Having the right property

manager is as important as having the right portfolio manager.

ing the right portfolio manager.
Investors have tended to focus real
estate investments in Europe and Asia.

Structured Notes

Another especially interesting way to

gain international diversification is

to purchase a structured note. These
frequently are called principal pro-
tected notes. Essentially this invest-
ment works in the following way:

e Structured notes are hybrid securi-
ties that have the appearance of
fixed income with an equity
kicker of some kind.

¢ They generally are issued by large
commercial banks or brokerage
firms. As such, these firms are the
issuers and represent the credit
risk in the transaction.

¢ The principal protection part
is that investors are guaranteed
a return of their original invest-
ment or some part thereof
at maturity.

¢ The equity part involves an addi-
tional return that is tied to an
index or basket of indexes or cur-
rencies. The investor will get a
percentage of the increase in
value of the designated index.

¢ An example would be a note that
is tied to the performance of the
EAFE index or to a basket of Asian
currencies. The investor may be
guaranteed a return of principal
plus 50 percent of the increase in
value of the index.

Accordingly, structured notes are

a risk-controlled way to participate

in foreign currency movements of

specific countries and regions. You
will not capture the full upside
move, but you will get some of it
without significant risk of capital.

On the other hand, some issues

with these investments must be

understood. Generally, there is no
current income. While there is a sec-
ondary market in some cases, it is
not assured, because these are sold
to investors with the idea they will
be held to maturity, which can be
something like two years, three
years, five years, or longer. Finally,
the market price will fluctuate so
you could see significant apprecia-
tion during the term, only to see it
dissipate toward maturity. It is
important to note that each invest-
ment is structured differently and
each has its own formula for deter-
mining the final payout value.

Structured notes are a
risk-controlled way to participate
in foreign currency movements
of specific countries and regions.
You will not capture the full upsice
move, but you will get some of it

without significant risk of capital.

Issues and Challenges

Earlier, we spoke of the risks inher-
ent when investing internationally.
In addition to the market risks,
however, one faces other challenges
when investing internationally with
alternatives. In particular, investors
will encounter a more elaborate due
diligence process and need to be
willing to accept higher costs.
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Due Diligence

The international space adds another

layer of due diligence issues. Here are

some of the factors to consider:

e In his latest book, Collapse: How
Societies Choose to Fail or Succeed,
Dr. Jared Diamond states:
“Globalization makes it impossible
for modern societies to collapse in
isolation.”® Even if this is so, we
cannot ignore geopolitical risks of
individual countries and regions.

¢ Currency crises in emerging mar-
ket economies are another due-
diligence risk. Here again, hedge
funds may be able to react quickly
but real estate and private equity
investments could face long-term
problems depending on how the
currency crisis is handled.
Specifically, it could impact the
repatriation of funds in some cases.

¢ Private equity investors have
to evaluate the exit strategies
available today and be able to
project progress in the develop-
ment of public financial markets
in the future, as well as changes
in capital control regulation.
Additionally, one will want to
assess the overall growth in pri-
vate company investments in a
country or region, so as to have
available strategic buy-out
options from private firms.

¢ Just dealing domestically, one
is always challenged to figure
out where future tax legislation
is headed. This is multiplied
when investing in a range of
foreign jurisdictions. Because
private equity and real estate
are long-term investments, one
needs to carefully evaluate a
country’s budgetary and longer-
term fiscal policies.

e When selecting private equity
and real estate funds, investors
should assess the firms’ capacity
to put resources on the ground.
The initial due diligence is not
enough because these invest-
ments require continuous moni-
toring. To accomplish that, the
firms need to have some scale to
expend the capital.

For additional information, readers might
find the following Web sites helpful:

http://www.hedgefundcenter.com
http://www.msci.com/hedge
http://www.hedgefundintelligence.com
http://www.evca.com
http://www.ifecorp.com

Costs

A few words about costs when

investing internationally:

e When investing in traditional
international equity and bond
portfolios, one may expect to
incur an additional 35 to 75 basis
points to cover custody and the
increased resources for research.

¢ With hedge funds, it is not easy to
generalize because there may not
be a measurable price differential
for the international component.

e With private equity and real
estate, investors likely will incur a
measurable increase in costs to
compensate for the additional
expenses of running these funds.
The actual amount will vary
depending on fund size, geogra-
phy, and the resources required to
operate the fund. The increase in
costs could come from any or all
sources of compensation includ-
ing the management fee, profit,
or placement fee.

Conclusion
Properly implemented, alternative
investment vehicles are just as use-
ful for international investing as for
domestic investing. It just is harder
for the investor and the investors’
advisers. The investor needs to
process another dimension of risk.
The investment adviser needs to
expand due-diligence capacity and
be able to source specific opportuni-
ties. The tax adviser needs to deal
with foreign taxes, slower K-1s, and
varying domiciles.

Realistically, no investment con-
sultant can adequately research or

conduct due diligence on the
numerous hedge fund managers in
the international arena. While
nobody likes to pay an additional
layer of fees, it probably is more jus-
tified to take a “fund-of-funds”
approach in international alterna-
tive investments.

The important concept, however,
is that adequate exposure to interna-
tional investing is necessary under
both Modern Portfolio Theory and
post-MPT. The question is, how
much and how shall it be provided.
As in domestic investing, interna-
tional alternative investing—if suc-
cessfully implemented—can
improve returns and reduce the
volatility of an investor’s interna-
tional asset allocation.

Jim Flinchum, CIMA, CFP, is a princi-
pal with Beacon Wealth Advisors, LLC,
a financial advisory firm in Virginia
Beach, Va., specializing in investment
consulting and fiduciary auditing. He
earned a B.S. from Old Dominion
University, an M.B.A. from the College
of William & Mary, and an M.S. in
international business from the
University of Dallas. Contact him at
jim@beaconwealthadvisors.com.

Howard Weiss is a senior vice president
and wealth management consultant at
Bank of America, where he specializes in
the family office and private foundation
markets. He earned a B.S. from The
Ohio State University and an M.B.A.
from The Wharton School at the
University of Pennsylvania. Contact him
at howard.weiss@bankofamerica.com.
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