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INTRODUCTION TO HEDGE FUNDS 

Defining Hedge Funds 

 ̧ ñHedge fundsò is a term coined by journalist Carol Loomis in a 
1966 Fortune Magazine article to describe an innovative 
investment structure first created by Alfred Winslow Jones in 1949. 

 
 ̧ ñA hedge fund is a private investment vehicle where the manager 
has a significant personal stake in the fund and enjoys high levels 
of flexibility to employ a broad spectrum of strategies involving use 
of derivatives, short selling and (or) leverage in order to enhance 
returns and better manage riskò. 

 

HEDGE FUND CHARACTERISTICS 

 ̧ Hedge funds in South Africa fall under the umbrella of Alternative 
Investment Vehicles, which includes all fields of investments beyond 
traditional equity and bond management, i.e. private equity, venture 
capital, currencies, commodities, hedge funds and real estate.  (The 
Regulatory Position of Hedge Funds in South Africa, 2004) 

 ̧ Hedge funds are like mutual funds in terms of the fact that they are 
pooled investment vehicles which typically invest in publicly traded 
securities.  However, there are several differences.  Broadly speaking, 
hedge funds are ñliberatedò with respect to regulation, investment 
positions, liquidity and fee structure.  This gives hedge fund managers 
the freedom to manoeuvre to protect against downside risk (or 
capitalise on downside movements of the market), and hence to 
pursue absolute return strategies  

Key characteristics of Hedge Funds 

 ̧ Hedge funds have absolute return objectives ï always cash+ 

 ̧ Hedge funds may take long and short positions 

 ̧ Hedge funds may make use of leverage 

 ̧ The fund manager may invest his/her personal capital in the fund 

 ̧ Incentive fees may be charged, aligning interests of the manager and 
investor 
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HEDGE FUND STRATEGY FOCUS 
 
Hedge fund strategies in SA 
 
Hedge funds in South Africa fall under the umbrella of Alternative 
Investment Vehicles, which includes all fields of investments beyond 
traditional equity and bond management, i.e. private equity, venture capital, 
currencies, commodities, hedge funds and real estate.  (The Regulatory 
Position of Hedge Funds in South Africa, 2004). 
 
Hedge funds are like mutual funds in terms of the fact that they are 
pooled investment vehicles which typically invest in publicly traded 
securities.  However, there are several differences.  Broadly speaking, 
hedge funds are ñliberatedò with respect to regulation, investment 
positions, liquidity and fee structure.  This gives hedge fund managers 
the freedom to manoeuvre to protect against downside risk (or capitalise 
on downside movements of the market), and hence to pursue absolute 
return strategies. 

 
BLUE INK COMPOSITE 
 
The Blue Ink hedge fund composite (BIHF Composite) monitors the 
average return of all South African hedge funds since the start of the first 
funds in South Africa in 1999.  Since the early days of the hedge fund 
industry in South Africa, Blue Ink has been sourcing data of hedge funds in 
South Africa.  Our first return track record of a fund starts on 31 January 
1999.  Since then the number has increased dramatically as the industry 
has grown.  Currently we include 96 funds in the calculation, with the peak 
being 110 funds in early 2008. 
The universe of the composite only includes South African hedge funds. A 
fund is only included from the date it becomes a ñpublic fundò i.e. open to 
the public to invest in (no proprietary desk funds are included). 
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HEDGE FUNDS AND TRADITIONAL MARKETS 
(UTôS) 
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TRADITIONAL INVESTMENT MARKETS  
 
Broadly speaking long only funds heavily regulated i.t.o.: 
 

 ̧ Instrument usage 

 ̧ Liquidity 

 ̧ Derivative usage 

 ̧ Gearing / leverage 

 ̧ Shorting 

 ̧ Exposures (company size equities/ maturity(bonds)/ credit 
limits 
 

 ̧ Traditional markets : manager expressing a negative view will 
sell his investments to have less exposure than his benchmark, 
or go to cash. 
 

 ̧ HF : manager expressing a negative view will sell his 
investments short and can leverage or use derivative 
instruments. 

 
PRIMARY INVESTMENT STRATEGIES OF 
HEDGE FUNDS 

 
There are four main strategies in the South African hedge fund 
space namely: 

 
Fixed Income arbitrage 

 
 ̧ Invests predominantly with underlying hedge funds that invest 

primarily in interest rate instruments.  These included listed and 
unlisted debt instruments, as well as over the counter 
derivatives such as rate agreements (Fraôs), swaps and other 
unlisted derivatives, as well as commercial paper issued by 
local institutions. 
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Equity market neutral & statistical arbitrage 
 

 ̧ Invests predominantly with underlying hedge funds that invest in 
equities and apply a market neutral strategy with no directional 
bias.  This implies that the underlying managers will in general 
maintain a net market exposure equal to zero. (long positions + 
short positions) / Fund NAV = 0). 
 

Equity long/short conservative 
 

 ̧ Invests predominantly in underlying equity long/short hedge fund 
that invest mostly in equities and apply a smaller directional bias in 
terms of their market exposure.  This implies that the underlying 
managers will in general maintain a net market exposure of -30% 
to +40%.  (long positions + short positions) / fund NAV =30% - 
40%). 

 
Equity long/short aggressive 

 
 ̧ Invests predominantly in underlying equity long/short hedge funds 

that invest mostly in equities and apply a larger directional bias in 
terms of their market exposure.  This implies that the underlying 
managers will in general maintain a net market exposure of -50% 
to 100%. 

 

RISK MANAGEMENT 
Quantitative analysis 
 

 ̧ Quantitative risk management concentrates on analysing the 
probability distribution of various risk factors within hedge funds.  
Instead of analysing the full distribution of hedge fund returns, we 
analyse a set of a few meaningful numbers which effectively  
describe the corresponding distribution.  Starting with the 
ófundamentalô methods of measuring risk (standard deviation, 
skewness,  
kurtosis etc). 
 

Qualitative analysis 
 

 ̧ While quantitative analysis of a fundôs return profile will tell an 
investor how the fund has performed on a month to month basis, it 
does not explain the biases and beliefs of the hedge fund 
manager, and therefore the potential pitfalls embedded in the 
strategy in the future as market environments change. 
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Technical considerations 
 

 ̧ One can summarize these considerations as follows: 
 

 ̧ Definitions of hedge fund styles  
 

RISK DIFFERENTIATION 
 
Risk Generally measures ito:  
 

 ̧ Gross exposure : [Longs + abs(shorts)+ cash]/NAV 

 ̧ Net Exposure : [Longs + cash ï Shorts] / NAV 

 ̧ Liquidity  

 ̧ Gross exposures vary between 1-3x gearing 

 

Net exposure: 
 

 ̧ Long Short > 40%  < 140% 

 ̧ Market Neutral = 0% 

 ̧ Short sellers <0% 

 ̧ Unit trusts are ALWAYS have a Net exposure of 100%  

 

Example  
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RISK DIFFERENTIATION  

 

 
HEDGE FUND STRATEGIES SINCE 2005 
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HEDGE FUND STRATEGIES SINCE 2007 

 
 
 
 
 
 
 
 
 
 
 
 
HEDGE FUND STRATEGIES SINCE 2007 
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DEMYSTIFYING HEDGE FUNDS 
 
 
 
 
 
 
 
 
 

 

 

 

Hedge funds represent a diverse range of investment products 

 ̧ There is no universally accepted definition for the collective 
 

 ̧ Almost an ñeverything butò class as the term encompasses the 
whole universe of investment possibilities 
 

The current FSB definition: 

 ̧ ñA portfolio which uses any strategy or takes any position which 
could result in the portfolio incurring losses greater than its 
aggregate market value at any point in time, and which strategies 
or positions include but are not limited to (a) leverage or (b) net 
short positionsò 
 

 ̧ Note: The FSB is defining hedge funds from the point of view of 
what unit trusts are not.   
 

 ̧ Note 2: The FSB needs to highlight the technical worst case 
scenario in its definition 

 

A definition from an investment point of view: 

 ̧ A hedge fund is a portfolio of assets which attempts to profit in the 
capital markets through the mispricing of securities by either 
buying or selling short the assets.  
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This definition highlights the following: 

 ̧ Hedge funds are made up of a portfolio of assets. 

 ̧ This is no different from a unit trust 

 ̧ This implies diversification not speculation 

 ̧ They are opportunistic in nature and will look to profit from 
whichever capital markets their mandate allows 

 ̧ They can generate profits by either selling assets and profiting 
from a fall in price or buying assets and profiting from a rise in 
price 

 ̧ Leverage is a potential by-product of the process. It is not the key 
driver of returns 

 

A long/short equity fund represents the most common form of  
hedge fund 

 ̧ The mandate tends to restrict it to operate just in the cash and 
equity markets 

 ̧ The fund tends to have a portfolio of shares it is long and a 
portfolio of shares it is short 

 ̧ While a long position may be paired with a short position, this is 
not always the case 

 ̧ Key aspects to watch from a risk management perspective: 

 ̧ Net exposure - this is the value of the longs minus the value of the 
shorts divided by the value of the fund, including the cash portion 

 ̧ This will typically be in the range of -20% to 100% 

 ̧ Gross exposure ï this is the absolute sum of the longs and shorts 
divided by the value of the fund including the cash portion 

 ̧ This will typically in South Africa be in the range of 0% to 200% 

 ̧ A long only fund has a gross exposure of 100% assuming it is fully 
invested 

A market neutral equity fund is very similar to a long/short equity  
fund, but: 

 ̧ The long positions tend to be paired with a short position 

 ̧ The net exposure tend to be close to 0% (typically -10% to 10%) 

 ̧ Gross exposure may be slightly higher (up to 300%) 

 ̧ BUT:  Volatility tends to be lower 

A typical trade: 

 ̧ Long Pick ón Pay, Short Spar 

 ̧ Buy R1m PIK shares 

 ̧ Sell R1m SPP shares (this requires a scrip borrow) 

 ̧ The goal is to profit from the relative performance of the two 
shares and not the absolute performance of each individual share. 
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WHAT ARE HEDGE FUNDS? 
 
A Fund of Hedge Funds (FOHF) are funds that make investments 
into underlying hedge funds 
 

 ̧ The key roles of the FOHF manager are: 
 

 ̧ To select the best hedge fund managers from the available 
universe 

 

 ̧ To select the appropriate strategies to suit the mandate of the fund 
and the economic environment 

 

 ̧ To monitor the risk of the underlying hedge fund managers and 
their mandate compliance 

 

 ̧ To manage the risk of the FOHF 


