
 

Hedge Funds – not so scary after all 

The Alternative Investment industry is poised to grow strongly in the next few years, on the back of regulatory 

changes, increased awareness of the industry, nervous equity markets as well as an increasing number of 

investors searching for real returns in an environment of low interest rates. 

While no central database of hedge fund industry statistics exists, the South African industry is estimated to be 

approximately R30bn in size, according to the latest Novare Investments Hedge Fund survey. This is dwarfed by 

the traditional savings and investment industry – data from the Association for Savings and Investment South 

Africa (ASISA) puts the size of the long-term insurance industry at R1.45 trillion and the unit trust industry at R1 

trillion, which is an indication of the enormous potential for the hedge fund industry to expand. 

The term ‘hedge fund’ encompasses a very broad spectrum of investment strategies. According to the FSB’s 

definition, it is described as a 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 leverage or net short positions. That might sound scary, but investors 

who do their homework, ask the right questions and invest with a credible hedge fund manager may benefit 

from superior risk-adjusted returns when compared to traditional long-only investments. Important 

considerations include: 

- Philosophy, Process & People 

These 3 principles are applicable when any investment is made, whether traditional or alternative. The 

investor should be comfortable with the philosophy of the manager i.e. what is the broad approach 

towards identifying profitable investment opportunities? Be wary of very complicated strategies and 

flawed philosophies. Ask the manager to explain the investment process to you. Is the process clear and 

based on comprehensive research? Are all the checks & balances in place? You should invest money 

only with people who you trust. Check whether a reputable administrator, prime broker, auditor and 

compliance officer has been appointed. 

 

- Only invest via limited liability structures 

Notwithstanding the expectation that hedge fund managers will manage the inherent risk of leverage 

and short-selling prudently, it is advisable for investors to invest via a structure that limits the risk to the 

amount invested. 

 

- Track-records matter 

The seeding of emerging hedge fund managers and backing of new entrants with little experience is 

best left to a fund incubator – stick to those hedge fund managers with at least a three year track-record 

that exhibits above-average investment skill. 

 

- Ensure that the incentives of the manager and the investor are aligned 

Most hedge funds charge a substantial performance fee, which aligns the interest of the investor with 

that of the manager. It is best practice for the ‘high watermark’ principle to be applied, meaning that 

the recoupment of previous negative returns do not attract a performance fee. Also enquire whether 

the manager has invested a significant portion of his/her wealth into the fund as well, and insist 

disclosure if this situation changes in the future. 

 

Most hedge funds in South Africa employ the equity long/short strategy, which is not overly complex. It is an 

extension of the strong stock-picking tradition of our asset management industry, where hedge fund managers 

combine a portfolio of stocks that are expected to perform well with a portfolio of stocks that are shorted due to 

the expectation that they will perform poorly. Nothing scary about that! 


