
Understanding alternative asset classes 
The traditional asset classes available for investment by 
retirement funds, both locally and in foreign markets, are 
cash, debt instruments, equities, immovable property and 
commodities. Whereas there is a fair understanding of these 
traditional asset classes among investors, the same cannot be 
said for alternative asset classes. 

With returns being under pressure from traditional asset 
classes over the last years, an increased understanding of 
alternatives is important to ensure a well-diversified investment 
portfolio, which can generate returns while protecting retirement 
fund members’ capital. 

In addition to financial returns, investing in the right 
alternative assets can support social and environmental 
innovation. Investing without an understanding of alternatives 
can result in negative financial and reputational outcomes for 
retirement fund investors. 

For the purpose of this short article series, we will be taking 
a closer look at hedge funds as an alternative asset class – 
focusing specifically on how they operate, are managed and 
regulated, as well as addressing some of the key concerns and 
misperceptions around hedge funds.

Hedge funds
Hedge funds have been around since the 1950s, with the first 
hedge funds in South Africa appearing in the 1990s. Although 
initially reserved for high-net-worth individuals, private clients 
and certain institutional investors, South African retirement 
funds and retail investors now have access to hedge funds. 

Regulation 28 of the Pension Funds Act allows retirement 
funds to invest up to 15% of their capital in alternative asset 
classes, with a maximum of 10% in hedge funds. 

AN OVERVIEW OF HEDGE FUNDS

Our purpose at Atleha-edu is to help ordinary South Africans save and invest for a 
better tomorrow.  

We do this through Financial Sector Code (FSC)-compliant awareness and 
interactive education programmes focused on retirement fund trustee, management 
committee member; and fund member awareness and education initiatives, such as 

this short article. 

We would like to thank Fairtree Asset Management for funding this short articles 
series, as well as the ASISA Foundation for supporting. 

ALTERNATIVE ASSET CLASSES:

While investors have a fair understanding of traditional asset classes, it is becoming 
increasingly important to understand alternative asset classes – such as hedge funds – 
in order to diversify one’s portfolio in the current market environment. This first article 

of a six-part short article series on hedge funds introduces some of the key topics that we 
will be focusing on in order to provide a deeper understanding of this asset class.   

Do you have a question that you would like us to address in a subsequent article? 
If so, please send your questions or suggestions for article topics by email to:  

info@atleha-edu.org

Hedge funds manage capital with the objective of achieving 
optimal risk-adjusted returns. In addition to traditional 
long investment strategies, hedge funds can invest in a 
variety of asset classes and use non-traditional investment 
strategies, including, among others, short selling, leverage, 
derivatives and arbitrage. While hedge funds typically invest 
in the same asset classes as traditional unit trust funds, they 
can take advantage of a broader range of investment tools 
and thereby generate other sources of return.

Risk-adjusted return: a calculation of the profit or potential 
profit from an investment that considers the degree of risk 
that must be accepted in order to achieve it. The purpose of 
risk-adjusted return is to help investors determine whether 
the risk taken was worth the expected reward. For example: 
If two investments had the same return over a specific period, 
the less risky asset would have a better risk-adjusted return. 

Generally, hedge funds are not well understood. Proponents 
view hedge funds as opportunities to gain exceptional returns, 
even in falling markets. They also view hedge funds as aiding 
the financial market in discovering the real prices of overvalued 

assets. Detractors view hedge funds as carrying excessive 
risks for investors, as well as the economy. This view is based 
on hedge funds’ ability to enter into leveraged positions and 
betting against macroeconomic trends. Often these opinions 
from both proponents and detractors are formed without a clear 
understanding of how hedge funds operate.

The major difference between a hedge fund and equity-
based CIS: 
Whereas these funds only buy, hold and sell, hedge funds 
have more flexible strategies at their disposal. In addition to 
buying, holding and selling, they can also sell short or use 
put options. Very few hedge funds elect to only sell short or 
use put options. 

Structure and strategy
Hedge funds can vary greatly in the investment strategies they 
employ. The chosen strategy will determine how the fund is 
managed and forms the basis on which investors make their 
decision to invest. These strategies typically enable hedge 
funds to: 
• Take positions against a certain expectation in a 

market in order to optimise risk-adjusted returns. 
• Use leverage to amplify the position it takes in the 

market.  
• Hedge funds don’t solely take short positions. Some 

hedge funds operate a combination of long positions as 
well as short positions. In South Africa, the combination of 
long and short equity strategies is prevalent. 

The next article  in this series will take a closer look at different 
types of hedge fund strategies and aims to illustrate that hedge 
funds do not solely engage in “short selling”, which is a common 
– and often negative – misperception.

Useful distinctions for hedge funds: 
• Asset class the hedge fund focuses on. For example, 

fixed income, equities, commodities, or a combination. 
• The investment strategy the hedge fund adopts i.e. 

long- short, market-neutral, event-driven, arbitrage etc. 
• Whether the hedge fund targets retail or institutional 

investors. Until recently, only qualified investors were 
allowed to invest in hedge funds, but South African 
regulation now allows retail hedge funds (RIHFs) 
to accept investments from anyone. A distinction is 
typically made between RIHFs and qualified investor 
hedge funds (QIHFs). 

• Whether the hedge fund invests only in South Africa 
or in broader geographic regions. For example, a 
South African-focused portfolio, a worldwide portfolio 
(including South Africa), a global portfolio (mostly 
outside of South Africa) or a regional portfolio (mostly in 
a specific region outside of South Africa). 
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