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Hedge funds

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.

Regulation & Classification

Oversight

Different types of hedge fund strategies

. Long and short equity: Funds aim to generate positive returns
by being simultaneously long and short in the equity market.
The objective is to reduce market risk and retain company-
specific risk. The majority of local equity long-short funds
tend to be long biased. An investment strategy is to take long
positions in stocks that are expected to increase in value and
short positions in stocks that are expected to decline in value. A
long-short equity strategy seeks to minimise market exposure,
while profiting from stock gains in the long positions and price
declines in the short positions.

«  Market neutral: In a market-neutral equity strategy, funds take
similar-sized long and short positions in related equity sectors
with the effect that directional market risk is offset. The aim is
to profit from both increasing and decreasing prices. Market-
neutral strategies are often attained by taking matching
long and short positions in different stocks to benefit from
mispricing and delivering positive returns from both the long
and short stock selections and reducing risk from movements
in the broad market.

. Fixed income: An investment strategy that attempts to profit
from arbitrage opportunities in interest rate securities. When

using a fixed- income arbitrage strategy, the investor assumes
opposing positions in the market to take advantage of small
price discrepancies while limiting interest rate risk. This
general strategy type includes basis (e.g. cash vs. futures),
yield-curve and credit spread trading, as well as volatility
arbitrage.

.  Statistical arbitrage: Quantitative models are used to identify
market opportunities and establish short-term positions
involving a large number of securities.

«  Volatility arbitrage: Funds aim to exploit mispricing between
similar instruments where the mispricing is the result of
different volatility assumptions by price makers.

o  Multi-strategy: An investment philosophy allocating
investment capital to a variety of investment strategies and
potentially across several asset classes.

. Commodities: Funds that predominantly invest in soft or hard
commodities. These funds can follow a number of different
strategies to obtain alpha from this asset class, including trend
following or non-directional market neutral strategies.

SOURCE: Novare Hedge Fund Survey

FSCA: The Financial Sector Conduct
Authority is South Africa’s financial
regulator responsible for market conduct
regulation of the financial sector in South
Africa. For example, hedge funds are
regulated by the FSCA.

in that as a designated scheme they
are permitted to enter into certain
transactions and employ certain
strategies that unit trusts may not
enter into.

FAIS: The Financial Advisory and
Intermediary Service Act (No 32 of 2002)
promotes consumer protection through
the regulation of certain advisory and
intermediary services to clients by
financial firms, including hedge funds.

FSP: FAIS requires that persons that
provide advice or intermediary services
(any act performed by a person on behalf
of a client with a view to buying, selling or
otherwise dealing in a financial product),
with respect to financial products, register
as a financial services provider. Under
FAIS, hedge fund funds are to be registered
as hedge fund FSPs.

Regulation 28: Regulation 28 of the
Pension Funds Act applies to pension,
provident and retirement annuity funds,
and essentially limits asset managers’
allocations of retirements savings to
certain assets classes. As of 2015, a
hedge fund can be formally registered
as a CIS alongside traditional Regulation
28 funds.

Management companies (Mancos)

A key requirement that all hedge funds
must adhere to in this new regulatory
landscape is to appoint a management
company (Manco) for all administrative,
operational and risk monitoring duties
and to ensure that the appointed Manco
is approved by the FSCA. This procedure
is similar to the set-up of a unit trust
fund. Due to this development, the
operational risk associated with hedge
funds has been reduced.

Under section 5 of CISCA, both QIHFs
and RIHFs must operate under a Manco.

Collective investment scheme: A
scheme where funds from various
investors are pooled together for
investment purposes, with each
investor entitled to a proportional
share of the net benefits of ownership
of the underlying assets.

Glossary

= Alpha: A measure of excess return generated by an investment (security)
relative to a benchmark index

= Arbitrage: The exploitation of pricing anomalies in financial markets to
generate risk-free or low-risk profits

= AUM: Assets under management represent the total market value of the
investments that a person or entity manages on behalf of clients

= Bond: A debt instrument that promises that the issuer (the borrower) will
pay the holder (the investor) interest over a certain period of time and repay
the face value at maturity

= Debt instruments: Securities representing the debt borrower. Examples
are government bonds, Treasury Bills, bankers’ acceptances and negotiable
certificates of deposit

= Derivatives: Financial instruments that derive their value from underlying
securities and other variables, such as indexes or reference rates, have either
no or small initial investment and allow firms to speculate or hedge risks
that arise from factors outside their control, such as foreign currency rates.
= Financial instruments are assets that can be traded, or they can also be
seen as packages of capital that may be traded. Most types of financial
instruments provide efficient flow and transfer of capital all throughout the
world's investors. These assets can be cash, a contractual right to deliver or
receive cash or another type of financial instrument, or evidence of one's
ownership of an entity.

= Financial market: The institutional arrangements, mechanisms and
conventions that exist for the issuing and trading (i.e. buying and selling) of
financial instruments

= Fixed-income market: The money and bond markets and their derivatives.
Also called the interest-bearing market.

= Futures: An exchange-traded contract for delivery of a standard equity of a
specific underlying asset at a predetermined price and date in future

= Leverage: Gaining an economic exposure that is larger than available
capital resources

m Liquidity: The extent to which an instrument can be readily acquired or
disposed of at prevailing market prices

= Lock-up period: A lock-up period is a window of time when investors are
not allowed to redeem or sell shares of a particular investment

= Long hedge: Buying a futures contract (e.g. by a commodity consumer) to
hedge against a rise in the price of the underlying asset

= Long position: A dealer that has purchased a security is said to be “long”
that security

= Manco: A management company or CIS manager performs collective
portfolio management services of a CIS and/or alternative investment funds
= Naked short selling: Not permitted in South Africa. Naked shorting is
the illegal practice of short selling shares that have not been affirmatively
determined to exist. Ordinarily, traders must borrow a stock or determine
that it can be borrowed before they sell it short.

= NAV: Net asset value means the total market value of all assets in a portfolio
including any income accruals and less any deductible expenses, such as
audit fees, brokerage and service fees

= Net exposure: Net exposure is the difference between a hedge fund’s long
positions and its short positions. Expressed as a percentage, this number is
a measure of the extent to which a fund’s trading book is exposed to market
fluctuations. Net exposure can be contrasted with a fund’s gross exposure.
A fund has a net long exposure if the percentage amount invested in long
positions exceeds the percentage amount invested in short positions, and
has a net short position if short positions exceed long positions. If the
percentage invested in long positions equals the amount invested in short
positions, the net exposure is zero.

= Option: A contract that gives the holder the right, but not the obligation, to
buy or sell and underlying instrument at an agreed price

= Put option: An option that permits the holder the right, but not the obligation,
to sell an underlying asset at an agreed price

= Securities: Paper certificates (definitive securities) or electronic records

CISCA: The Collect Investment Schemes
Control Act. South Africa became the
first country in the world to put in place
comprehensive regulation for hedge fund
products in April 2015. The regulations
provide for two categories of hedge funds,
namely qualified investor hedge funds
and retail investor hedge funds. In order
to comply with the regulations, hedge
funds had to convert to legal structures
that conform with the provisions of CISCA.
Although a hedge fund can be registered
as a CIS, they are given distinct treatment
from other unit trusts regulated by CISCA

—

ASISA: The Association for Savings and
Investment South Africa represents
the collective interests of the country’s
asset managers, collective investment
scheme management companies,
linked investment service providers,
multi-managers and life insurance
companies. The ASISA Hedge Fund
Classification Standard, which was
adopted in 2020, applies to hedge funds
registered as collective investment
schemes.

Hedge fund risk management

« The funds are compelled to
appoint an independent trustee.
The trustee is usually a bank that
is not affiliated with the unit trust
company or asset manager;

.  Additional risk management and
compliance monitoring of hedge
funds are performed independently
from the asset manager;

. The FCSA conducts ongoing
supervision, ensuring that hedge
fund regulation is aligned with the
local unit trust industry;

. Industry integrity is promoted;

. Investors enjoy enhanced
transparency on matters such as
fees, and portfolio turnover ratios
are disclosed more frequently.

(book entry securities) evidencing ownership of equity (stocks), debt

obligations (bonds) or related instruments

= Scrip: An abbreviation for securities receipt/ A term used by financial

market participants for securities of all kinds

= Scrip borrowing/lending: The borrowing and lending of underlying
shares and other instruments, usually for a fee. Also referred to as stock

lending or securities lending.

= Short hedge: Selling a futures contract (e.g. by a commodity producer) to
hedge against a fall in the price of the underlying asset
= Short position: A dealer who has sold a security, which they do not own,

has a short position in that security

= Short selling: The act of selling securities that are not owned by that seller
= "Stranded" assets: Assets that have suffered from unanticipated or
premature write-downs, devaluation or conversion to liabilities.

= Valuing shares: Equity valuation attempts to estimate the intrinsic
(or economic or fair) value of a share. This is compared to the prevailing
market price of the share to ascertain if the share is a buy or not — in other
words, if the estimated intrinsic value is greater than the share price, the

share is a buy.
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