
Sep 2009

Hedge funds poised 
for institutional 
investment boost

South Africa offers 
global lead in 
industry regulation

Fund service 
providers boost 
investor confidence

South Africa 
Hedge Fund 
Services 2009



South AfricA Hedgeweek Special Report Sep 2009 www.hedgeweek.com | 2

ContentS

Special Reports Editor: Simon Gray, simon.gray@globalfundmedia.com 

Sales Manager: Simon Broch, simon.broch@globalfundmedia.com 

Publisher/Editor-in-Chief: Sunil Gopalan, sunil.gopalan@globalfundmedia.com 

Marketing Director: Oliver Bradley, oliver.bradley@globalfundmedia.com 

Graphic Design: Siobhan Brownlow, siobhan.brownlow@globalfundmedia.com 

Photographs: Copyright South Africa Tourism

Published by: Global Fund Media Limited, 18 Hanover Square, London W1S 1HX 

Tel: +44 (0)20 3159 4000 Website: www.globalfundmedia.com 

©Copyright 2009 Global Fund Media Limited. All rights reserved. No part of this 

publication may be reproduced, stored in a retrieval system, or transmitted, in 

any form or by any means, electronic, mechanical, photocopying, recording or 

otherwise, without the prior permission of the publisher.

Publisher

In this issue…
03 South African hedge funds poised for 
next stage of growth
By Romil Timbadia

05 Industry can benefit from growth 
opportunities in Africa
By Brett Thornton-Dibb, Deutsche Bank

09 Downturn enables industry to present 
a compelling case
By Gavin Glick, PIM, Byron Green, Caveo Fund Solutions, and Ruth 
Forssman, Peregrine Prime

12 Service providers take on enhanced 
role in era of regulation
By Romil Timbadia

13 Self-regulation helps funds survive 
“100-year flood”
By Sean Morris, Coronation Fund Managers



South AfricA Hedgeweek Special Report Sep 2009 www.hedgeweek.com | 3

Managers. “Investors did not lose significant 
amounts of capital resulting from the sudden 
departure of many international funds or 
write-downs of more than 50 per cent of 
fund assets.”

Exchange control legislation that regulates 
capital flows in and out of South Africa also 
has been a blessing in disguise amid the 
international financial and economic crisis, 
but Ian Hamilton, chief executive of hedge 
fund administrator Investment Data Services 
Group and former chairman of the South 
African chapter of the Alternative Investment 
Management Association, argues that other 
factors also underlie the country’s resilience 
amid the global downturn.

“First, the banking system has come 
through with integrity as it was not exposed 
to poor investment products like sub-prime 
mortgages or lending to Eastern Europe,” he 
says. “Secondly, South African hedge funds 
were domestically focused with relatively few 
foreign investors that might have made panic 
withdrawals. Thirdly, the country’s hedge 
funds also had modest levels of leverage.”

It has been a difficult year for all involved in 
the financial services sector, but recovery, 
albeit slow, seems to be on the horizon. For 
South Africa, the impact of the crisis has 
been much less than that experienced in 
other counties such as the US and the UK, 
and its alternative investment sector has also 
withstood the slump.

Many industry members believe that 
the reliance by the country’s hedge fund 
managers on traditional yet well thought 
through investment strategies, as opposed 
to experimental and risky approaches, has 
been an important reason for the industry’s 
relatively robust performance. It has also 
vindicated South Africa’s embrace of first 
self-regulation and, since the beginning of 
last year, closer oversight of the industry by 
the country’s supervisory authorities.

“What probably shielded the local industry 
from the worst of the crisis was the already 
high level of self-regulation and the limited 
proliferation of asset-backed securities in 
our market,” says Sean Morris, a manager 
for institutional business at Coronation Fund 
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Industry can benefit 
from growth 

opportunities in Africa
By Brett thornton-Dibb

Finally the dust is settling and financial 
players are refocusing on future growth 
strategies. In all likelihood we will look back 
on 2008 as the watershed year for the South 
African hedge fund industry, which had 
its origins in the directionally trending bull 
market of 2003 to 2007 and found it difficult 
to compete for investor attention when low-
priced beta exposure was performing.

The events of 2008 brought home to the 
investing community the value of a carefully 
selected hedge fund, particularly when you 
consider their capital protection capability. 
The global tide of redemptions certainly 
reached the shores of South Africa last 
year, but unlike in the international arena, no 
South African funds raised their gates.

In the near term, local pension regulations 
will continue to limit the deployment of 
funds into the industry, but the hedge fund 
managers that weathered the storm of 2008 
with scale will benefit from consolidation 
within the industry, as investors review their 
due diligence and relationship capacity.

Hedge fund managers will be reviewing 
exposure to their own investor base and 
assessing this for concentration risk. The 
managers within the industry are tied to the 
fortunes of their fund, and being personally 
invested certainly does focus the mind for 
whatever uncertainty lies ahead.

In terms of regulation, the country seems 
to offer a pragmatic stance. The South 
African hedge fund industry has a very 
positive relationship with the local regulator, 
the Financial Services Board, a co-operative 
engagement that has steered the industry 
away from surprise regulation. The significant 

influence of fund of funds investors in the 
local marketplace has also established a 
culture of segregation, independence and 
transparency.

This proactive approach of self-governance 
has been a hallmark of the South African 
hedge fund industry. Represented by the 
local chapter of the Alternate Investment 
Managers Association, the sector has further 
strengthened its representation within the 
asset management community by joining with 
the Association for Savings and Investment 
SA to establish a regulated hedge fund 
product within the Collective Investment 
Schemes Control Act framework.

As we move into a new era, many 
investors are looking for global strategies 
that allow alpha extraction with low risk. 
Segregated mandates and managed account 
platforms will continue to grow, given the 
added impetus of the Madoff scandal, which 
it can be argued has unfairly tainted the 
hedge fund industry.

But the sector is not isolated from the 
winds of change that are blowing through the 
investment community. We live in a world that 
now relies even more on external governance 
rather than personal integrity alone.

I believe strongly that Africa will 
become an area of increased focus on 
global resource requirements, growth and 
innovation. African leadership, birthed from 
the people for the people, will be required to 
change the destiny of the continent where 
life began. On the ground, Africa-focused 
hedge fund managers will become sought 
after as the global investment community 
awakens to this opportunity. n

Brett Thornton-Dibb is head of 
prime finance for South Africa 
at Deutsche Bank
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Says Brett Thornton-Dibb, head of prime 
finance for South Africa at Deutsche Bank: 
“The events of 2008 brought home to the 
investing community the value of a carefully 
selected hedge fund, particularly when you 
consider their capital protection capability. 
The global tide of redemptions certainly 
reached the shores of South Africa last 
year, but unlike in the international arena, no 
South African funds raised their gates.”

Industry members also cite regulatory 
standards that have given the country 
and its hedge fund industry a high 
degree of protective cover. Managers are 
regulated under the Financial Advisory and 
Intermediary Services Act, while providers of 
advice and intermediary services to South 
Africans must be registered with the industry 
regulator, the Financial Services Board, and 
meet certain fit and proper requirements.

Hedge fund managers must possess 
appropriate qualifications, be able to show 
the FSB that they have a suitable track 
record in the management of the hedge 
fund strategies they offer, and demonstrate 
knowledge, skills and competency in 
managing the instruments making up the 
fund portfolio. This registration process, 
which was launched in early 2008, has been 
completed over the past year and is seen by 
industry professionals as an important step 
forward for the local hedge fund industry.

The FSB created a special category of 
licence for hedge fund managers, which 
hitherto had been regulated in the same 
way as managers of long-only retail funds, 
in late 2007. The new rules, which included 
more demanding fit and proper requirements 
for managers of alternative funds, had 

been negotiated with the industry over the 
previous couple of years.

“All existing hedge fund managers 
were approved,” Hamilton says. “The FSB 
was complimentary about the standard of 
application and the process of licensing 130 
fund managers went smoothly – generally as 
a result of the industry being self-regulated 
and adhering to best practice for a number 
of years.”

South Africa also stood out last year for 
its reluctance to make a knee-jerk response 
to the slump in share prices of banks and 
other financial sector firms. At a time when 
regulators elsewhere rushed to impose 
blanket bans on short selling, their South 
Africa counterparts were comfortable that 
the existing ban on naked short selling 
was sufficient.

Carla de Waal, a portfolio manager at 
funds of hedge funds manager Novare 
Investments and the board member for 
media and education for Aima South Africa, 
says: “South Africa has a sophisticated 
and well-regulated financial industry. The 
Johannesburg Stock Exchange doesn’t allow 
naked short selling and, as a result, did not 
implement any short-selling restrictions last 
year as some other jurisdictions have done.”

As the dust settles globally on the 
financial services sector, industry players are 
preparing to embrace a new era in which 
forward-thinking hedge fund managers 
are looking not only to extract value in an 
opportune market environment but to deliver 
alpha to their clients while keeping risk to 
the minimum.

Certainly the industry has benefited from 
the dominance of traditional investment 
styles among hedge fund managers. With 
the industry still heavily weighted toward 
equity hedge strategies such as long/
short and market neutral, as well as fixed-
income approaches, these funds significantly 
outperformed the local equity market last 
year while highlighting to investors their 
strong capital preservation qualities.

“Equity market neutral and fixed-income 
strategies on average managed to post 
positive – and in most cases even cash-
beating – returns in 2008,” de Waal says. 
“We’ve had a strong rally in local equities 
over the past few months, with local hedge 
funds keeping up well.”

3 
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Novare Investments portfolio 
manager Carla de Waal: 
“Funds of hedge funds are 
very actively involved in 
developing a regulated hedge 
fund product”
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This stability amid a highly volatile global 
environment is highly welcome in a domestic 
market that prizes consistency over extremes 
of performance. Says Hamilton: “Most of the 
South African investor class is institutional, 
such as domestic pension funds, and they 
have made long-term investment decisions 
based upon portfolio diversification and not 
short-term speculation.”

De Waal notes that funds of hedge funds 
remain the preferred route of investment 
for most investors. “Funds of hedge funds 
are also very actively involved in developing 
a regulated hedge fund product for the 
South African market through industry 
representative channels, Aima South 
Africa and the Association for Savings and 
Investment South Africa,” she says.

“Aima and ASISA have been driving 
the process of interaction with the local 
regulatory bodies, the FSB and the 
Treasury, in establishing a regulated product 
environment for local hedge funds. This 
collaboration has already involved several 
fruitful meetings with the regulators so far 
this year.”

The extension of regulation from 
managers to their products will also be 
welcomed by investors, according to 
Morris. “Moves afoot to increase the ambit 
of industry regulation to the hedge funds 
themselves would give investors a welcome 
comfort,” he says.

Hamilton says the transparency offered 
by regulated structures could allow greater 
investment in hedge funds by the country’s 
pension fund industry. According to the latest 
figures from Aima, only 1.3 per cent of South 
African pension fund capital is currently 
invested in hedge funds, even less than 2.5 
per cent limit imposed by Regulation 28 of 
the Pension Funds Act on investment in 
‘other assets’, principally alternative funds.

The South African hedge fund industry 
remains small in global terms but its early 
embrace of regulation and ability to deliver 
impressive returns is raising its profile both 
at home and abroad. This rising level of 
investor interest, however, is set to present 
its own challenges.

One of the biggest is ensuring the hiring 
and retention of the right talent in order to 
ensure that managers maintain the highest 
investment quality standards – something 

that the FSB’s new experience and expertise 
criteria for the licensing of hedge fund 
managers is designed to promote.

Another important challenge is for 
managers to diversify their client base to 
avoid being left vulnerable by the exit of 
one or more cornerstone investors. Industry 
professionals believe that this will be best 
approached by gaining more investment 
from abroad as well as offering products that 
appeal to a wider range of investors.

But like managers elsewhere, South 
Africa’s hedge fund industry will face an 
environment that lacks the sparkle of the 
final overheated years of the credit boom – 
not least because regulators are now more 
ready to save investors from their own over-
excitement. Even if they are not twice shy, 
regulators may prevent them from being 
bitten again, according to Chantal Valentine, 
an economic and fixed-interest strategist at 
Coronation Fund Managers.

“The medium-term growth trend will 
probably be less exciting than what it was 
a few years ago, but it will also probably be 
more sustainable,” she says. “Boring isn’t 
always a bad thing.”

In a global environment where other 
countries are now looking to follow South 
Africa’s example of strong but pragmatic 
regulation developed in close consultation 
with members of the industry, the ability 
of the country’s hedge fund managers to 
thrive despite the constraints of oversight 
and transparency leaves them well placed 
in the future to win over more conservative 
investors both at home and abroad. n
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Downturn enables 
industry to present 
a compelling case

By gavin glick, Byron green and Ruth Forssman

Africa comprises 7.5 per cent of the MSCI 
Emerging Markets Index, ranking it sixth just 
behind India.

The South African economy has a 
resource bias, but also draws value from the 
broader African continent and international 
markets through its many dual listings. 
All this makes for a dynamic, value-driven 
trading environment for hedge funds.

The outstanding feature of the local hedge 
fund sector has been the relatively large 
amounts of alpha that have generated by 
managers. Research capabilities can be a 
differentiating factor when it comes to the 
mid-cap and small stocks that are often 
overlooked by the majority of analysts, who 
focus solely on the top 40 stocks or even 
just the resource sector within the top 40. 
This leaves an opportunity to identify below-
the-radar companies.

Domestic equity valuations are heavily 
influenced by currency and commodity 
prices, but the market’s mid-range size 
on a global scale allows for frequent and 
tradable valuation gaps. Experienced and 
skilled hedge managers are able to extract 
factors while managing risk via the highly-
developed derivative and asset-lending 
market. In summary, alpha opportunities 
exist, and the developed nature of the 
underlying capital market allows for its 
efficient extraction.

Only over the past 18 months or so have 
foreign investors been able access this 
source of alpha. South Africa Alpha Capital 
Management (SAACM) manages one of 
a limited number of investment vehicles 

South Africa’s market architecture has 
withstood the seismic shocks unleashed 
by the global financial market collapse. 
While the rest of the world, including the 
in-favour quartet of Brazil, Russia, India 
and China, dusts itself off and revisits 
the drawing board, South Africa is ready 
to capitalise on its solid foundation and 
prudent construction in an environment of 
fast-paced recovery.

A sophisticated, regulated and transparent 
environment that offers multiple opportunities 
for alpha extraction in a maturing market, 
South Africa is unfortunately still often 
overlooked when it comes to allocations to 
emerging market economies.

On a structural level, South Africa’s 
infrastructure has the bells and whistles 
that one should expect from a ‘new world’ 
financial system. Its banks are strong, 
competitive and well capitalised. Over 
the past few months there have been 
no crises or need for government bail-
outs. There is open communication and 
collaboration between regulators and market 
participants, who are already comfortable 
with the concept of unrestricted regulatory 
insight into activities and a conservative 
approach to consumer credit and financial 
engineering.

The Johannesburg Stock Exchange, South 
Africa’s only stock market, is technologically 
one of the most sophisticated anywhere 
across the globe and highly regulated, 
boasting the eighth largest equity market in 
the world as well as world-class markets for 
traditional and single stock futures. South  11

Gavin Glick (top) is managing 
director of hedge fund 
management platform PIM, 
Byron Green (middle) is 
managing director of fund of 
hedge funds manager Caveo 
Fund Solutions, and Ruth 
Forssman (bottom) manages 
client relationships and 
business development for the 
Peregrine Prime business
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structural viability, as well as of their specific 
investment management skills.

However, this is not a highly regulated 
environment that constrains individual 
manager styles. Instead active dialogue 
exists between policymakers, policy 
implementers and industry participants. No 
ban on short selling was required last year, 
and despite some fund losses, there were 
no blow-ups throughout 2008 or in early 
2009. There is no holy regulatory grail for 
hedge funds, but the industry operates in 
an environment that provides regulatory 
comfort for both institutional and individual 
investors.

The most recent development is the 
launch of a process that will create regulated 
product environments for hedge funds. 
This will in time allow all investors the 
same opportunity to invest in hedge funds, 
and at the same time ensure that such 
products embody appropriate levels of risk 
management, disclosure and transparency.

The South African hedge fund industry 
is relatively concentrated in equity-based 
strategies, along with the recent emergence 
of fixed interest and macro trading styles. 
This focus on equities, while not ideal in 
terms of diversification, does make possible 
very high levels of portfolio disclosure.

This generally occurs daily, and allows for 
effective mandate and style drift monitoring 
by allocators. Together with extensive third-
party risk monitoring, the high degree of 
transparency has been a key factor in the 
insignificant number of South African fund 
closures resulting from capital losses.

The South African economy has 
remained intact and resilient throughout 
the international financial mayhem, and in 
time this will allow many companies based 
in the country to expand and grow into 
other regions of the continent as well as 
globally. With the underpinning of a strong 
financial system and a regulator that is 
engaged in helping the industry to flourish, 
hedge fund managers have a bright future in 
South Africa.

Quite simply, global investors and hedge 
funds can no longer afford to ignore the 
potential that South Africa offers. It should be 
a key part of their global investment strategy 
and will reward them in terms of alpha 
and value. n

available that allow a US dollar investment 
hedged against the rand, together with a 
fast-tracked due diligence process, flexibility, 
diversity and cost-saving benefits when 
allocating across multiple funds.

The Cayman-incorporated South Africa 
Alpha Segregated Portfolio Company offers 
a single access point to eight different 
strategies, including long/short equity, 
market neutral, statistical arbitrage and 
multistrategy funds.

The industry is well supported by an 
expanding infrastructure of prime brokers, 
fund administrators and banks. Peregrine 
Prime is one of the largest prime brokers, 
servicing one third of all licensed fund 
management entities, and is the preferred 
prime broker to the SAACM funds.

A healthy fund of funds industry has 
developed, and although institutional 
investors have taken longer than individuals 
to allocate assets, investments have been 
resolutely committed through the downturn 
in the market, although only Caveo Fund 
Solutions, positioned third in terms of fund 
of hedge funds market share, succeeded in 
increasing its assets under management in 
2008 – by 30 per cent.

The South African hedge fund industry 
has just celebrated its 10th anniversary. 
While a relative youngster compared with 
highly-developed markets, it has now 
weathered the 2002-03 bear market and 
the turmoil of 2008-09. While not entirely 
unscathed, returns during these periods 
were compelling and the wholesale 
redemptions experienced in international 
markets were not felt locally.

While until recently many industry 
members contended that a regulated 
environment is exactly what the hedge fund 
industry didn’t need, the South African reality 
is that over the past two years regulation has 
engendered a noticeable sense of investor 
comfort, reducing redemption stress and 
allowing the industry to continue to flourish.

In a spirit of true partnership to improve 
the investment framework, for the past 18 
months the South African regulator, the 
Financial Services Board, has required 
the mandatory registration of all asset 
managers, including hedge fund managers. 
The latter have been subjected to an 
in-depth assessment of their business and 
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Investors interested in 
exploring this region can 
meet 10 of the country’s 
leading hedge fund managers 
at an Investor Open Day on 
November 17, 2009, hosted 
by Peregrine Prime at the 
Mount Nelson hotel in Cape 
Town, followed by a two-day 
conference on hedge funds in 
Africa. www.peregrine.co.za/
html/peregrine_5998.php
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The efficient structuring and ongoing 
operational efficiency of hedge funds 
is very reliant on a group of supporting 
professionals, the services providers, and 
in South Africa as elsewhere most hedge 
funds carry out their operations with 
assistance from prime brokers, independent 
administrators and other firms. With the 
hedge fund industry looking to emphasise 
its adoption of operational best practice and 
the use of third-party providers as a source 
of added reassurance for regulators and 
investors, the importance of these specialists 
can only grow.

The quality of independent service 
providers is seen as one of the reasons for 
the resilience of South Africa’s hedge fund 
industry in the face of the global economic 
and financial crisis. “Having third-party fund 
administration as strong as it is in South 
Africa has shown its merit in that there 
have been no Ponzi schemes or untoward 
failures,” says Ian Hamilton, chief executive 
of administration firm Investment Data 

Services Group and the former chairman of 
Aima’s South African chapter.

The adherence of South African 
managers to international best practice has 
ensured that the majority of the funds are 
serviced by independent administrators. 
While this is not a regulatory requirement, 
as a rule institutional investors and funds 
of hedge funds will not invest in a fund 
unless it uses a third-party administrator. 
Fund administration firms themselves are 
regulated, as are prime brokers.

Carla de Waal, a portfolio manager at fund 
of hedge funds manager Novare Investments 
and the Aima board member for media and 
education, says: “Self-regulatory practices 
include the use of third-party administrators 
and prime brokers. Last year, independent 
administrators oversaw more than 88 per cent 
of local hedge fund assets, with prime brokers 
servicing 76 per cent of industry assets.”

Novare produces the annual South African 
Hedge Fund Survey that offers the most 
widely-followed statistical analysis of the 

Service providers take 
on enhanced role in 

era of regulation
By Romil timbadia
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Self-regulation 
helps funds survive 
“100-year flood”

By Sean Morris

The impact of the global financial crisis on 
the South African hedge fund industry has 
been considerably less than the shockwaves 
felt across the international industry, and 
the US in particular. Despite some poor 
returns and a couple of funds electing to 
close down, one could also argue that the 
crisis has had a positive impact on the 
local industry, specifically in terms of its 
composition and regulation.

What probably shielded the local industry 
from the worst of the crisis were the already 
high level of self-regulation and the limited 
proliferation of asset-backed securities in 
our market. Investors did not lose significant 
amounts of capital resulting from the 
sudden departure of many international 
funds or write-downs of more than 50 
per cent of fund assets. As a result, the 
industry escaped relatively unscathed with 
no incidents of fraud and a reputation 
still intact.

However, what the global financial 
instability has done for the local industry is 
to expose those funds that up to now have 
been able to dress up their beta (from a 
rising market) as alpha. With these marginal 
funds out of the equation, the industry now 
comprises many high-quality outfits, run by 
experienced managers with proven track 
records through the market cycles and even 
the “100-year flood” that was 2008.

Globally, regulation of the industry 
has been brought to the forefront, with a 
widespread call for significant changes. 
Currently the industry is divided into two 
camps – those who hope for a completely 
unconstrained environment, and those who 

prefer a regulated environment with impartial 
oversight. An increase in regulation is not 
expected to result in a knee-jerk reaction 
from the local industry.

Local hedge fund managers are currently 
regulated under a Financial Advisory and 
Intermediary Services Act license, but a joint 
initiative between the Alternative Investment 
Management Association’s South African 
chapter and the Association for Savings 
and Investment SA now aims to extend the 
regulatory framework at a product level for 
hedge funds in South Africa. With a high 
level of self-regulation at a product level 
already in place, the transition to a regulated 
product environment should be very 
manageable for the industry.

As regulation increases, so will the local 
industry’s ability to attract more assets. 
According to Aima, only 1.3 per cent of South 
African pension fund money is currently 
invested in hedge funds, compared with a 
global average of 18 per cent. This is a direct 
result of the archaic Regulation 28 of the 
Pension Funds Act, which restricts pension 
funds to investing a maximum of 2.5 per cent 
of total assets in ‘other assets’ including 
hedge funds.

While the downturn has been a true 
test for all types of investment, the South 
African hedge fund industry has managed 
to survive the instability while continuing to 
offer investors an effective diversification 
tool within their portfolios. In light of the 
greater certainty around regulation going 
forward, it would be remiss of investors 
to exclude the asset class from their 
overall portfolio. n

Sean Morris is a manager for 
institutional business with 
Coronation Fund Managers
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industry. In its most recent survey, covering 
the 12 months to the end of June last year, 
Novare reported an increase in total assets 
under management to ZAR30.3bn in mid-
2008 from ZAR25.9bn a year earlier, despite a 
decline in net industry inflows from ZAR7.1bn 
to ZAR6.3bn.

The period under review saw the launch 
of 20 new funds with total capacity of 
ZAR5.4bn, mostly created by established 
companies including large asset managers, 
boutique hedge fund firms and niche 
managers. According to de Waal, the 
potential for the industry to expand is evident 
from the open capacity within existing funds 
– an estimated ZAR34bn at the end of June 
2008 – and the fact that even after a year 
of 17 per cent growth, the industry’s total 
assets still represented just 0.7 per cent 
of the capitalisation of the country’s equity 
benchmark, the FTSE/JSE All Share Index.

The survey also emphasised the 
continuing decline in the preponderance 
of equity hedge strategies among South 
African managers, with the proportion of 
assets managed in long/short and market 
neutral strategies falling from 72 per cent in 
mid-2007 to 64 per cent a year later, as well 
as the vital role that funds of hedge funds 
continue to play in the market, accounting 
for 64 per cent of all industry assets.

An important factor in the growth of the 
industry, say professionals, is the role played 
by prime brokers not simply as service 
providers but long-term partners to hedge 
fund managers. The better the relationship 
and the higher the standard of service 
offered by brokers, the easier the fund 
manager’s day-to-day operations.

Prime brokers operate on two models in 
the South African market, as either principal 
or agent in securities lending transactions. 

The principal approach intermediates hedge 
fund credit risk in the securities lending 
market and can offer protection to the fund 
against changes in lending requirements.

“Maintaining a level playing field in terms 
of credit extension to the hedge fund market 
during extreme market volatility is a critical 
success factor for the prime broker,” says 
Brett Thornton-Dibb, head of prime finance 
for South Africa at Deutsche Bank.

“The agency basis, on the other hand, 
moves hedge fund credit exposure into the 
securities lending market. While limiting 
exposure to the prime broker, it can be 
difficult to assess the hedge fund’s ultimate 
credit counterparty. In the South African 
market, which is dominated by single 
prime broker relationships, the burden of 
operational risk rests significantly on the 
shoulders of the prime broker.”

Prime brokers also play an important role 
in protecting hedge fund investors. Most 
funds will trade through a prime broker 
under a written agreement that authorises 
the broker to close positions if they believe 
that the risk involved in the hedge fund is 
liable to expose the prime broker’s balance 
sheet to undesirable or irregular risks. This 
gives the firm the contractual right to close 
out risky positions and, in certain situations, 
to enforce risk limits similar to the manager’s 
own mandate.

Hedge funds have partnered with prime 
brokers to provide custody and settlement 
for many years, but Thornton-Dibb says: 
“As due diligence within the hedge fund 
investment process increases, the prime 
broking community must continue to invest 
in the industry that has grown out of this 
partnership.”

Fund administrators also help to protect 
investors in South African by providing 
unparalleled levels of transparency. Says De 
Waal: “It is common for funds of funds to be 
able to calculate a ‘soft price’ on a regular 
basis because we receive daily performance 
updates from the majority of our underlying 
funds, and we also receive portfolio holding 
information on an equally regular basis. 
This makes it so much easier to measure 
systematic risks. The move toward increased 
regulation is thus a mere formalisation of 
the high levels of self-regulation already 
employed by the industry.”
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traditional leverage, enjoyed by virtue of 
short extension in the market, suffered, with 
lenders tightening their list of acceptable 
scrip to lodge as collateral.”

Another issue has been the potential 
for mis-selling of hedge fund products, 
with all the attendant risk of damage to the 
jurisdiction’s reputation. De Waal advocates 
more stringent fit and proper requirements 
for advisers that sell hedge fund products to 
ensure that they are not mis-sold. “It could 
be very damaging for the industry if investors 
did not fully understand the attributes of 
these investment products and then were 
shocked when the funds did not behave as 
they initially thought,” she says.

Greater regulation, both self-imposed and 
from outside, is a key factor in the maturing 
of South Africa’s hedge fund market, and 
it is liable to entail higher costs for hedge 
fund managers. This could prove a barrier 
for smaller managers seeking to enter 
the market, but de Waal believes it is not 
necessarily a bad thing. “In order to be able 
to attract money from institutions such as 
pension funds, an institutionalised industry 
will have to demonstrate proper financial 
soundness,” she says.

Service providers will be closely involved 
as product regulation is put in place, but 
the rewards are likely to lie in clarification 
of many uncertainties for potential 
investors, especially for pension funds 
that may in future be permitted to increase 
their allocations to hedge funds to levels 
comparable with those in other developed 
markets. n

Nevertheless, the global financial 
crisis has posed new challenges for fund 
administrators. One is that new fund 
launches are no longer valued in hundreds 
of millions of dollars but tens of millions 
or even less, and their managers are often 
struggling to find administrators willing to 
take on smaller clients. “The bigger the 
administrator, the less inclined they are 
to serve smaller funds,” Hamilton says. 
“At this point, brand-name administrators 
hold prime position in the market as brand 
name is considered more important than 
service delivery.”

However, administrators in countries 
where third-party fund servicing is the norm 
may benefit from the new insistence, post-
Madoff, that US-based hedge funds employ 
independent administrators. Hamilton points 
out that Investment Data Services Group 
is offering its services to a wider market 
through various European offices that rely 
upon the South African engine room and 
its 100 staff to provide cost efficiencies. 
“This means lower minimum fees, thereby 
supporting the launch of smaller funds in the 
international market,” he says.

Overall, assets under management, trading 
volumes and leverage were all casualties of 
last year’s market collapse, but Thornton-
Dibb notes that for service providers, 
technology and platform costs did not shrink 
in line with the markets’ dramatic downturn.

“The first half of 2009 has seen low trade 
volumes and cautious positioning, with 
market volatility a hallmark of this period,” he 
says. “Hedge fund credit exposure to their 
prime brokers became a key topic following 
the Lehman collapse and investment 
mandates were revisited, particularly 
with regard to over the counter derivative 
exposure. Locally, credit exposure was 
highlighted by the default of contracts for 
difference provider Dealstream.

“This had no direct impact on hedge 
funds, since Dealstream offered CFDs to 
private clients, but the resulting fallout in the 
Safex futures clearing market certainly did. 
Market participants re-evaluated the leverage 
offered on illiquid stocks and the subsequent 
ramping up of margin requirements by 
clearing members brought an end to 
many small-cap illiquid strategies, as these 
leveraged positions were sold down. Even 


