
The past few years have been 
challenging for the hedge fund 
industry, with assets declining 

in 2017 and 2018. Extreme market 
and currency volatility impacted the 
performance of hedge funds and they 
lost favour with investors. However, 
2018 was a year that hedge funds 
came back into their own again and 
proved why they should be included 
in part of an overall long-term 
investment strategy. The All Share 
Index was down -8.5% last year, while 
the HedgeNews Africa South African 
Single-Manager Composite was up 
5.2% after fees. 

One of the major reasons to 
have hedge funds as an investment 
is for downside protection and 
diversification. One only needs to look 
at the financial crisis in 2008-2009 to 
see how hedge funds performed as 
evidence of this. From 1 August 2008 
to 28 February 2009, the FTSE/JSE 

All Share Index (TR) experienced a 
maximum drawdown of -32%, versus 
the average South African General 
Equity fund maximum drawdown of 
-26%, and average South African Multi-
Asset High Equity Fund maximum 
drawdown of -11%. The average Long 
Short Hedge Fund over this same 
time, limited its maximum drawdown 
to -9%. Hedge Funds tend to protect 
investors from themselves – if they 
choose to sell at the bottom of any 
crisis, they should limit their losses.

Hedge funds are a lot more complex 
than traditional long-only funds. The 
industry needs to educate advisers 
and investors regarding the value 
proposition of hedge funds and to 
dispel the myriad of misconceptions 
that surround them. In addition to 
this, for the industry to grow, the 
Financial Sector Conduct Authority 
(FSCA) should evaluate amending 
the CISCA regulations to allow for 

traditional unit trusts to invest in 
hedge funds. Institutional Pension 
funds can invest up to 10% in hedge 
funds, and CISCA should be in line 
with this to allow retail investors the 
same opportunity. 

Some hedge fund managers have 
moved their hedge 
funds from monthly 
pricing and dealing 
to daily pricing 
and dealing, which 
means that they 
can now be added 
onto LISP platforms 
and included in 
model portfolios, making them more 
accessible to retail investors. However, 
what is still missing is a hedge fund 
classification framework, which will 
assist adding the funds onto platforms. 
This will help advisers and investors 
to better understand the investment 
strategy of the manager and fund. 

Hedge funds are obviously 
not without risk, as history 
internationally has shown. 
Fortunately, hedge fund managers in 
South Africa have proven themselves 
to be more conservative than their 
international counterparts – there 

are some experienced 
managers that have 
long, consistent track 
records to prove it. 
Furthermore, hedge 
funds are now much 
more transparent 
and highly regulated 
by the FSCA, which 

should give investors comfort. In 
time, we hope they will be viewed as 
another unit trust category that offers 
investors diversification, downside 
protection and an opportunity 
to generate real returns where 
uncorrelated mainstream long-only 
products fall short.
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2018 was a challenging year for investors 
with US equity and government bond 
markets both returning less than cash. 

Two factors were instrumental in delivering this 
outcome: disappointment with global growth and 
less cash flowing through the global economy 
(tighter liquidity).

These factors will continue to influence markets 
in the year ahead. Here we discuss four ‘black 
swans’ - events which are plausible but not currently 
being given much weight by markets. They are the 
‘unknown unknowns’. By definition, we cannot 
anticipate them but we have identified four 
scenarios that are plausible. We think they are worth 
consideration.

1 Another eurozone crisis
The first eurozone debt crisis began in 2009 and 

saw several eurozone member states (most notably 
Greece) become unable to repay (or refinance) their 
debts. A number of countries were also unable to bail 
out over-indebted banks. The European Central Bank 
(ECB) stepped in, effectively printing money to ensure 
the markets continued to have access to cash, thereby 
preventing a suspension in activity and possible 
economic collapse.

Since then, there has been a call, from President 
Macron in particular, for the creation of a central 
fund to support growth should such events arise 
again. This has yet to be formed. A potential new 
crisis was only narrowly avoided at the end of 2018 
when the spending plans of the new populist Italian 
coalition government tested the strict guidelines 
of the European Commission. Such drama is likely 
to play out again in 2019 given the broader rise of 
populist politics.

2 No Brexit in Europe
This may seem inconceivable given the time 

and energy currently being poured into sorting a 

withdrawal agreement. However, ‘no Brexit’ is the 
only outcome that will not require a vote (apart 
from ‘no deal’). As MPs have rejected the current 
deal on offer, and the EU unlikely to concede 
anything further, there must be a possibility that the 
government cancels Article 50 and stays in the EU.

3 Military action 
Sadly, there are plenty of hot spots which could 

ignite in 2019. The proxy war in the Middle East 
(being fought in Yemen and Syria) could become an 
actual war between Saudi Arabia and Iran. China 
has ambitions for Taiwan and across the region. 
The recent departure of defence secretary James 
Mattis indicates a more isolationist US, creating 
opportunities for others to fill the void. If President 
Trump’s dismissal of the UN’s function leads to a less 
co-ordinated international response to territorial 
skirmishes, Russian ambitions could re-escalate.

4 Trump does not run for  
re-election in 2020 

Although it is often difficult to read the president’s 
intentions, he appears to be constantly campaigning 
and setting himself for a second term. However, he 
will have to see off US Special Counsel Mueller’s 
investigation into alleged Russian interference in the 
2016 election first. Furthermore, he is already the oldest 
person to be elected president, taking office at the age of 
70 and would be 78 if he served a whole second term. 
Health may be a factor. Or, he could simply decide to 
do something else: there has been talk of him founding 
a media empire – Trump TV anyone?
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