
We are entering a precarious 
time for financial markets, 
with global growth slowing 

and central banks focused on bringing 
pandemic and war-induced inflation 
under control by raising rates. Tightening 
financial conditions and a slowing growth 
environment increase the risk of a global 
recession, and this fear will most likely 
lead to increased market volatility. 

In addition, bonds, which were a 
traditional safe haven and hedge against 
equity market drawdowns, are unlikely to 
behave the same way as they have in the 
recent past, due to higher inflation. Investors will be challenged to earn absolute returns in 
this environment. We believe that the answer to this predicament could be hedge funds.

Source: Sentio Capital
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Our multi-strategy hedge fund aims to generate 
asymmetric returns by preserving capital in negative 
market condition and participating positively in 
upward markets. sentio-capital.com

Sentio Capital Management (Pty) Ltd is an authorised FSP.

SUSTAINABLE RETURNS 
REGARDLESS OF VOLATILITY.
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Hedge funds  
– An effective tool for 
volatile environments

RAYHAAN JOOSUB
Deputy CEO and Portfolio Manager 
at Sentio Capital

“Hedge funds have a  
much wider toolkit of 
available strategies that 
can allow them to generate 
returns irrespective of 
market direction”

Capital protection
In order for hedge funds to thrive in this environment, they must be able to adapt to 
the current regime of higher volatility and higher stock-bond correlations. First and 
foremost, they must be able to protect capital during equity market drawdowns. To 
make money, you need to first ensure you don’t loose it in the first place. Therefore, 
hedge funds need to:
•	 Be nimble in managing the net risk exposures in response to equity market moves
•	 Use derivatives to achieve an asymmetric return profile
•	 Short stocks effectively to hedge market downside risk. 

A combination of the above three strategies is crucial to avoid drawdowns and thus 
also ensure that a fund is on the front foot and able to take advantage of attractive 
market opportunities when they present themselves. After all, it ’s important to be 
greedy when others are fearful, and a well-implemented capital protection strategy can 
allow a hedge fund to take advantage of these opportunities and generate absolute 
returns, even when markets are down or going sideways.

Alternative strategies
Another important aspect that hedge funds can take advantage of during high market 
volatility is mean-reversion strategies, which typically do well in these types of regimes. 
High market volatility leads to excellent arbitrage opportunities due to liquidity shifts 
and risk aversion. This opens up opportunities for lower-risk relative-value strategies, 
which allows the fund to earn absolute returns, even when markets are doing poorly. 

Another attractive area that hedge funds can capitalise on is the derivatives markets, 
as higher market volatility increases implied volatility in the options markets – thus 
providing attractive opportunities for earning absolute returns by carefully selling 
volatility at good prices and then buying cheaper optionality to achieve capital 

protection on the total portfolio.
In summary, higher market volatility and higher 

equity-bond correlations will challenge long-only 
strategies in generating absolute returns. Hedge 
funds have a much wider toolkit of available 
strategies that can allow them to generate returns 
irrespective of market direction. Nimble hedge 
funds can take advantage of these strategies in 
order to not only protect capital during market 
drawdowns, but also earn positive absolute returns, 
which is crucial in the current environment.

“High market 
volatility leads to 
excellent arbitrage 
opportunities due 
to liquidity shifts 
and risk aversion”
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With global equity 
markets trading 
at elevated 

multiples and real yields 
on global bonds deeply 
negative, investors are 
looking towards private markets for additional sources 
of return to match their long-term liabilities. 

Today we can see growing portfolio diversification 
as investors move from local to global portfolios, 
allocating away from traditional investments and 
towards alternative investments. As illustrated below, 
infrastructure is currently one of the fastest growing 
subsectors in private equity in recent times.

Figure 1: Global private capital fundraising

 Source: JP Morgan Guide to Alternatives, November 2021

The very simple reason behind the choice of adding 
alternatives to a portfolio is that the careful addition and 
use of alternative investments can mitigate downside risk 
and enhance upside return potential over the long term.  

Locally, the growth in the alternatives space has also 
ticked up, as investors seek alternate sources of risk 
and return. Hedge fund Assets Under Management 
(AUM) in South Africa increased to R61.5bn in 2020 
from R1.4bn in 2002. 

Accessibility to hedge funds in SA has improved 
significantly, with new asset managers being launched, 
greater transparency, new regulations, and retail 
investor hedge fund structures. This allows greater access for 
individual investors with lower barriers to entry, such as more 
affordable minimum investment amounts and daily liquidity.

Figure 2: Hedge funds industry assets over time

Source: Novare Hedge Fund survey, 2020

 
The South African Venture Capital Association reported 

the private equity industry in SA reached a record high of 
R205bn, with infrastructure investments a third of the total 
market AUM currently.

Increased interest in the alternatives space
The Independent Financial Advisers were surveyed 
around their interest in alternative investments such 
as private equity, infrastructure and credit. In response, 
more than 50% of advisers indicated they would be 
interested in their inclusion to enhance returns and 
manage volatility. Passive allocations have continued to 
grow, and advisers predict further, rapid growth.

 As illustrated, there has been an increasing trend 
in passive investments in SA. The passive space was 
previously dominated by equity strategies but has grown 
in other asset classes, as well as multi-asset funds. SA 
financial advisers are also increasing the use of passive 
investments to better manage their strategic asset 
allocation and maintain costs.

Snapshot:  
Global and  
local trends  
in alternatives, 
including  
hedge funds
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Figure 3: IFA commentary on passives 

 Source: External Research Consultant Survey, 2021

Wild market swings 
often send investors 
rushing for the 

perceived safety of cash. But 
volatility and uncertainty 
often create opportunities 
for out-sized alpha generation. In a world where buy and 
hold ‘beta-centric’ strategies are unlikely to generate strong 
investment returns, hedge funds offer a compelling alternative 
for investors to consider.

The global hedge fund industry has attracted $19bn 
worth of inflows in the first three months of 2022, the highest 
level of quarterly inflows since the second quarter of 2015, 
according to hedge fund data firm HFR. Demand from 
institutional investors has been the main driver of this growth, 
with experienced hedge fund managers having proven track 
records benefiting most. The boost in allocations to hedge 
funds (+28%) helped the asset class achieve parity with private 
equity funds (-27%) last year, according to the EY 2021 Global 
Alternative Fund Survey. 

“Throughout 2021, the alternative fund industry has proven 
its ability to weather economic volatility and manage risk while 
producing returns that meet or exceed investor expectations,” 
state the report authors.

The South African hedge fund industry has seen similar 
strong demand patterns throughout 2021, and this momentum 
has continued into 2022. According to annual hedge fund 
statistics released by ASISA, the local hedge fund industry 
grew assets by nearly 19% to end 2021, to reach R86.93bn 
under management, as more investors saw the value of hedge 
fund strategies. While institutional investors have led the 
increase in allocations, the emergence of FSCA regulated retail 
hedge fund products has also attracted strong demand from 
retail investors.

Hedge funds aim to deliver superior risk-adjusted returns 
regardless of market conditions. Rising volatility and divergent 
performance across asset classes create a larger opportunity 
set for hedge fund managers to exploit. Having access to 
multiple asset classes, diverse geographies and short selling 
strategies also provides a broader toolset, which can be used 
by astute hedge fund managers to protect investors’ capital 
when markets fall and grow their wealth in more turbulent 
times. The addition of select hedge fund investments to a 
portfolio can offer fantastic diversification benefits and reduce 
correlation to overall equity and bond markets.

As with any investment decision, selecting the correct 
hedge fund investment should consider the track record of 
the manager, the longevity and repeatability of the investment 
process, the risk profile of the underlying fund, the depth 
of experience of the investment team and the alignment of 
interests between the managers and the investor. The formal 
regulation of hedge funds in South Africa and the emergence 
of retail hedge fund products has enhanced investor 
protections and dramatically increased the accessibility of 
these products for the average retail investor.

In an opaque global environment where high inflation, 
rising interest rates and extreme volatility in equity and bond 
markets is set to persist, astute investors will actively seek out 
investments to protect and grow their purchasing power over 
the coming years. Uncertain and unusual times often warrant 
a rethink of long-held beliefs. It is with this in mind that we 
believe investors should consider adding select hedge fund 
products offered by reputable managers to their portfolios.

Follow the 
smart money to 
outperform markets

http://www.sentio-capital.com

