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How Risky Is My Fixed Income Hedge Fund? 
Written by: Nomathibana Matshoba, Portfolio Manager at Terebinth Capital 

 
Following years of operating unregulated, the financial services board made the crucial decision to pull 

hedge funds into the regulated space with the introduction of Board Notice 52 in 2015 under the 

Collective Investments Schemes Control Act (CISCA) (45/2002). The assessment of risk within hedge 

funds has, however, remained an important and highly debated issue. The main contentious issue lies in 

the lack of differentiation in how risk is assessed between the different hedge fund types and underlying 

asset classes. CISCA Board Notice 52 defines market risk and total exposure limits using two alternative 

methods as shown in Table 1 - the Commitment Approach and the Value-at-Risk (VaR) approach.  

 

Table 1: Defining Market Risk and Total Exposure Limits 

 

Total Exposure Measure Total Exposure Limits 

Commitment Approach A portfolio's total exposure to the market does not 

exceed 200% of the total net asset value of the 

portfolio 

Value-at-Risk Approach Absolute Value-at-Risk using daily historical data 

must be calculated on a daily basis to determine with 

a 99% confidence level that the potential loss over 

the following month will not exceed 20% of the 

portfolio's net asset value 

       Source: CISCA (45/2002), Board Notice 52  
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Hedge fund managers can use either approach to demonstrate portfolio risk, but questions remain as to 

whether both approaches should be used or perhaps a third approach should be introduced to address 

areas where the above prove inadequate in demonstrating portfolio risk. 

  

The purpose of this article is to outline specifics one should consider when assessing risk within a fixed 

income hedge fund and whether the above two approaches adequately allow for these key factors. 

 

Correlation of Fixed Income Instruments  

In general, fixed income instruments are highly correlated as shown in Table 2 below, given their 

combined relationship to the repo rate and inflation expectations from a macro-economic perspective. 

Application of pure macro-economic theory by the SARB Monetary Policy Committee (MPC) dictates 

that the repo rate should be increased when inflation accelerates and is at risk of breaching the top of 

the band of the MPC target range of 3% - 6%. Where there is market confidence in the MPC’s ability to 

retain inflation within the target range over the medium to long term, the repo rate move may be followed 

by a flattening in the government yield curve as inflation expectations remain anchored within the target 

range. 

  

In a recessionary environment with low consumption and therefore inflation at risk of falling below the 

lower end of the target range, the MPC may decide to cut interest rates to boost growth and 

consumption. This move will likely be followed by steepening of the yield curve as medium- to long-term 

inflation expectations increase while staying within the target range. These moves in government bond 

yields are closely followed by bank swap rates. The swap curve forms the basis for bank funding and by 

extension, corporate entity funding in the economy. In addition, the three-month JIBAR (JIBA3M), which 

is widely used as the base funding rate for bank and corporate floating-rate debt, is highly correlated to 

the repo rate as shown in Figure 1 below.   

 

Figure 1: SARB Repo Rate vs. JIBA3M Rate 

 

Source: Bloomberg 
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Table 2: Correlation Coefficients of Representative FI instruments 

 

Source: Bloomberg; correlation coefficients based on 15-year historical weekly data from March 2018   

 

The high correlation of fixed income instruments (i.e. correlation coefficient close to -1 or 1) means 

whenever the commitment approach is used to assess risk for relative value trades - being a long 

position in one instrument combined with a short position in another correlated instrument, including 

asset pack trades and credit spread trades - exposures can be offset when determining total fund 

exposure. It goes without saying that by implication the volatility on relative value trades (i.e. being long 

one asset and short another similar asset) will be lower than for directional trades (going long both 

assets or short both assets) given the offsetting of risk exposures, with directional trades less prominent 

in fixed income hedge portfolios. 

 

Lower Volatility of Fixed Income Instruments 

Fixed income instruments generally exhibit lower volatility relative to equities. Therefore, the gain or loss 

from a fixed income instrument is expected to be lower than that from an equity position over the 

medium to long term if we equate the expected monetary gain/loss from an equity exposure for a one 

standard deviation move, to a fixed income exposure. The total exposure on the fixed income instrument 

would have to increase to get to the same risk exposure as equities. Therefore, application of the 

commitment limit of 200% to equity portfolios and equating to fixed income portfolios requires a higher 

commitment for fixed income portfolios to get to the same level of risk. Applying the same commitment 

limit for different asset classes implies that managers that use higher risk asset classes such as equities 

get a higher risk allocation than managers that use lower risk asset classes such as fixed income 

managers.  

 

Assessing Value-at-Risk 

Current regulations do not specify how VaR should be calculated. A popular method used to apply the 

VaR approach is to recalculate the portfolio valuation over a 500-day look back period, rank the 

outcomes and determine with a 99% confidence level the potential loss over the following month (which 

would be the 5th worst observation of the 500). This approach evidently assumes that market conditions 

will not deviate significantly from what occurred over the previous 500-day period. Another implication is 

that the allowed risk limit changes daily and over time as old observations are removed from the sample 
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and new recent ones added. For instance, when risk events such as the taper tantrum and Nenegate 

were removed from the 500d sample, VaR would drop. On the other hand, VaR would spike after a low 

volatile 500-day period is followed by a risk event, potentially placing a static portfolio into breach as 

VaR spikes. 

 

The legislation also requires managers to stress test their portfolios but provides no guidance on limits 

for the outcomes, therefore this exercise is subjective and difficult to monitor. Perhaps the use of a 

standardised Economic Scenario Generator (ESG) would be more suitable in stress testing portfolios to 

remove subjectivity while allowing for more extreme events.  

 

Conclusion 

The major shortcoming of the Commitment Approach is that it ignores the inherit risk of the underlying 

instruments. The VaR Approach is most suitable in assessing risk within a fixed income hedge fund as 

the approach best captures the characteristics of the underlying instruments, making it easier to 

compare hedge fund portfolios using different asset classes and strategies. That said, there are other 

risk measurement approaches worth exploring, which I’ll cover in a follow-up article.  
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Glacier Research would like to thank Nomathibana Matshoba for her contribution to this 

week’s Funds on Friday.   
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Nomathibana brings wide-ranging experience in the financial 

services industry. Prior to her employment at Catalyst, she 

co-managed the Strategic Cash and Money Market Fund at 

Coronation Fund Managers, where she also had 

responsibilities in credit and general fixed income research. 

Preceding her Coronation employment she worked for the 

Old Mutual Group where her final position was Senior 

Strategy Analyst in the Emerging Markets team. 

 


