
“Derivatives are nothing more than a set of tools. And just 
as a saw can build your house, it can cut off your arm if it 
isn't used properly.” 

 
Walter D. Hops, (Treasurer, Ciba-Geigy) 



Bonga Mokoena & Dwayne Kloppers  
27 September 2011 

Introduction to Derivatives 



 Derivative guidance is part of  the most recent 
investment legislation (still in draft, released 29 July 
2011) 
 

 Compliance to Regulation 28 required by 31 
December 2011 
 

 Alexander Forbes initiative to assist trustees in 
understanding of compliance for derivatives notice 
 One of the most complex areas of compliance  

Why now? 



Agenda 

 Why consider derivatives? 
 

 Introduction to current legislation 
 

 Introduction to derivatives 
 

 New legislative requirements 
 

 
 
 



Outcomes 

 Understanding the principles of Regulation 28 as 
applicable to derivative usage 
 

 Understanding “Conditions for the use and 
disclosure of derivative instruments”  
 Understanding why relevant on nearly all portfolios 
 Explicit new ongoing trustee requirements 
 Issues trustees are required to formulate a view on 
 Basic grounding in derivatives & terminology required 

for the above 

 
 

 
 



Why consider derivatives at all? 

 



 Should trustees concern themselves with these 
instruments? 

 
 Given all the poor publicity derivatives have received? 
 Derivatives…financial crisis 08…wasn’t there a link??? 
 ‘Alternative’ investment class?  (Not according to FSB) 
 Small exposures at best? 
 Only relevant to larger, more complex funds? 

 

Introduction to derivatives 



 Regulation 28: 
 Many managers use derivatives in pooled portfolios: 
 “Monitor compliance with this regulation by its advisors 

and service providers”  
 Which requires a basic understanding of legislation and 

derivative terminology for many portfolios 
 Trustees need to “act in the best interests of members” 
 “Prudent investing” 
 Promote trustee education with regard to pension fund 

investments 
 29 July 2011: Conditions for the use of derivatives and 

disclosure of derivative instruments 

Introduction to derivatives 



 

Commonly used in pooled portfolios 



 Most definitely: 
 

 Affects funds in pooled solutions 
 Where managers use derivatives, trustees now have a 

number of new responsibilities 
 Derivative use is relatively common 

 Many absolute return portfolios include derivatives 
 Massive market available 
 Risk control opportunities not available elsewhere 
 Responsibilities include at least understanding the 

opportunities, costs and risks available 
 

Should Trustees Consider Derivatives? 



Dwayne Kloppers  
27 September 2011 

Legislation 



Introduction to Current Legislation 

 



 Pension Funds Act of 1956 
 

 Includes (nearly) all the rules governing pension funds 
 

 Contrary to popular belief, it has been amended since 
1956!  
 

 Included Regulation 28, outlining the Prudential 
Investment Guidelines (last updated in 1998) 
 The rule book for pension fund investment 
 Eventually antiquated; did not accommodate a number of 

new (and not so new) instruments available to institutional 
investors 

 Commonly used and poorly understood “2.5% other 
category” 
 

Introduction to Pension Legislation 



 1 July 2011, new Reg 28 came into force 
 

 A concession is made to allow compliance by 31 
December 2011 
 

 Hence new Reg 28 is already in force, with a grace 
period for compliance 
 

 “a fund may invest in derivative instruments subject 
to conditions as prescribed”…. 

Introduction to Pension Legislation 



 “Conditions for the use and disclosure of derivative 
instruments” is released 

 
 First draft December 2010  

 Established the principles the FSB sought to entrench 

 
 Second draft 29 July 2011 

 AF believe principles are appropriate, remaining drafting 
issues are limited 

 Believe principles are unlikely to significantly change 
 No indication of final release date though 

 

Introduction to Pension Legislation 



 Trustees already have a fiduciary responsibility 
 FSB states regulation ensures retirement savings: 

 invested in a prudent manner  
 protects the pension fund member  
 achieve economic development and growth  

 Hence last line of defense in establishing prudence that 
may be overlooked by certain Trustees in protecting 
members 

Why introduce explicit guidance 
 



 Compliance to new Regulation 28 : 31 December 2011 
 

 Include derivative requirements 
 Not finalised 
 Advanced draft; principles not expected to change 
 We advise clients to move toward compliance 

 
 Purpose of the course: 

 Educate Trustees on responsibilities related to derivatives 
under new Regulation 28 

 Establish basic competence in derivative usage 
 Act as proof of Trustees receiving education on derivative 

usage 
 

Conclusions 
 



Dwayne Kloppers  
27 September 2011 

Basic Introduction to 
Derivatives 



Introduction to Derivatives 

 



 

Introduction to derivatives 

 
 

“Derivatives are contracts/agreements with a 
value dependant upon underlying variables” 

 
 
 



 Best illustrated using a broad array of examples… 
 
 An investor pays a premium to insure his share 

portfolio’s capital value 
 An investor buys a ‘future’ giving him the exact returns 

of an equity index 
 A farmer buys weather ‘insurance’; receives R5 million if 

rainfall is below 300mm 
 Buying foreign currency ‘forward’ before going on 

holiday 
 Pension funds insuring longevity risk 
 Even a home loan, linked to prime is a derivative 

 
 

Introduction to derivatives 



 Best illustrated using a broad 

Introduction to derivatives 

 
 

The common theme…something which pays (or 
requires payment of) a return based on 

(‘derived’ from) another ‘quantity’ (or number). 
This number could be a stock price, index, 

interest rate/yield, inflation, weather statistic or 
any other quantity. 

 
 



Uses of derivatives 

 



 May use for (and only for): 
 Investment 
 Manage risks (‘hedging’) 
 Efficient portfolio management 

 

 Consider examples of each use as we work through 
a basic introduction to derivatives 

Uses 



 Easiest (and most common) way to understand a 
derivative is through a ‘payoff diagram’ 
 

 Payoff diagram shows the return an investor can 
expect: 
  For different prices for the instrument underlying the 

derivative 
 At maturity of the derivative (in these diagrams) 
 Useful, but  only one way of considering risk/reward – 

important to investigate other dimensions fully 
 

Introduction to derivatives 



 

Share “payoff diagram” 

-100%

-50%

0%

50%

100%

150%

200%

0 50 100 150 200

Pa
yo

ff 
at

  M
at

ur
ity

 

Current share price 

Payoff diagram for a share 

Share



 Futures are the most basic derivative 
 

 Upfront a ‘strike price’ is agreed, based on current 
price 
 

 Offer payoff at maturity equal to the share price less 
strike 
 

Future 



 

Share “payoff diagram” 
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Future “payoff diagram” (Long) 
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 Future, as with any derivative, is only a contract 

 
 For each buyer there is a seller 

 If the investor buying the future profits, the bank selling it loses 
 If the investor buying the future loses, the bank selling it profits 

 
 In fact, investors can buy or sell futures 

 But why would an investor want to do this? 

Future 



 What if you are were convinced the share price will 
go down… 
 

 You would make a loss on your share 
 Could sell share, but this incurs fees and taxes 
 Or use futures (cheaper)….but how? 

 
 You would want an investment that makes a profit if 

the share price falls (to offset the loss on the share) 
 

Future 



 

Future “payoff diagram” (Long) 
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Future “payoff diagram” (Short) 
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Short Future & Share 
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Future “payoff diagram” (Short) 

“Efficient Portfolio Management”  
“Managing Risk” 
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 Options offer slightly more flexibility in achieving 
investment objectives 
 

 Can be used to ‘protect’ or ‘hedge’ against falls in 
markets  

Options 



 

Protected exposure 
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 What is the human impact or difference that 

derivatives make? 
 Assisting pension funds to guarantee inflationary 

increases 
 Guaranteeing the capital of members’ benefits in our 

portfolios 
 Offering “best-of” selected portfolios returns (“Success 

is inevitable” campaign) 

Derivative usage in SA pension & savings industry 



Measuring Exposure and Risk 
How does the new legislation require me to account for derivative exposures 
and risk?  

 



 The derivatives notice requires the use of a concept 
known as delta 
 

 It is merely a sensitivity measure 
 

 Delta is (roughly) how much profit you will make per 
rand the underlying share price moves 
 

Delta 



 

Future “payoff diagram” (Long) 
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Future “payoff diagram” (Short) 
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Future “payoff diagram” (Short) 

“Efficient Portfolio Management”  
“Managing Risk” 
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 Delta is hence an important measure for 
understanding the exposure to an asset class 
 

 Delta shows how the Fund’s assets will react to 
market movement.  
 

 The monetary amount underlying a derivative, 
multiplied by the delta gives the ‘exposure’ to a 
share or asset class 
 

 This is a corner stone in the application of 
Regulation 28’s ‘look through principal’ 

Delta 



 Main Regulation 28 stipulates numerical maximum 
exposures 
 Example. No more than 75% invested in equity. No 

more than 25% exposure to each large South African 
bank 
 

 These are applied on a ‘look through’ or effective 
exposure (except in special asset classes <15%) 
 

 Example. If Company A issues a share, but calls it a 
bond, the instrument needs to be recognised as a 
share, wherefore futures on a share are counted as 
share exposure 

 

Look through principle 



 Delta is very important in applying the look through 
principle; establishes ‘exposure’ at portfolio level 
 

 Single derivatives can have delta exposure to: 
 Single shares 
 Market indices (E.g. “Top 40”) 
 Multiple sources, eg positive exposure to gold price and 

to Edcon share price, negative exposure to interest 
rates 

 Derivative deltas often not stationary (change with time, 
market level and other factors) 
 

Look through principle 



 Derivatives notice requires (at least monthly): 
 

 Effective  (delta based) and physical exposures to each 
category of assets in Regulation 28 
 Protects the Fund 
 Allows Trustees to understand true exposure to markets 

 
 Effective economic exposure must then be compliant 

with the limits in Regulation 28  
 “Look-through principle” 

 

Look through principle 



Netting 

 



 

Future “payoff diagram” (Short) 

“Netting” 
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 With positive and negative exposure possible 
through derivatives, Regulation allows for ‘netting’ 
 

 Netting involves short exposures offsetting or 
neutralizing long positions 
 

 Derivatives notice has very specific requirements 
before netting is allowed, need to ensure managers 
apply these principles 

Netting 



 Example of common use: 
 Asset managers hold portfolio of stocks similar to 

TOP40 
 Manager chooses over and underweight positions in 

certain stocks according to views on stock 
 Portfolio is similar but not identical to TOP40 
 Manager hopes to add outperformance by ‘active 

positions’ 
 May choose to hedge back the portfolio using futures 
 Easy, cheap and liquid to hedge using TOP40 futures, 

hence commonly done 

Netting 



 Example of common use: 
 Derivatives notice allows for this 
 “Netting” 

 “Reducing or eliminating” risk 
 “Identical or similar” assets underlying derivative 
 “leaving no material residual risk” 
 Other requirements 

 

Netting 



 This needs to be addressed with managers 
 Ensure that mandates adequately capture trustees’ views 

on “material residual risk” 
 Trustees will likely need to first apply their minds to 

determining an appropriate view 
 Rely on feedback from asset managers and consultants 

Netting 



 Appropriately collateralised credit exposure can be offset 
by collateral 
 

 E.g. If a bank owes a fund R100m, but posts R100m in 
government bonds to the fund, the fund need not count 
the credit exposure to the bank (on a net basis) 
 

 This is consistent with the look through principle in the 
notice.  
 

 Number of operational requirements listed (e.g. 
independence of the custodian from credit counterparty) 
 
 

Collateral 



Reporting 
“Investment in derivatives should always be preceded by investment in 
controls” 
Arthur Levitt, SEC Chairman, Risk/Emerging Markets, April, 1996, p. 43 

 
 



 Derivatives guidance note introduces a 
comprehensive list of reporting requirements 
 

 Trustees should request this from their asset 
managers or third party service providers 
 

 Aggregation is required where different managers 
are used (and using derivatives) 

Reporting 



 At least monthly: 
 Listing of each asset 
 Effective exposure to each Regulation 28 category 
 Physical exposure to each Regulation 28 category 
 Report showing effect of netting credit exposure to each 

entity 
 Report showing aggregate credit exposures to each 

entity 
 Sensitivity report – show impact of market movement on 

portfolio value (extent of potential loss recognised) 
 Statement showing compliance with International 

Financial Reporting Standards  

Reporting 



Trustee responsibilities 

 



 Required to update investment policy statement: 
 When and how derivative instruments are to be used 
 Whether unlisted derivatives may be used 
 Include that all mandates allowing derivative usage will 

require  
 Compliance to the derivatives notice 
 Appropriate risk management by manager 
 Appropriate reporting by manager 

 Requirement to monitor compliance to mandates 
regularly 

 Requirement for board to “apply its mind to 
understanding all risks related to the use of derivative 
instruments” 
 

 

Trustee responsibilities 



 Regular, reliable, independent valuations 
 At fund level no short positions  
 Board is required to do due diligence on derivatives 

and counterparties: 
 All risks 
 Including credit, market, liquidity and operational 
 May consider credit ratings, but not to rely on these 

 
 

 

Other important principles 



 Operational issues 
 Manager would be responsible for implementing 
 E.g. May only trade with SA government, banks and 

clearing house 
 E.g. Manager must employ appropriate risk 

management processes 
 Trustees must ensure this happens (Main Regulation 

“monitor compliance with this regulation by its advisors 
and service providers”) 
 Due diligence processes 
 Update of mandates and investment policy statement 

indicating compliance requirement 
 If required, expert exetrnal assistance 

 

 

 

Other important principles 



Conclusions 

 



 Derivative market is hugely powerful resource for 
asset managers & trustees (and hence members) 
 

 Compliance to new Regulation 28 required by 31 
December 2011 
 

 Number of responsibilities trustees need to 
investigate: 
 Updating mandates 
 Updating investment policy documents 
 Updating reporting 
 Need to apply minds to various issues such as ‘netting’ 

 
 
 

 
 

Conclusions 



 
 
 

Thank you for your time 
 
 
 
 
 

“Blaming derivatives for financial losses is akin to blaming cars for drunk 
driving fatalities.” 

 
Christopher L. Culp 

 



Disclaimer 

 This document has been prepared for use by clients of the Alexander Forbes Group.  Any other third party 
that is not a client of the Alexander Forbes Group and for whose specific use this document has not been 
supplied, must be aware that Alexander Forbes Group shall not be liable for any damage, loss or liability 
of any nature incurred by any third party and resulting from the information contained herein. The 
information contained herein is supplied on an "as is" basis and has not been compiled to meet any third 
party’s individual requirements. It is the responsibility of any third party to satisfy himself or herself, prior to 
relying on this information that the contents meets the third party’s individual requirements. 

 Nothing in this document, when read in isolation and without professional advice, should be construed as 
solicitation, offer, advice, recommendation, or any other enticement to acquire or dispose of any 
financial product, advice or investment, or to engage in any financial transaction or investment. A third 
party should consult with an authorized financial advisor prior to making any financial decisions.  

 Alexander Forbes has taken all reasonable steps to ensure the quality and accuracy of the contents of 
this document and encourages all readers to report incorrect and untrue information, subject to the right of 
Alexander Forbes to determine, in its sole and absolute discretion, the contents of this 
document.  Irrespective of the attempts by Alexander Forbes to ensure the correctness of this document, 
Alexander Forbes does not make any warranties or representations that the content will in all cases be 
true, correct or free from any errors.   In particular, certain aspects of this document might rely on or be 
based on information supplied to Alexander Forbes by other persons or institutions.  Alexander Forbes 
has attempted to ensure the accuracy of such information, but shall not be liable for any damage, loss or 
liability of any nature incurred by any party and resulting from the errors caused by incorrect information 
supplied to Alexander Forbes. 
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