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ARTICLE

2020 Spotlight on alternative mutual funds – opportunities ahead
Al te rna t i ve  i nvestm en ts a re  i n  the  2020  spo t l i gh t ,  wi th  i nvesto rs l ooki ng  fo r i nvestm en t opportun i t i es to  wea the r the  m arke t  vo l a t i l i ty associ a ted  wi th  the
g l oba l  COVID-19  pandem i c.  A l te rna t i ve  m utua l  funds (co l l oqu i a l l y re fe rred  to  as “l i qu i d  a l t  funds”) can  p rovi de  va l ue  to  i nvesto rs who  wan t to  p ro tect
the i r i nvestm en t,  wh i l e  a l so  taki ng  advan tage  o f  m arke t  opportun i t i es.  As i nvesto rs becom e i ncreasi ng l y open  to  a l te rna t i ve  i nvestm en t opportun i t i es
duri ng  the  g l oba l  pandem i c,  l i qu i d  a l t  funds m ay em erge  as a  m ust-have  com ponen t o f  a  po rt fo l i o ’s pe rsona l  p ro tect i ve  equ i pm ent.

L i qu i d  a l t  funds a re  a  fo rm  o f  a l te rna t i ve  i nvestm en t tha t  have  rece i ved  m uch  a t ten t i on  ove r the  past  yea r.  Am endm ents to  Na t i ona l  Instrum en t 81 -102
Investmen t Funds (NI  81 -102) becam e e ffect i ve  on  Jan .  3 ,  2019 ,  wh i ch  a l l owed  funds wi th  a l te rna t i ve  i nvestm en t st ra teg i es to  be  d i st ri bu ted  to  re ta i l
i nvesto rs.  Now tha t  a l te rna t i ve  m utua l  funds have  opera ted  fo r a  yea r and  a  ha l f  under NI  81 -102 ,  th i s Bu l l e t i n  sum m ari zes ou r vi ews on  wha t  has
happened  i n  the  l i qu i d  a l t  m arke t  si nce  2019 ,  wha t  i ssues have  a ri sen  and  how they have  been  reso l ved ,  and  wh i ch  rem a i n  ou tstand i ng .

What the liquid alt rule changed

L i qu i d  a l t  funds rep resen t  a  hyb ri d  be tween  conven t i ona l  m u tua l  funds and  p ri va te l y o ffe red  hedge  funds.  T he  2019  am endm ents to  NI  81 -102  crea ted
m ore  re l axed  i nvestm en t restri ct i ons fo r l i qu i d  a l t  funds com pared  to  conven t i ona l  m u tua l  funds.  Speci f i ca l l y,  the  am endm ents pe rm i t  l i qu i d  a l t  funds
to  use  cash  bo rrowi ng ,  sho rt  se l l i ng ,  and  de ri va t i ve  t ransact i ons to  l eve rage  the  fund  by up  to  300  pe r cen t  o f  the  fund ’s ne t  asse t  va l ue  (NAV),  sub j ect
to  ce rta i n  cond i t i ons .

Market updates s ince January 2019

A year and  a  ha l f  a f te r the  i n t roduct i on  o f  the  new reg i m e , the  Canad i an  Associ a t i on  o f  A l te rna t i ve  Stra teg i es and  Asse ts (CAASA) reported  tha t  the
m arke t  fo r l i qu i d  a l t  funds has reached  a  va l ue  o f  ~ $10  b i l l i on  i n  Canada  and  as o f  Ju l y 2020 ,  the re  were  106  l i qu i d  a l t  funds l aunched  by a l m ost  40
d i ffe ren t  m anagers.  Bank-owned  and  l a rge  i ndependen t  fund  com pan i es have  been  dom i na t i ng  the  space ,  wi th  the  A l te rna t i ve  Investm en t M anagem ent
Associ a t i on  (AIM A) sta t i ng  tha t  these  m anagers were  responsi b l e  fo r m ore  than  two-th i rds o f  asse ts under m anagem ent (AUM ) a t  the  sta rt  o f  2020 .

Curren t l y,  the  l i qu i d  a l t  m arke t  i s dom i na ted  by equ i ty funds focused  on  genera t i ng  a l pha ,  ra the r than  funds em p l oyi ng  m arke t  neu tra l  st ra teg i es o r
f i xed  i ncom e funds usi ng  cred i t  st ra teg i es.  We have  a l so  seen  a  num ber o f  m u l t i -st ra tegy funds l aunched .  We expect  the  l ack o f  m arke t  neu tra l
st ra teg i es re l a tes pa rt l y to  the  fact  tha t  the  i nvestm en t restri ct i ons o f  NI  81 -102  a re  no t  su ff i ci en t l y f l exi b l e  to  pe rm i t  use  o f  these  stra teg i es,  absen t
exem pt i ve  re l i e f .  M anagers o f  l i qu i d  a l t  funds have  typ i ca l l y adop ted  redem pt i on  fea tu res,  m anagem ent fees,  and  l ow i nvestm en t m i n i m um s tha t  a re
consi sten t  wi th  conven t i ona l  m u tua l  funds.  A num ber o f  funds a l so  pay a  pe rfo rm ance  fee ,  typ i ca l l y fa l l i ng  be tween  15 -20  pe r cen t .  However,  som e
m anagers have  chosen  to  a l i gn  wi th  conven t i ona l  fund  fee  st ructu res and  no t  cha rge  the  funds a  pe rfo rm ance  fee  a t  a l l .

A num ber o f  l i qu i d  a l t  fund  l aunches took the  rou te  o f  convert i ng  p ri va te  hedge  funds i n to  NI  81 -102  p rospectus-qua l i f i ed  funds,  wh i l e  o the rs were  new
funds.  A few l i qu i d  a l t  funds a rose  f rom  convert i ng  funds tha t  were  qua l i f i ed  under the  com m od i ty poo l  reg i m e  o r convert i ng  exi st i ng  conven t i ona l
m utua l  funds.  One  bene f i t  o f  convert i ng  an  exi st i ng  p ri va te  fund  i s tha t  –  to  the  exten t  the  fund ’s st ra tegy i s com p l i an t  wi th  NI  81 -102  –  i t  i s possi b l e  to
ge t  exem pt i ve  re l i e f  to  show past  pe rfo rm ance .  Havi ng  a  l onger t rack reco rd  m ay m ake  i t  easi e r to  ga i n  d i st ri bu t i on  fo r the  fund ,  as dea l e rs and
i nvesto rs a re  ab l e  to  ge t  a  be t te r understand i ng  o f  the  ove ra l l  pe rfo rm ance  o f  the  p roduct .

Barriers to distribution

Desp i te  the  recen t  popu l a ri ty o f  l i qu i d  a l t  funds,  the re  a re  som e system i c i ssues a ffect i ng  the  new fund  ca tegory tha t  m ay l i m i t  wi despread  adop t i on
and  d i st ri bu t i on  o f  these  new p roducts.

Risk rat ings

NI 81 -102  requ i res an  a l te rna t i ve  m utua l  fund  to  adop t  a  ri sk ra t i ng  ca l cu l a ted  i n  acco rdance  wi th  p rescri bed  Canad i an  Securi t i es Adm i n i st ra to rs (CSA)
m ethodo l ogy,  wh i ch  i s based  on  the  vo l a t i l i ty o f  the  fund .  Usi ng  th i s m e thodo l ogy,  m any l i qu i d  a l t  funds can  ach i eve  a  l ower ri sk ra t i ng  because  they
em p l oy st ra teg i es a i m ed  a t  m i t i ga t i ng  vo l a t i l i ty.  No twi thstand i ng  these  l ower m anda ted  ri sk ra t i ngs,  m any d i st ri bu to rs choose  to  assi gn  a  h i gher ri sk
ra t i ng  to  the  a l te rna t i ve  m utua l  funds tha t  they pu t  on  the i r she l ves.  T hese  h i gher ri sk ra t i ngs f rom  dea l e rs restri ct  the  num ber o f  cl i en ts fo r whom  the
l i qu i d  a l t  funds m ay be  su i tab l e ,  g i ven  the  genera l  pe rcep t i on  tha t  a l te rna t i ve  st ra teg i es a re  ri ski e r.  Fu rthe r,  even  when  l i qu i d  a l t  funds a re  su i tab l e  fo r
a  cl i en t ,  the  h i gher ri sk ra t i ngs m ay l i m i t  the  wi l l i ngness o f  a  dea l e r to  a l l oca te  a  l a rge  pe rcen tage  o f  a  cl i en t ’s po rt fo l i o  to  a l te rna t i ve  m utua l  funds.

Profic iency requirements

When the  l i qu i d  a l t  reg i m e  cam e ou t ,  the  CSA sta ted  tha t  the  next  phase  o f  am endm ents wou l d  l ook a t  upda t i ng  the  p ro f i ci ency requ i rem en ts fo r
i nd i vi dua l  dea l i ng  rep resen ta t i ves (advi so rs) tha t  se l l  these  funds.  In  the  m ean t i m e , the  CSA deci ded  to  keep  the  exi st i ng  p ro f i ci ency requ i rem en ts f rom
Nat i ona l  Instrum en t 81 -104  Al te rna t i ve  Mutua l  Funds fo r d i st ri bu t i ng  com m od i ty poo l s.

Curren t l y,  i n  o rde r to  o ffe r l i qu i d  a l t  funds to  cl i en ts,  advi so rs have  to  com p l e te  one  o f  th ree  speci f i ed  courses:

T he  Canad i an  Securi t i es Course  (CSC);

T he  Deri va t i ves Fundam enta l s Course ;  o r

T he  Charte red  Fi nanci a l  Ana l yst  (CFA) Prog ram .

M any advi so rs,  who  a re  reg i ste red  wi th  f i rm s tha t  a re  m em bers o f  the  M utua l  Fund  Dea l e rs Associ a t i on  o f  Canada  (M FDA),  have  no t  com p l e ted  these
courses.  T hus,  con tra ry to  popu l a r be l i e f ,  M FDA-reg i ste red  advi so rs a re  no t  p roh i b i ted  f rom  d i st ri bu t i ng  l i qu i d  a l t  funds.  However,  m ost  M FDA advi so rs
and  supervi so rs l ack the  requ i red  p ro f i ci ency.  T he  cu rren t  requ i rem en ts e ffect i ve l y l i m i t  the  d i st ri bu t i on  o f  l i qu i d  a l t  funds to  advi so rs reg i ste red  wi th
i nvestm en t dea l e rs tha t  a re  m em bers o f  the  Investm en t Industry Regu l a to ry Organ i za t i on  o f  Canada  (I IROC).
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T here  i s an  ongo i ng  d i scussi on  regard i ng  wha t  the  new p ro f i ci ency standards shou l d  be  to  se l l  l i qu i d  a l t  funds.  A l though  th i s i tem  has been  on  the
regu l a to ry “to -do ” l i st  fo r a  wh i l e ,  we  have  no t  seen  si gn i f i can t  m ovem ent by the  CSA. T h i s has p rom pted  a  num ber o f  t rade  associ a t i ons to  com e up
wi th  the i r own  recom m enda t i ons as to  wha t  the  upda ted  p ro f i ci ency requ i rem en ts shou l d  be  fo r l i qu i d  a l t  funds,  wi th  a  goa l  to  ach i eve  a  l ess onerous
standard  fo r advi so rs.

AIMA’s recommendations

On Jan .  30 ,  2020 ,  A IM A re l eased  a  p roposa l recom m end i ng  tha t  M FDA m em ber f i rm s be  ab l e  to  se l ect  f rom  accep tab l e  i ndependen t  cou rse  m ate ri a l
tha t  i s cu rren t l y ava i l ab l e  i n  the  m arke t .  A IM A speci f i ca l l y h i gh l i gh ted  the  CAIA Desi gna t i on ,  CAIA Fundam enta l s Cert i f i ca te  Course ,  and  CSI
A l te rna t i ve  Stra teg i es:  Hedge  Funds and  L i qu i d  A l te rna t i ves Course  as recom m ended  op t i ons.  A IM A a l so  recom m ended  a  phased  deve l opm ent o f
p ro f i ci ency standards to  a l l ow M FDA m em bers the  opportun i ty to  p roduce  a  custom i zed  “i n -house” cou rse  tha t  cou l d  a l so  sa t i sfy the  standard .

IFIC’s recommendations

Si m i l a rl y,  i n  February 2020 ,  the  Investm en t Funds Inst i tu te  o f  Canada  (IFIC) recom m ended  changes to  the  p ro f i ci ency requ i rem en ts fo r M FDA advi so rs
i n  a  l e t te r addressed  to  the  M FDA and  the  On ta ri o  Securi t i es Com m i ssi on  (OSC).  IFIC’s recom m enda t i on  i s tha t  the  M FDA work wi th  cou rse  p rovi de rs,
such  as the  IFSE Inst i tu te  (IFSE) and  CSI Gl oba l  Educa t i on  Inc.  (CSI),  to  i n t roduce  a  b ri dg i ng  course  and  exam  fo r exi st i ng  reg i st ran ts.  T h i s
requ i rem en t wou l d  app l y to  supervi so rs as we l l .  T he  b ri dg i ng  course  m ate ri a l  wou l d  focus on  the  key e l em en ts o f  a l te rna t i ve  m utua l  funds,  and  i ncl ude
any con ten t  re l a ted  to  the  funds tha t  the  CSC covers,  bu t  i s no t  cu rren t l y i ncl uded  i n  the  IFSE and  CSI i nvestm en t funds courses.  Fo r those  seeki ng  to
becom e reg i st ran ts,  IFIC p roposes the  Canad i an  Investm en t Funds Course  o r the  Investm en t Funds i n  Canada  Course  i nco rpo ra te  th i s b ri dg i ng  m ate ri a l .

T he  CSA have  no t  pub l i cl y d i scussed  the  sta tus o f  the i r consi de ra t i on  o f  these  recom m enda t i ons.  Gi ven  tha t  the  exi st i ng  p ro f i ci ency requ i rem en ts a re
em bedded  i n  a  CSA ru l e ,  act i on  i s requ i red  by the  CSA i n  o rde r fo r any changes to  m ove  fo rward .

Exemptive relief

Si nce  2019 ,  we  have  seen  va ri ous exem pt i ons g ran ted  by the  CSA to  rem edy concerns ra i sed  by the  new reg i m e . T hese  i ncl ude  re l i e f  f rom /to :

T he  short -se l l i ng  restri ct i ons to  pe rm i t  a  fund  to  sho rt  se l l  “governm ent securi t i es” up  to  a  m axi m um  o f  300  pe r cen t  o f  a  fund ’s NAV;

T he  custod i a l  requ i rem en ts to  pe rm i t  asse ts rep resen t i ng  m ore  than  25  pe r cen t  o f  NAV to  be  deposi ted  wi th  a  bo rrowi ng  agen t  tha t  i s no t  the  l i qu i d
a l t  fund ’s custod i an  o r sub -custod i an ,  as securi ty i n  connect i on  wi th  a  short  sa l e ;

Incl ude  past  pe rfo rm ance  da ta  o f  a  fund  fo r the  pe ri od  p ri o r to  i t  becom i ng  a  report i ng  i ssuer i n  sa l es com m un i ca t i ons,  fund  facts and  annua l  and
i n te ri m  f i nanci a l  m anagem ent reports o f  fund  pe rfo rm ance ;

A l l ow the  fund  to  pu rchase  securi t i es o f  an  i ssuer i n  excess o f  the  20  pe r cen t  o f  NAV l i m i t  fo r any one  i ssuer;

A l l ow the  fund  to  sho rt  se l l  un i ts o f  speci f i ed  i ndex funds (known as i ndex pa rt i ci pa t i on  un i ts) up  to  100  pe r cen t  o f  the  fund ’s NAV a t  the  t i m e  o f
sa l e ;

A l l ow short  sa l es o f  up  to  a  m axi m um  o f  100  pe r cen t  o f  a  fund ’s NAV i n  connect i on  wi th  “m arke t  neu tra l ” o r o the r sho rt  se l l i ng  st ra teg i es;

A l l ow aggrega te  exposure  to  cash  bo rrowi ng ,  sho rt  se l l i ng  and  speci f i ed  de ri va t i ves t ransact i ons i n  excess o f  300  pe r cen t  o f  the  fund ’s NAV;

T he  custod i a l  requ i rem en ts to  pe rm i t  funds to  appo i n t  m ore  than  one  custod i an  fo r secu ri t i es l end i ng  pu rposes.

T he  concen tra t i on  restri ct i on  requ i rem en ts to  i nvest  m ore  than  20  pe r cen t  o f  NAV i n  deb t  ob l i ga t i ons o f ,  o r guaran teed  by,  e i the r the  Federa l
Na t i ona l  M ortgage  Associ a t i on  (Fann i e  M ae) o r Federa l  Hom e Loan  M ortgage  Corpora t i on  (Fredd i e  M ac).

A l l ow the  fund  to  p rocess pu rchase  and  redem pt i on  o rde rs fo r un i ts on  a  m on th l y o r sem i -m on th l y basi s;  and

Perm i t  a  si m p l i f i ed  p rospectus fo r an  a l te rna t i ve  m utua l  fund  to  be  conso l i da ted  wi th  a  si m p l i f i ed  p rospectus fo r a  conven t i ona l  m u tua l  fund .  S i nce
Nat i ona l  Instrum en t 41 -101  Genera l  Prospectus Requ i remen ts does no t  con ta i n  an  equ i va l en t  requ i rem en t,  a  p rospectus fo r a  l i qu i d  a l t  ET F m ay be
conso l i da ted  wi th  a  p rospectus fo r a  conven t i ona l  ET F wi thou t  ob ta i n i ng  an  exem pt i on .

T he  CSA have  a l so  cl a ri f i ed  tha t ,  no twi thstand i ng  sta tem en ts p revi ousl y m ade , no th i ng  i n  NI  81 -102  p recl udes a  l i qu i d  a l t  fund  f rom  perm i t t i ng  the
port fo l i o  asse ts deposi ted  by i t  to  be  rehypo theca ted .

A look into the future of liquid alt funds

T he  a l te rna t i ve  m utua l  fund  m arke t  i s st i l l  re l a t i ve l y new i n  Canada  and  has g rea t  po ten t i a l  fo r g rowth .  Curren t  m arke t  dynam i cs wi l l  l i ke l y con tri bu te  to
fu rthe r t ract i on  fo r a l te rna t i ve  i nvestm en ts,  wi th  l i qu i d  a l t  funds becom i ng  an  i ncreasi ng l y a t t ract i ve  op t i on  fo r i nvesto rs ou tsi de  o f  bu l l  m arke t
cond i t i ons.  Changes i n  the  use  o f  ri sk ra t i ngs and  revi sed  p ro f i ci ency requ i rem en ts a re  add i t i ona l  facto rs tha t  shou l d  con tri bu te  to  fu rthe r success o f  the
p roduct  ca tegory i n  the  near fu tu re .

T here  i s no  doub t  tha t  the  i ndustry wi l l  con t i nue  to  cl ose l y wa tch  and  assess how l i qu i d  a l t  funds de l i ve r ove r the  course  o f  th i s next  yea r.  We
encourage  you  to  con tact  BLG’s Investm en t M anagem ent Group to  d i scuss how you  can  o ffe r an  a l te rna t i ve  m utua l  fund .  We have  consi de rab l e
experi ence  i n  worki ng  wi th  a l te rna t i ve  fund  m anagers and  wou l d  be  p l eased  to  d i scuss how you  can  estab l i sh  a  new a l te rna t i ve  m utua l  fund  o r convert
you r exi st i ng  funds i n to  a l te rna t i ve  m utua l  funds i n  com p l i ance  wi th  the  ru l es.  Fo r fu rthe r i n fo rm at i on ,  p l ease  con tact  the  au tho rs o f  th i s Bu l l e t i n  o r any
m em ber o f  BLG’s Investm en t M anagem ent Group.

The  au tho rs w ou l d  l i ke  acknow l edge  the  assi stance  o f  Samantha  Card i na l e,  one  o f  BLG’ s summer l aw  studen ts,  i n  deve l op i ng  th i s Bu l l e t i n .

 P l ease  see  BLG’s 2018  bu l l e t i n ,  Canad i an  Securi t i es Regu l a to rs Permi t  Re ta i l  L i qu i d  A l t  Funds and  Ease  (Some) Investmen t Restri ct i ons fo r a l l  Pub l i c
Funds ,  fo r m ore  de ta i l s regard i ng  the  NI  81 -102  am endm ents and  the  l i qu i d  a l t  fund  i nvestm en t restri ct i ons.

By:  Ka th ryn  M . Fu l l e r,  Caro l  Derk,  Rona l d  M . Koson i c,  Rom a Lo tay

Servi ces:  Investm en t M anagem ent
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