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Background
On 22 September 2016, the Canadian Securities
Administrators (CSA) began a consultation for
proposed amendments to two of their National
Instruments: NI 81-101 and NI 81-102. The title
of the consultation was CSA Notice and Request
for Comment – Modernization of Investment Fund
Product Regulation – Alternative Funds. The proposed
amendments are the final stage of the development
and implementation of a CSA modernisation project
that had the following mandate:
Review the parameters of product regulation that
apply to publicly-offered investment funds (both
mutual funds and non-redeemable investment
funds) and to consider whether our current
regulatory approach sufficiently addresses product

and market developments in the Canadian
investment fund industry, and whether it
continues to adequately protect investors.
The goal of the amendments is to restructure
national rules in order to regulate and streamline
the large range and amount of investment products
and strategies that have been introduced into the
Canadian marketplace over the past decade. If all
the amendments are approved, it would be a major
step in the process of alternative funds (hedge
funds) going ‘retail’; that is, the amendments will
allow alternative fund managers to market their
products to retail investors.
The movement of alternative funds into the
retail market is becoming a global trend. This
trend is based on a question that is being posed
by regulators around the world: How can everyone
safely access alternative strategies? The proposed
amendments will impact:
• the types of investors who can access an
alternative fund;
• the types of strategies a manager can employ;
and
• many operational considerations.

while alternative funds are often offered using an
offering memorandum (OM) and nearly always
require a longer ‘lock-up’ period. The proposed
amendments will create a new type of prospectus
product for alternative funds that will allow retail
investors to buy the funds; this new prospectus
will follow a different set of rules compared with
a prospectus for a mutual fund. A key difference
between an OM and a mutual fund prospectus is
that the language used in OMs provides greater
flexibility in interpretation, whereas the language
in a prospectus is usually more well-defined and
more restrictive in its possible interpretation. In
many cases, advisors/brokers have been more
comfortable with a prospectus because of the
higher level of certainty provided by the rulesbased approach and the more rigid interpretation
afforded by the language. Consequently, if a fund
strategy were offered for the same fee in both an
OM and a prospectus, the prospectus would likely
be preferred.
Another important proposed change will
require that alternative funds offered via prospectus
contain a risk rating. While some will debate the
accuracy and/or reliability of these risk ratings,
potential investors will benefit by being able to
compare the risk ratings of different strategies
before making an investment.
Traditionally, the method used to calculate
the fees charged for mutual funds has differed from
that used to calculate fees for alternative funds,
the latter being calculated with a greater emphasis
placed on performance fees. The proposed
new rules will permit changes to how fees are
calculated. Consequently, it can be expected that
performance-based incentive fees will play a bigger
role in the structure of new products being offered,
while it may be necessary to decrease management
fees in order to compete with mutual funds and
exchange-traded funds (ETFs).
The ability to invest only in the mutual
fund market or in ETFs has been a limitation for
some retail investors, especially in an investment
environment of low interest rates and increased
volatility. The proposed amendments will provide
retail investors with the ability to seek out, and

Impact on investors
At present, access to alternative funds in Canada
(hedge funds and private equity funds) is limited to
‘accredited investors’ (such as institutions and high
net worth individuals). Retail investors (investors
with lower incomes or overall net worth compared
to accredited investors) are restricted to mutual
funds and their more basic investment strategies.
This differentiation has been based on the historical
belief that alternative funds are inherently too risky
for retail investors, and therefore, these types of
funds should only be available to investors who
have the financial strength, level of investment
sophistication, and risk tolerance that would allow
them to bear the loss of their entire investment, or
who might not require almost immediate or rapid
access to the investment.
Currently, mutual funds are offered via a
prospectus and provide daily or weekly liquidity,
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invest in, alternative strategies that may provide a
higher return. This new environment will provide
investment opportunities to retail investors looking
for a more personalised approach that is more in
line with an individual’s investment tolerance and
goals.

Administratively, a key driver in cost is the
frequency of a fund’s valuation. While most hedge
funds are valued on a monthly basis (to meet
the investors’ liquidity requirements) and private
equity funds contain much longer lock-up periods,
the new alternative funds will be valued on a daily
or weekly basis, as is the case with traditional
mutual funds. An increased frequency in valuation
results in higher administrator fees and higher costs
to the manager’s organisation. These increased fees
and costs might be viewed as a significant barrier
to entry into the market.
FundSERV is the distribution channel most
regularly used to connect fund managers with retail
advisors. However, not all administrators support
FundSERV processing, and those that do almost
always charge extra for it. Additionally, FundSERV
itself charges a fee to the manager to use its service.
It has to be understood that merely being on
FundSERV does not guarantee trades being placed
by dealers. Instead, a focused effort on marketing
towards the advisor channel is required to reap
the benefits from the FundSERV distribution
infrastructure. Consequently, the costs, and
likelihood of success, have to be considered by
any manager looking to take advantage of the new
opportunities.
Marketing professionals need to be aware
of the rules about marketing the fund that are
contained within the proposed amendments:
these may be both limiting and prescriptive. It
will be important to note that the track record of
a similar OM fund cannot be extended to the new
prospectus fund. The new proposal will always
be required to contain different risk disclaimers,
which may make it easier for some prospective new
investors to understand what they are buying, but
also may lead to more challenging conversations
with others, depending on their understanding of
the underlying risks of the strategy. With regard
to the OM, if the manager wants to embed this
new change into their existing fund structure,
they might have to update their existing OM
to cope with the restrictions, which will incur
legal costs and may potentially confuse existing
shareholders. If the manager is seriously interested

Impact on portfolio strategies
At present, a fundamental difference between
mutual funds and alternative funds is that mutual
funds are subject to limitations on the investment
techniques that can be used. The techniques not
permitted to mutual funds are those that are
perceived to be too complex or too risky for retail
investors, such as the use of leverage, derivatives or
short selling. The proposed amendments reflect the
growing understanding that alternative strategies,
if managed correctly, can decrease overall portfolio
risk, which is a benefit that should be extended to
retail investors.
Despite the proposed amendments resulting
in a possibly larger pool of investors, it is uncertain
whether some managers will be able or willing
to adapt their strategies to comply with the new
requirements. Many alternative fund managers
require the flexibility provided in the existing OM
structure to be able to execute their strategy with
optimal performance. For example, will a manager’s
strategy be adapted to meet the minimum weekly
liquidity needs of investors as required by the
proposed changes if their investment horizon
within the fund is much longer term?

Impact on operations
While there are many benefits of being able to
reach a new, larger group of investors, there will
be operational costs that may make it unattractive
to develop and offer a new fund under the new
rules. Therefore, a traditional alternative manager
looking to create a fund complying with the new
rules will have to be fully aware of the operational
requirements and their implications.

57
Alternative Funds Go ‘Retail’: A Focus on Operational Considerations

Conclusion

in this market, they may, instead, be better off
starting a new fund to attract this different group
of investors. However, the question remains: With
new restrictions on the portfolio, can they generate
a similar level of returns?
Managers familiar with OM products will
also discover that there are prospectus-specific
requirements that the operations team wasn’t
previously required to handle. These requirements
include producing a management report of fund
performance (MRFP), and reporting to and
submitting filings with SEDAR, Fundata and
others. Investors may expect other mutual-fund
style timelines and deliverables, resulting in the
manager’s operations team having to meet faster
turnaround times for redemption settlement,
statement issuance, wire payments, tax slips and
other operational requirements, which have
typically taken longer to complete for hedge funds
because of the inherent complexity of the work.
Therefore, more communication to investors
may be required in order to explain the need for
different expectations.
Again, fee structures are likely to change in
order to compete with standard mutual funds
and ETFs. Managers with a capacity-constrained
strategy may not need to differ from the OM fee
structure, but instead use the structure to reach
non-accredited investors. However, if a manager
offers a product with fees closer to current mutual
funds, they should be aware that many of the steps
they take to reach these new prospective investors
will increase operational costs. In other words, the
infrastructure required to offer a prospectus fund
may be more significant than that for an OM
product, and as a result, an even greater level of
assets will be required in order to break even.

What action should a manager take? A new
fund is not going to be appropriate or desirable
for everyone. Traditional hedge fund managers
who focus on clients they know well and/or have
strategies that would require too much adjustment
will likely decide not to change their activities. They
will avoid the burden of increased operational/
compliance costs, and the additional marketing
efforts needed to reach a group of investors with
whom they are unfamiliar.
It is possible that the big mutual fund
companies are best positioned to benefit from these
proposed changes, as they have greater resources
and more established distribution channels to
retail investors. They may be able simply to add
alternative strategies to their wide array of product
offerings. However, if an alternative fund’s strategy
is capable of complying with the rules, there may
be a consequence of not switching. Why should
an investor buy an OM product when a similar
product is available via prospectus? If the strategy
complies, but the alternative fund does not have the
necessary marketing capability to compete with the
larger mutual fund firms and their well-established
distribution channels, the fund organisation might
consider establishing a sub-advisory relationship
with a larger firm. This arrangement will allow the
fund to focus on its competitive advantage of being
a good manager in this challenging investment
environment.
In the long term, the proposed amendments
will increase awareness in Canada of alternative
strategies and their benefits. This increased
awareness will create new opportunities for the
industry to improve and to grow.
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