9

Back-Office Insights on Amendments
to National Instrument 81-102

By: Charbel Cheaib

Executive Director, Business
Development, CIBC Mellon

By: Ronald C. Landry

Vice President, Canadian
ETF Services, CIBC Mellon

CIBC MELLON

Navigating Canada’s New Regulatory Framework

for Liquid Alternatives

The Canadian Securities Administrators recently finalized new changes
to National Instrument (NI) 81-102, “Investment Funds,” which allows
for alternatives strategies to be offered under a simplified prospectus.
This change offers the possibility of wider distribution of alternatives
to the retail market. Readers are encouraged to consult with their legal
counsel and other advisors for specific guidance pertaining to your

situation.

Investment managers looking

to introduce products under the
amendments made to NI 81-102,
and who had previously distributed
exclusively to the exempt market,
would need to comply with

the requirement of appointing

a “qualified” fund custodian.
Custodians are required to hold
assets separately from their own
assets. Overall, there are some
key differences for investment
managers to consider.

Insights on working with
a custodian

In addition to custody, ancillary
services are available from a
custodian, including performance
reporting and compliance
monitoring services, and collateral
management services. Since a
custodian’s role is to hold assets
apart and to not provide leverage
services, investment managers can
be free to select any prime broker of
their choice.

Alternative fund managers that
intend to launch an alternative
fund under a simplified prospectus
may need to change their custody
arrangements as alternative funds
would be subject to the custody
requirements of NI 81-102 Part 6 -
“Custodianship of Portfolio Assets.”

Alternative fund managers should
be aware that when working with a
custodian, there may be additional
documentation or operational steps
required. Therefore, lead times,
monitoring and administration may
need to be adjusted accordingly.

Situations when a fund company
is required to have both a
custodian and a prime broker

Mutual fund companies would
traditionally have a fund’s portfolio
assets held by a custodian, however,
when launching liquid alternative
funds, as permitted under the

new NI 81-102 regulations, fund
strategies that seek leverage or
borrows for short positions would
need to involve a prime broker.
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To support this fund strategy, the custodian and
prime broker would need to work together to make
sure that assets and data are transferred seamlessly
and accurately, in keeping with industry compliance
standards.

One way to accomplish this is by entering into a tri-
party agreement, whereby long assets are held by the
custodian and a separate custody account is created for
assets pledged as collateral. Essentially, the fund would
have two custody accounts, one of which is controlled
by the prime broker, also known as the “collateral
account.” The prime broker’s authorization would be
required prior to any assets being transferred out of the
collateral account. Fund companies could find a tri-party
arrangement to be beneficial.

Moving ahead

With this regulatory change, we expect that even greater
coordination will be needed between prime brokers and
custodians. With the resulting increase of middle office
tasks, firms may choose to build upon their middle office
capabilities or consider outsourcing operational and
middle office services to a provider.

Beyond outsourcing, clients may want to look into
enhancing their internal systems, from improved
portfolio management systems to straight-through-
processing and trade order management systems, in
order to improve interfaces with service providers.

Leveraging the strength and capabilities of CIBC Mellon's
parent companies, CIBC and BNY Mellon, CIBC Mellon
offers a liquid alternatives service model that provides
prime custody administration, in addition to custody,
fund accounting, recordkeeping and securities lending.
CIBC Mellon can act as a single point of contact, greatly
improving efficiencies in our clients’ management of
their prime broker.

We are excited for the possibilities that this new
regulatory framework may bring to the Canadian market
and we look forward to continuing to provide our robust
asset servicing solutions to Canadian institutional
investors.
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Allocation to Alternative Mutual Funds

By: Jason Mann

CIO and Co-Founder,
EdgeHill Partners
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It may well prove true that the timing has never been better for the
introduction of “liquid alts.” The stark reality is that the traditional 60/40
model of stocks and bonds is broken in an environment of low interest
rates. Bonds have typically been relied upon to provide a steady rate

of return with low or negative correlation to equities. But with rates as
low as they are, the forward rate of return on bonds simply can't deliver
the same results they did in the past. Increasing the weight of equities
in one’s portfolio isn't the solution, as equities will continue to have
meaningful drawdowns that are unacceptable to an aging population.
Advisors and their clients need an alternative, and liquid alts fit the

bill. Simply put, the new 81-102 alternative mutual fund rules allow the
average investor to access risk-managed solutions at a time when these

strategies are most needed.

So, what are liquid alts an
alternative to? We view them as
alternative to bond allocations

in that they can provide an
uncorrelated return stream, similar
to what bonds used to be able to
provide, or as an alternative to
long-only equities in that they can
provide a cushion against major
market drawdowns. When properly
managed, liquid alts reduce
portfolio volatility and downside,
and improve investment outcomes,
regardless of market direction.

At EHP Funds, we are the first
manager to offer a family of

liquid alternative mutual funds in
Canada, utilizing the exemptive-
relief process to allow us to use the
proposed rules in advance of final
publishing. We have successfully
run long/short alternative strategies
for more than five years in private
funds offered under Offering
Memorandum (OM), and are
fortunate that these same strategies
fit well into the new liquid alt
structures.

We offer a range of funds, from
defensive, low-volatility funds
intended to replace a bond
allocation, to “all-weather” long/
short funds intended to replace an
equity allocation.

Our core view is that this is a
watershed moment for alternative
managers in Canada. We feel that
where a product has the attributes
that would allow it to be offered
under the new framework, the
market will ultimately demand that
a prospectus version is available,
particularly for retail distribution.
The new framework eliminates
many of the prior objections

to alternative fund adoption:

no onerous documentation,
transparency in a regulated
environment, daily liquidity, and
the ability to utilize the funds for all
clients, not just the very wealthy.
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For managers contemplating launching funds under the
new rules, there are key considerations. Is the strategy
itself is suited for the framework? Is the underlying
strategy truly liquid enough to offer daily liquidity, and
could it handle large redemptions in a short time frame?
Is the strategy scalable so that advisors can allocate to it
over the long run? Is shorting and leverage being used
to reduce risk, not enhance it? Does the manager have
the risk management and compliance infrastructure to
properly operate in a regulated environment?

Distribution and support of the product will be critical
considerations as well. In the OM environment, we
estimate there are fewer than 300 retail advisors

who truly utilize alternative as a part of their portfolio
construction. In the new liquid alt regime, there are
likely to be thousands of advisors in the addressable
market. Reaching and servicing them effectively is no
small challenge for the typically smaller managers that
offer OM funds today. Emerging managers may find that
partnering with larger firms with distribution capacity or
seeking sub-advisor relationships may better meet their
objectives than building out an independent sales staff.

There are other challenges to the new liquid alt regime.
As regulated mutual funds, these funds are more
expensive to launch, and operating in a daily liquidity
environment requires a commitment to back office
capabilities, perhaps limiting them to more established
managers. Gaining access to dealers’ shelves will take
time, and there are likely to be inconsistent and evolving
risk-rating methodologies, limiting adoption rates for
unproven strategies without existing track record.

Education will be a key factor in the adoption of these
new funds. Already, progressive bank-owed and
independent dealers are educating their advisors

on the benefits of well-run liquid alts, and we expect
that efforts will increase over time as more product
becomes available. But for many years to come, a key
part of the fund manager’s role will be to act as trusted,
knowledgeable educators on the benefits and pitfalls of
risk-managed funds.

The new liquid alt rules are in many ways the birth of a
new asset class in Canada. There will undoubtedly be
stumbles along the way, but our hope is that managers
and investors alike utilize the framework to do what it
does best: provide better risk-adjusted returns to clients,
and an alternative to traditional asset classes that may
struggle to do so.
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When the concept of Liquid Alts was first introduced by the Regulators,
there was some speculation that this would lead to opportunities for
traditional fund managers to act as the sub-advisor on new Liquid

Alt funds launched by large mutual fund complexes. To date, this
opportunity has failed to materialize. Some may argue these mutual
fund companies have a deep bench of talented portfolio managers able
to develop alternative strategies in-house. Others may say that talent or
not, they are unwilling to come out and say they need help. Or, perhaps
the idea of co-branding was simply never in the cards.

It is interesting to note that the
strategies permitted under Liquid
Alts are viewed by mutual fund
companies as a new way to be
more alternative, while a traditional
alternative manager views them as
still pretty much ‘just a mutual fund’,
albeit in the newest of un-ending
flashy new wrappers.

A great many if not the majority of
traditional alternative managers
may find the new rules still too
restrictive to do what they do best.
Whether it relates to leverage
limits or restrictions on private
investments, the core strategy of
many existing alternative funds
simply will not fit within the new
framework. In other words, a
traditional manager contemplating
the launch of a Liquid Alt fund may
find that it in fact requires a brand
new strategy, one more subdued
than they may be used to.

Selling the Funds

Traditional alternative managers
should have a solid understanding
of why they might launch a Liquid
Alt fund, what is involved, and how
it is different from what they are
used to. ‘Because everyone else is
doing it may or may not be a factor,
but should not be the sole deciding
factor.

For example, as a manager you
may be at first excited about having
a low minimum initial purchase
amount. You need to consider what
the costs are to carry this account,
and set a realistic minimum
accordingly. At the same time, you
need to be careful about having a
‘hard edit’ that rejects purchases
below the minimum; it is always
the rep with $10M AUM placing a
$1,000 buy for their child’'s RESP that
gets the reject and now you have to
spend time to calm them down and
repair the relationship.
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A better approach may be to let all purchases in, then
review account balances periodically and redeem the
small accounts you want to after looking at the big
picture.

This brings up another point: the reps that want to
give you small purchases may not be the same UHNW
discretionary reps you have worked hard to foster
relationships with. Many alt managers have raised
hundreds of millions of AUM through a hand-full of
advisors at a select few IIROC firms, all fee-based and
no one ever asked about commissions and trailer fees.
Understand that the sales effort to raise the same level
of AUM $5,000 at a time takes a lot longer, is a lot more
work, and requires a lot more relationships. Have you
installed that top of the line CRM software yet? You

will need it! Smaller tickets mean a higher volume of
everything that goes with it.

Operational Considerations

So you decided to go ahead and launch a Liquid Alt. The
excitement may last as long as the first call to your back
office administrator. Admin firms operating in Canada
are typically good at either handling daily NAV funds, or
working with alternative products, but not both. Striking
daily NAVs quickly and accurately is no simple task.
Timelines are compressed; NAVs need to be reported
out to the media by 6pmET and there is definitely no
time to review and sign off on every NAV package.

As you would expect, it costs more to value a fund 20
times per month versus once; you should expect the
NAV fee to be about double what it would be for a
similar fund valued monthly. The good news is all other
services are not impacted by daily NAVs, so those fees
should be substantially similar. This includes things like
financial statements, distribution calculations, dealing
with auditors, etc.

One important difference is an 81-102 fund is required
to prepare an “MRFP” or Management Reports of

Fund Performance. This is a disclosure type document
made available to investors and includes things like
Top-20 Holdings, Asset Mix, etc. It is routine stuff for an
administrator experienced in 81-102 funds but needs to
be completed either way.

You will also need to create a Fund Fact Sheet using
the regulator prescribed format. Important aspects

of this are data elements such as “Classification” and
“Risk Rating". These points will also be important to the
internal risk ratings assigned by various dealer firms
when adding the funds to their shelf for advisors. You
should assume most all of them will default to a ‘high’
rating at least for the immediate short term.

The good news is (presumably) since there are no
subscription agreements, the annual 45-106F1 Report of
Exempt Distribution should not be required. Matching
sub docs to purchases and recording the exemption
codes for each investor will surely be missed by all.

Looking Ahead

The Liquid Alts regime represents a huge opportunity
for the investment fund industry. Managers should tame
initial excitement and give careful consideration to how
these funds fit into their long-term business plan. This
does not mean ‘wait and see’; it means have a plan. What
you can be sure of is that ‘Alternatives’ will become an
increasingly mainstream term, but not necessarily less
mysterious to investors, so be prepared to have the
conversations. And you can be just as sure that the next
wave of demand for alternatives from dealers, advisors
and investors is only as far away as the next major
equities correction.
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Opportunities for Traditional

Alternative Managers

By: Laura Reid, CPA, CA

Partner, Audit, Financial
Services, KPMG LLP

In this exciting new market environment, there are a number of
regulatory and compliance considerations you should be aware of
as you prepare to launch an alternative mutual fund. As with the
introduction of any new product, there will most likely be increased
scrutiny by regulators on your public documents to ensure all
requirements are adhered to. As such it is increasingly important to
ensure you have the necessary resources to be able to work with

regulators through their reviews.

Offering Documents

In order to offer units to the

public, an alternative mutual

fund will be required to prepare a
simplified prospectus, an annual
information form (AIF), and a Fund
Facts document for every class or
series of the alternative mutual
fund. In addition to the disclosure
requirements under NI 81-101,
Mutual Fund Prospectus Disclosure
for a traditional mutual fund, an
alternative mutual fund is required
to disclose that it is an alternative
mutual fund on the front cover of
these documents as well as describe
the features of the mutual fund that
cause it to fall within the definition
of alternative mutual fund,
highlighting all details surrounding
the potential sources and uses of
leverage.

An alternative mutual fund may
distribute its securities under a
simplified prospectus for 1 year,
after which, a renewal must be
obtained. As part of this renewal,
an alternative mutual fund must
also file the written consent of

certain professionals, including
auditors, if that company is named
in a document incorporated by
reference as a result of having
opined on financial statements
from which selected information
is included in the simplified
prospectus.

Financial Statements

Annual audited financial statements
are required to be filed with
regulators 90 days after year end.
The Independent Auditors’ Report
included in the financial statements
will include a two-year audit opinion
as well as note specifically other
information that was prepared by
management and the auditor’s
consideration as to whether

the information is materially
inconsistent with the financial
statements. This other information
may include the Management
Report of Fund Performance, AlF
and Fund Facts. In addition, semi-
annual financial statements are
required to be filed 60 days after
the period end.
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NI 81-106, Investment Fund Continuous Disclosure, also
requires an alternative mutual fund to disclose, in its
financial statements, a brief explanation of the sources
of leverage (including cash borrowing, short selling or
the use of specified derivatives) as well as the lowest and
highest level of the aggregate exposure to those sources
during the year and an explanation of the significance to
the alternative mutual fund for holding such exposure.

Additional Supplemental Documents

Annual and interim Management Reports of Fund
Performance will need to be written and attached

to the financial statements. This report, prepared by
management, is required to include a discussion of

fund performance and results of operations, financial
highlights, key ratios, past year by year performance, and
a summary of the top holdings in the fund'’s investment
portfolio.

This report, as mandated in NI 81-106F1, Contents

of Annual and Interim Management Report of Fund
Performance has prescriptive headings, subheadings
and language that must be included when writing this
report.

Compliance Reporting

NI 81-102, Investment Funds, Part 12 requires that a
mutual fund or its principal distributor must complete
and file a report describing compliance by the mutual
fund during that financial year with the applicable
requirements of Parts 9, 10 and 11 within 140 days of
year end. Compliance will require that there is timely
transmission and receipt of purchase/redemptions
orders, ensuring the issue/sale price of the unit is

equal to the NAV per unit on the transaction date and
that there is timely receipt/payment of cash or wire
transfers. Furthermore, trust accounts must be properly
maintained with only permissible activities allowed
surrounding subscriptions, redemptions and expenses
of the alternative mutual fund to ensure that there is no
commingling of cash with the financing or operations
of a person or company providing services to the
alternative mutual fund.

A corresponding report by the auditor of the alternative
mutual fund over the compliance report must also be
obtained within the same time frame.

National Considerations

For alternative mutual funds that distribute in Québec,
key documents must also be translated into French.
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