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As hedge funds and mutual funds 
begin to intersect more and more, 
a large amount of attention is 
being paid to the rise of liquid 
alternatives. The attention is 
warranted. Investments in liquid 
alternatives grew by 44% in 2013, 
according to Morningstar, while 
research by Cerulli Associates 
suggests that allocations to 
alternative mutual funds could 
increase nearly fivefold over the 
next decade. It is hardly surprising 
that many hedge fund managers 
are considering expanding their 
presence in the alternative ‘40 Act 
space. The category is growing at a 
rate faster than traditional hedge 
funds-and it doesn’t appear to be 
slowing down anytime soon.

But a Field of Dreams, alternative 
’40 Act funds are not: if you build 
it, investors won’t necessarily 
come. Total assets in mutual funds 
topped $15 trillion in 2013, 
according to the Investment 
Company Institute, compared to 
just $3 trillion invested in hedge 
funds. Competition is fierce, and 
hedge fund managers who assume 
alternative mutual funds are the 
same business could end up in a 
holding pattern. Traditional hedge 
fund managers also have to 

consider that their competition 
will be not only other hedge funds, 
but also long-only mutual fund 
managers who are moving into 
liquid alternatives.

While many in the industry 
speak to the benefit of such 
investment vehicles, there are also 
voices speaking out with warnings 
and questions that deserve to be 
considered. Understanding the 
rules of engagement is a necessary 
first step for hedge fund managers 
who seek to develop their 
alternative ‘40 Act capabilities- 
listed below are five key 
considerations.

Distribution and Marketing
Until recently, hedge funds were 
prohibited from solicitation to the 
public at large. Managers 
differentiated their funds 
primarily through strategy and 

performance and attracted new 
investments through sales and 
referrals from a small network of 
investors. The JOBS Act, which 
took effect in the third quarter of 
2013, opened the door for hedge 
fund managers to market their 
funds more broadly. So far, 
though, the impact of marketing 
in hedge funds has been relatively 
muted.

By contrast, marketing is a major 
differentiator for mutual funds. By 
definition, mutual funds draw 
from a larger pool of investors 
than hedge funds, so distribution 
is also critical. Investors choose 
mutual funds differently than 
they do hedge funds, relying on 
Morningstar ratings and name 
recognition, among other 
considerations. Standing out from 
a crowd of nearly 8,000 mutual 
funds therefore requires a cohesive 
marketing strategy that hedge 
funds will need to either develop 
internally or acquire through 
distribution agreements or 
partnerships with established asset 
managers.

Strategy
Hedge fund managers who are 
considering entering the 

alternative ‘40 Act space need to 
ask themselves, “Can I fit my 
strategy into a publicly available 
structure?” Possible fund 
structures include open-end and 
closed-end, onshore and offshore, 
series trust and standalone. 
Liquidity of assets is the one key 
determinant of which structure 
fits a particular strategy.

Liquid alternatives are also 
grouped into several broad 
categories. Long/short equity, 
which grew by more than 80% in 
2013, is the most popular category, 
according to the latest annual 
survey of alternatives released by 
Morningstar and Barron’s, and 
interest is rising in other 
categories, such as multi-
alternative and nontraditional 
bonds. Unfortunately, not every 
fund easily fits into one of the 
existing categories. There’s also no 
meaningful, industry standard 
benchmark for alternatives, which 
are generally meant to be 
uncorrelated to the overall 
movement of the market. Issues of 
categorization and benchmarking 
are critical considerations that the 
industry will need to work 
through, because they impact 
distribution options and peer 
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groups of competing funds.

Distinguishing your offerings
Not only do you need to 
differentiate your alternative ‘40 
Act funds from other mutual 
funds, you also need to make sure 
they are distinct from your hedge 
funds. Investors will be less willing 
to pay the traditional 2% & 20% 
fees for a hedge fund if they can 
get comparable performance from 
a mutual fund-with greater 
liquidity- for less than 100 basis 
points. A manager with both 
higher fee and lower fee products 
will need clear differentiation to 
sustain and grow both businesses. 
One business should not 
cannibalize the other. Clearly 
distinguishing between products is 
key, and could take the form of 
different strategies, portfolio 
construction, time horizons, 
volatility, risk, and expected 
return profiles.

Providing education and 
direction to a broader audience of 
advisors and investors is another 
area where hedge funds can 

distinguish themselves. Family 
offices, institutions and ultra-
wealthy investors are already 
familiar with liquid alternatives. 
To achieve wider adoption, 
however, the industry needs to 
connect with advisors, private 
clients, and ultimately the retail 
investor universe.

Logistics and Structure
One major difference between 
mutual funds and hedge funds is 
their structure. The Investment 
Act of 1940 requires mutual funds 
to appoint a board of directors to 
oversee fund operations, 
particularly to navigate instances 
where the interests of the fund 
and its shareholders differ from 
those of its investment advisor or 
management company. Mutual 
funds are also required to have a 
third-party custodian to safeguard 
the securities that are mutually 
owned by the fund’s investors.

Hedge funds, by and large, are 
directed by a single manager or a 
handful of partners and are not 
required to have a custodian. 

Managers who are not used to 
ceding control to a board or other 
third-party may find it difficult to 
adapt to the different structure of 
a mutual fund.

Regulations and Reporting
There are several other key 

regulatory differences between 
hedge funds and mutual funds. 
Mutual funds of all sizes must 
register with the SEC, whereas 
only hedge funds with assets 
exceeding $150 million are 
required to do so. In addition, 
mutual funds are required to value 
their portfolios and price their 
securities daily. The legal structure 
of the fund and how it is created-
whether through a series trust or a 
partnership-will impact the 
specific requirements around 
regulation of the portfolio and 
transparency. There are no specific 
rules governing hedge fund 
pricing and, unlike mutual funds, 
hedge funds are not required to 
make periodic reports under the 
Securities Exchange Act of 1934.

The areas above are the major 

considerations for hedge funds 
who are thinking about starting a 
liquid alternatives fund. There are 
other factors to think about as 
well, such as culture (will the two 
worlds coexist amicably at one 
firm?); talent retention (will your 
top performers stay if they feel the 
strategic direction of the firm is 
clouded?), succession planning 
(what is the future of the hedge 
fund/liquid alts fund?), and 
investor satisfaction (can you 
assure your clients that they are all 
getting the best value?).

Hedge fund managers who 
anticipate, communicate and 
execute on these differences 
between hedge funds and mutual 
funds will be better positioned to 
capitalize on the opportunity 
presented by the alternative ‘40 
Act space.
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