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Meeting the liquidity obligations is a major issue.
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Liquid Alternatives

A barbell effect is taking shape in the 
hedge fund market, as participants and 
investors wrestle with the often conflicting 
demands of performance and liquidity.

As the 2016 JPMorgan Capital Introduction 
Group Institutional Investor Survey1 
observes: “On one end, there is a healthy 
appetite for longer lock-up vehicles 
focused on hybrid/illiquid opportunities, 
as well as for co-investment opportunities. 
On the other end, the percentage of 
respondents that invest in liquid 
alternatives (40 Act or UCITS) is growing 
steadily year over year.”

According to JPMorgan, half the survey 
respondents said they are interested in 
longer-lock hedge fund vehicles. Investors 
are drawn to their potential to generate 
higher returns and provide better access 
to specific investment ideas. Meanwhile, 
30% of respondents now invest in liquid 
alternatives. Liquidity is the primary 
reason, but lower fees are another 
attraction, notes the report.

These attractions—at a time when retail 
and institutional investors are showing 
increasing appetite for alternative 
investments—could make liquid 
alternatives as disruptive to traditional 
hedge funds as Uber has been to taxis, 
suggests Highland Capital chief 
investment officer Mark Okada2.

Satisfying demand

Investment managers of all stripes have 
been taking note. A December 2015 
survey by PwC in collaboration with the 
Alternative Investment Management 
Association (AIMA)3 found half of the UK 
hedge fund respondents and a third of US 
firms planned to launch a liquid alternative 
fund in 2016.

Hedge fund behemoth Brevan Howard is 
reported to be among those targeting the 
sector, raising cash for two money pools 
that offer daily liquidity and have no 
performance fee4.

And it is not just hedge funds. For 
instance, AXA Investment Managers 
continues to build out its AXA IM Chorus 
investment team as it seeks to satisfy client 
demand for liquid absolute return 
strategies1.

According to the PwC/AIMA report: “Some 
firms are looking for ways of bringing their 
hedge fund strategies to the broader 
market, but are put off by the burden of 
AIFMD, and therefore concentrate their 
energies on UCITS platforms, which have 
broader investor appeal and wider 
recognition as a regulated product.”

In particular, since liquid alternatives are 
suitable for both retail and institutional 
channels, firms can “target the retail and 
mass affluent markets, including the 
rapidly expanding defined contribution 
pensions fund market,” enabling them to 
gather assets and diversify their investor 
base.

Liquidity constraints

While the asset accumulation and investor 
diversification opportunities may be 
appealing, especially when the hedge 
fund sector as a whole is under pressure, 
liquid alternatives come at a price. Aside 
from the lower fees and potential 
cannibalization of their traditional hedge 
funds, using UCITS and ’40 Act structures 
brings the funds into a heavily-regulated 
environment. 

As the PwC/AIMA report points out: 
“Investment managers may need to alter 
their investment strategies to make sure 
that their investment portfolios are 
managed in compliance with regulations, 
and they will need appropriate 
infrastructure.”

Meeting the liquidity obligations is a major 
issue. Since open-ended ’40 Act funds 
provide daily liquidity, while alternative 
UCITS must offer a minimum of fortnightly 
redemptions (although many deal daily or 
weekly), there is a risk of an asset-liability 
mismatch—a risk starkly illustrated by the 
recent gatings of various property funds in 
the wake of the ‘Brexit’ vote. 
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A 2014 PAAMCO paper6 highlighted the 
problem, observing the “mismatch 
between stated ‘daily’ liquidity provisions 
and the liquidity actually available to 
investors may create bank run risk.” To 
minimize this risk, managers may be 
forced to invest in lower-returning liquid 
assets or hold cash, creating “a drag on 
returns.” 

More liquid hedge fund strategies—such 
as equity long/short or market neutral, 
merger arbitrage, managed futures and 
global macro—tend to be best suited to 
the liquid alternatives market.

Operational challenges

There are operational complications too 
when funds are subject to daily 
redemptions. While a traditional hedge 
fund may produce information for its 
investors on a monthly or quarterly basis, 
liquid alternatives need the systems, 
operating infrastructure and workflows to 
support daily processing, pricing and 
reporting.

For example, many legacy in-house and 
third-party systems rely on batch or 
overnight processes to calculate and 
produce the required figures and reports, 
such as generating accruals on fixed 
income. Those capabilities will need to run 
in real time, or at worst intraday, and be 
sufficiently scalable to cope with the 
increase in data flows. 

The fund will need daily valuations. 
Internal reporting requirements will 
change as well. For instance, cash and 

position information needed to support 
investment management decision-making 
has to be more timely, as does the upload 
of data from the firm’s accounting system 
to its front-office trading and risk systems. 
Information a fund sends to its external 
fund administrator will also need to be 
transmitted daily, and early enough in the 
day for the service provider to carry out its 
tasks.

Reconciliation bottleneck 

Any manual processes or workarounds can 
create bottlenecks that could prove 
problematic for liquid alternatives, but an 
area funds commonly wrestle with is 
reconciliations. In a daily liquidity 
environment, especially as the volumes 
through the fund increase, the 
reconciliation process has to be 
automated to ensure a management-by-
exception approach. Without fast and 
accurate reconciled data, daily reporting 
becomes impossible.

Best practice solutions

For any hedge funds moving into or 
expanding their liquid alternatives offering, 
fully integrated, automated and scalable 
front-to-back office capabilities, including 
a powerful reconciliations engine, will be 
essential. Reputation is fragile, and funds 
can ill-afford to damage it by falling short 
of their heightened regulatory and 
investor obligations.

Firms have three options for dealing with 
these operational complexities: ensure 

they can meet the requirements 
themselves by working off a high-quality 
IT infrastructure installed in-house, or by 
leveraging a comprehensive managed 
hosting solution that provides the 
sophisticated IT infrastructure; or 
outsource, so that the trades flow straight 
through to a trusted third-party provider 
with the skills and experience to alleviate 
the operational burden.

Liquidity support with 
SS&C Advent 

SS&C Advent has the tools and expertise 
to help hedge funds take advantage of the 
opportunities liquid alternatives offer. Our 
comprehensive suite of automated 
solutions encompasses all your 
functionality needs, from order 
management and trading through to 
portfolio management, performance 
measurement, reconciliations and 
reporting. Partnering with SS&C Advent 
ensures you have fingertip access to the 
capabilities and information you need to 
support your liquid alternatives funds 
efficiently, while providing the confidence 
that you can meet your regulatory and 
investor responsibilities. Users can 
implement our solutions on-site, leverage 
our industry-leading hosted capabilities, or 
take advantage of our full-service 
outsourcing offering, giving you the 
operational flexibility to thrive in this 
dynamic environment. 

Contact us to learn more.

© 2016 SS&C Technologies Holdings, Inc. WP-003-AD

Reputation is fragile, and funds can ill-afford to damage 

it by falling short of their heightened regulatory and 

investor obligations.

6 PAAMCO Perspectives, 2nd Quarter 2014, 
by Andrew Ross, Associate Director, Pacific 
Alternative Asset Management Company


