Morgan Stanley

INVESTMENT MANAGEMENT

The Merits of Hedge Fund
Co-Investments

HEDGE FUND SOLUTIONS | INVESTMENT INSIGHT | FEBRUARY 2024

While co-investing has been a feature of the private  AuTHor
equity industry for many years, it is a relatively
new but growing trend in the hedge fund industry.
We believe that hedge fund co-investments are

an important tool to increase the total return of
portfolios, while also delivering limited correlation
to traditional asset classes and core hedge fund
strategies. Co-investments can also be used to
respond rapidly to dislocations in markets.

) JARROD QUIGLEY, CFA
Managing Director

Why are we seeing growth in hedge fund
co-investment opportunities?

Prior to the global financial crisis the hedge fund industry
experienced strong inflows. Many hedge funds enjoyed relative
freedom to pursue niche opportunities and put less liquid
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investments into side pockets. However,

in recent years, industry inflows have been
more limited and investors have been more
restrictive on permissible investments,
particularly less liquid situations (Display 1).

As a result, hedge funds have had less
discretionary capital available to deploy.
This, coupled with regulatory changes
which decreased bank and insurance
company willingness to invest in non-
traditional asset classes, led to a greater
opportunity for alternative forms of capital
to step in and fill that void. The end result
has been an increase in established hedge
funds seeking co-investment capital for
discrete opportunities that do not meet
the liquidity, concentration or asset class

guidelines of their flagship funds.

What are the benefits of introducing
co-investments?

From the investor’s perspective, fees,
transparency and correlation are key
focal points when it comes to hedge
fund allocations. In our view, co-
investments have the potential to
provide improvement on all three fronts.
Furthermore, they can provide a way
for investors to target specific exposures
and risk/return profiles that meet their
investment objectives and aren’t already
present in their portfolios. The trade-
off however is that co-investments may
introduce an element of illiquidity.

We believe co-investments offer a clear
and self-sustaining value proposition to
hedge fund managers and investors. For
hedge fund managers, co-investments
represent a new source of capital that
enables them to participate in high-
conviction opportunities that, absent
co-investment capital, they would not

be able to pursue. For investors, co-
investments offer a means of direct access
to differentiated sources of return with
potentially bespoke risk/return profiles in
addition to attractive fees, transparency
and control rights.

How do hedge fund co-investments
differ from private equity
co-investments?

The primary difference is the universe of

managers from which co-investments are
sourced. Co-investing is a mature concept
for private equity firms. Indeed, many
private equity managers have established
and often contractual processes for how
co-investments are allocated among
existing clients. Co-investing is a newer
concept for hedge funds. Most hedge
fund managers do not have a long list

of existing investors with whom they
have traditionally partnered on such
investment opportunities. At the same
time, most hedge fund allocators are

not equipped to make decisions about
co-investments. As a result, these
opportunities tend not to be as heavily
trafficked as private equity co-investments
and there tends to be greater potential for
tailoring implementation strategies.

Another important difference is the
breadth of investment strategies accessible
through each of the two categories.
Private equity co-investments typically
involve control private equity positions
that are subject to the same factors that
influence valuation of public equities.
Hedge fund co-investments represent

a diverse array of asset classes, liquidity
profiles and risk. They can be “risk-

on” or “risk-off” and everything in
between. They can range from publicly
traded equity and debt to non-traded
investments, such as litigation finance
and reinsurance, which have no
correlation to traditional assets classes.
For this reason, we would generally
expect that hedge fund co-investments
would have lower correlation to global
equities than private equity co-
investments. Hedge fund co-investments
also tend to have shorter holding periods
than private equity co-investments.

How are hedge fund
co-investments sourced?

Sourcing is entirely dependent upon
having access to a robust network of
idea-generators. The most obvious
sourcing channel comes from hedge

fund managers with whom an investor
has existing primary fund investments.
However, it is increasingly common

for hedge fund managers to solicit co-
investment capital directly from allocators
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with whom no primary fund relationship
exists. This is happening because few
hedge fund managers have existing
investors with active co-investment
programs and managers recognize co-
investments as an opportunity to broaden
their client base and support future
business growth.

What are the key barriers to entry?

While we believe there are many potential
benefits to making co-investments, we see
four key barriers to entry:

1. SOURCING: Having a wide network of
existing hedge funds—idea generators—
and a pipeline for new ones is critical.
The greatest advantage in this space
comes from the luxury of choice, having
access to a wide range of potential
opportunities and being selective.

2. ANALYSIS: Co-investing requires
integrating a hedge fund manager
due diligence framework with asset-
specific underwriting. Many hedge
fund investors are not structured
or resourced to support this two-

pronged approach.

3. EXECUTION: Co-investing requires
efficient and time-sensitive decision
making, often over the course of mere
days. In addition, legal documentation
and vehicle structuring must be
accomplished far more rapidly than is
required in traditional fund investing.

4. CAPITAL FLEXIBILITY: Co-investments
are often presented because the hedge
fund manager has constraints on size
and/or liquidity that prevent inclusion
of these ideas in a main fund. Investors
with a broad mandate and appetite to be
flexible around these parameters may be
able to maximize their opportunity set.

How is alignment typically achieved
with the hedge fund manager?

Generally, alignment is achieved in two
ways. It can come from assurance that
a manager has “skin in the game” by
investing personal capital alongside that
of external investors. It can also come
through fee structures that are akin to



“sweat equity.” There are a wide range
of fee structures (including no fees),
but structures are typically a skewed
performance hurdle whereby a manager
is only compensated if the investment
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is to potentially increase expected return. Conclusion
Secondary benefits may include improving
transparency, reducing average fees, and
introducing targeted exposures that are

not correlated to existing allocations.

In our view, hedge fund co-investments
have a distinct role to play in well-
balanced portfolios, offering important

achieves the investor’s objectives.

The trade-offs are that co-investments
are resource-intensive and require quick

What is the role of co-investments
in client portfolios? What are the
trade-offs?

We believe the primary role of hedge fund

co-investments can play in client portfolios

"Diversification does not eliminate the risk of loss.

response times. In addition, they can have
higher risk and exhibit wider distributions
of outcomes than traditional fund
investments. Finally, co-investments may
require more onerous liquidity.

diversification benefits to traditional asset
classes, hedge funds, and opportunistic
investments.! We believe that hedge

fund co-investing will continue to
present itself as a valid and growing
investment opportunity set and reach

the level of adoption currently found in
private equity.

DEFINITIONS

Correlation: Statistical measure of the degree to which the movements of
two variables are related.

Dispersion: A term used in statistics that refers to the location of a set of
values relative to a mean or average level. In finance, dispersion is used to
measure the volatility of different types of investment strategies. Returns
that have wide dispersions are generally seen as more risky because they
have a higher probability of closing dramatically lower than the mean. In
practice, standard deviation is the tool that is generally used to measure
the dispersion of returns.

Equity Long Short: A group of strategies that tend to focus on buying
equities that are expected to increase in value and selling short equities
that are expected to decrease in value.

Global Macro: A group of strategies that tend to incorporate directional
trading in relatively liquid investment instruments. Global Macro strategies
tend to attempt to anticipate global macroeconomic events, generally using
all markets and instruments to generate returns, and generally undertaking
fundamental analysis.

Risk-On and Risk-Off: Terms refer to investor tendency to seek or shun
assets they perceive to have greater than normal market risk.

Volatility: A statistical measure of the tendency of a market or security to
rise or fall sharply within a period of time — usually measured by standard
deviation.

IMPORTANT DISCLOSURES

Past performance is no guarantee of future results. The returns referred
to herein are those of representative indices and are not meant to depict
the performance of a specific investment.

There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to invest
for the long-term, especially during periods of downturn in the market.

A separately managed account may not be appropriate for all investors.
Separate accounts managed according to the particular Strategy may include
securities that may not necessarily track the performance of a particular
index. Please consider the investment objectives, risks and fees of the
Strategy carefully before investing. A minimum asset level is required.

For important information about the investment managers, please refer
to Form ADV Part 2.

The views and opinions and/or analysis expressed are those of the author
or the investment team as of the date of preparation of this material and
are subject to change at any time without notice due to market or economic
conditions and may not necessarily come to pass. Furthermore, the views will
not be updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after
the date of publication. The views expressed do not reflect the opinions
of all investment personnel at Morgan Stanley Investment Management
(MSIM) and its subsidiaries and affiliates (collectively “the Firm"), and may
not be reflected in all the strategies and products that the Firm offers.

Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns

and market outlooks is based on the research, analysis and opinions of
the authors or the investment team. These conclusions are speculative in
nature, may not come to pass and are not intended to predict the future
performance of any specific strategy or product the Firm offers. Future
results may differ significantly depending on factors such as changes in
securities or financial markets or general economic conditions.

This material has been prepared on the basis of publicly available information,
internally developed data and other third-party sources believed to be
reliable. However, no assurances are provided regarding the reliability
of such information and the Firm has not sought to independently verify
information taken from public and third-party sources.

This material is a general communication, which is not impartial and all
information provided has been prepared solely for informational and
educational purposes and does not constitute an offer or arecommendation
to buy or sell any particular security or to adopt any specific investment
strategy. The information herein has not been based on a consideration of any
individual investor circumstances and is not investment advice, nor should it
be construed in any way as tax, accounting, legal or regulatory advice. To that
end, investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.

Charts and graphs provided herein are for illustrative purposes only. Past
performance is no guarantee of future results.

The indexes are unmanaged and do not include any expenses, fees or sales
charges. Itis not possible to invest directly in anindex. Any index referred to
herein is the intellectual property (including registered trademarks) of the
applicable licensor. Any product based on an index is in no way sponsored,
endorsed, sold or promoted by the applicable licensor and it shall not have
any liability with respect thereto.

This material is not a product of Morgan Stanley's Research Department
and should not be regarded as a research material or a recommendation.

The Firm has not authorized financial intermediaries to use and to distribute
this material, unless such use and distribution is made in accordance with
applicable law and regulation. Additionally, financial intermediaries are required
to satisfy themselves that the information in this material is appropriate
for any person to whom they provide this material in view of that person’s
circumstances and purpose. The Firm shall not be liable for, and accepts no
liability for, the use or misuse of this material by any such financial intermediary.

This material may be translated into other languages. Where such a translation
is made this English version remains definitive. If there are any discrepancies
between the English version and any version of this material in another
language, the English version shall prevail.

The whole or any part of this material may not be directly or indirectly
reproduced, copied, modified, used to create a derivative work, performed,
displayed, published, posted, licensed, framed, distributed or transmitted
or any of its contents disclosed to third parties without the Firm's express
written consent. This material may not be linked to unless such hyperlink
is for personal and non-commercial use. All information contained herein
is proprietary and is protected under copyright and other applicable law.
Eaton Vance is part of Morgan Stanley Investment Management.
Morgan Stanley Investment Management is the asset management division
of Morgan Stanley.
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DISTRIBUTION

This material is only intended for and will only be distributed to persons
resident in jurisdictions where such distribution or availability would not
be contrary to local laws or regulations.

MSIM, the asset management division of Morgan Stanley (NYSE: MS), and
its affiliates have arrangements in place to market each other’s products
and services. Each MSIM affiliate is regulated as appropriate in the
jurisdiction it operates. MSIM's affiliates are: Eaton Vance Management
(International) Limited, Eaton Vance Advisers International Ltd, Calvert
Research and Management, Eaton Vance Management, Parametric Portfolio
Associates LLC and Atlanta Capital Management LLC.

This material has been issued by any one or more of the following entities:

EMEA:
This material is for Professional Clients/Accredited Investors only.

In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund
Management (Ireland) Limited ("“FMIL"). FMIL is regulated by the Central
Bank of Ireland and is incorporated in Ireland as a private company limited
by shares with company registration number 616661 and has its registered
address at 24-26 City Quay, Dublin 2, DO2 NY19, Ireland.

Outside the EU, MSIM materials are issued by Morgan Stanley Investment
Management Limited (MSIM Ltd) is authorised and regulated by the Financial
Conduct Authority. Registered in England. Registered No. 1981121. Registered
Office: 25 Cabot Square, Canary Wharf, London E14 4QA.

In Switzerland, MSIM materials are issued by Morgan Stanley & Co.
International plc, London (Zurich Branch) Authorised and regulated by
the Eidgendssische Finanzmarktaufsicht (‘FINMA"). Registered Office:
Beethovenstrasse 33, 8002 Zurich, Switzerland.

Outside the US and EU, Eaton Vance materials are issued by Eaton Vance
Management (International) Limited (“EVMI") 125 Old Broad Street, London,
EC2N1AR, UK, which is authorised and regulated in the United Kingdom by
the Financial Conduct Authority.

Italy: MSIM FMIL (Milan Branch), (Sede Secondaria di Milano) Palazzo
Serbelloni Corso Venezia, 16 20121 Milano, Italy. The Netherlands: MSIM FMIL
(Amsterdam Branch), Rembrandt Tower, 11th Floor Amstelplein 1T1096HA,
Netherlands. France: MSIM FMIL (Paris Branch), 61rue de Monceau 75008
Paris, France. Spain: MSIM FMIL (Madrid Branch), Calle Serrano 55, 28006,
Madrid, Spain. Germany: MSIM FMIL, Frankfurt Branch, Grosse Gallusstrasse
18, 60312 Frankfurt am Main, Germany (Gattung: Zweigniederlassung (FDI)
gem. § 53b KWG). Denmark: MSIM FMIL (Copenhagen Branch), Gorrissen
Federspiel, Axel Towers, Axeltorv2, 1609 Copenhagen V, Denmark.

MIDDLE EAST:

Dubai: MSIM Ltd (Representative Office, Unit Precinct 3-7th Floor-Unit
701and 702, Level 7, Gate Precinct Building 3, Dubai International Financial
Centre, Dubai, 506507, United Arab Emirates. Telephone: +97 (0)14 709 7158).

This document is distributed in the Dubai International Financial Centre by
Morgan Stanley Investment Management Limited (Representative Office),
an entity regulated by the Dubai Financial Services Authority (DFSA). It is
intended for use by professional clients and market counterparties only.
This document is not intended for distribution to retail clients, and retail
clients should not act upon the information contained in this document.

This document relates to a financial product which is not subject to any
form of regulation or approval by the DFSA. The DFSA has no responsibility
for reviewing or verifying any documents in connection with this financial
product. Accordingly, the DFSA has not approved this document or any other
associated documents nor taken any steps to verify the information set out
in this document, and has no responsibility for it. The financial product to
which this document relates may be illiquid and/or subject to restrictions on
its resale or transfer. Prospective purchasers should conduct their own due
diligence on the financial product. If you do not understand the contents of
this document, you should consult an authorised financial adviser.

U.S.: NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY |
NOT A DEPOSIT

Latin America (Brazil, Chile Colombia, Mexico, Peru, and Uruguay)

Explore our site at www.morganstanley.com/im

This material is for use with an institutional investor or a qualified investor
only. Allinformation contained herein is confidential and is for the exclusive
use and review of the intended addressee, and may not be passed on to
any third party. This material is provided for informational purposes only
and does not constitute a public offering, solicitation or recommendation
to buy or sell for any product, service, security and/or strategy. A decision
to invest should only be made after reading the strategy documentation
and conducting in-depth and independent due diligence.

ASIA PACIFIC

Hong Kong: This material is disseminated by Morgan Stanley Asia Limited for
use in Hong Kong and shall only be made available to “professional investors”
as defined under the Securities and Futures Ordinance of Hong Kong (Cap
577). The contents of this material have not been reviewed nor approved by
any regulatory authority including the Securities and Futures Commission
in Hong Kong. Accordingly, save where an exemption is available under the
relevant law, this material shall not be issued, circulated, distributed, directed
at, or made available to, the public in Hong Kong. Singapore: This material
is disseminated by Morgan Stanley Investment Management Company and
should not be considered to be the subject of an invitation for subscription or
purchase, whether directly or indirectly, to the public or any member of the
public in Singapore other than (i) to an institutional investor under section
304 of the Securities and Futures Act, Chapter 289 of Singapore (“SFA";
(i) to a “relevant person” (which includes an accredited investor) pursuant
to section 305 of the SFA, and such distribution is in accordance with the
conditions specified in section 305 of the SFA,; or (ii) otherwise pursuant to,
and in accordance with the conditions of, any other applicable provision of the
SFA. This publication has not been reviewed by the Monetary Authority of
Singapore. Australia: This materialis provided by Morgan Stanley Investment
Management (Australia) Pty Ltd ABN 22122040037, AFSL No. 314182 and
its affiliates and does not constitute an offer of interests. Morgan Stanley
Investment Management (Australia) Pty Limited arranges for MSIM affiliates
to provide financial services to Australian wholesale clients. Interests will only
be offered in circumstances under which no disclosure is required under the
Corporations Act 2001(Cth) (the “Corporations Act”). Any offer of interests
will not purport to be an offer of interests in circumstances under which
disclosure is required under the Corporations Act and will only be made to
persons who qualify as a “wholesale client” (as defined in the Corporations
Act). This material will not be lodged with the Australian Securities and
Investments Commission.

Japan: For professional investors, this material is circulated or distributed for
informational purposes only. For those who are not professional investors, this
material is provided in relation to Morgan Stanley Investment Management
(Japan) Co,, Ltd. ("MSIM)")'s business with respect to discretionary investment
management agreements ("IMA”") and investment advisory agreements ("IAA").
This is not for the purpose of a recommendation or solicitation of transactions
or offers any particular financial instruments. Under an IMA, with respect to
management of assets of a client, the client prescribes basic management
policies in advance and commissions MSIM]J to make all investment decisions
based on an analysis of the value, etc. of the securities, and MSIM]J accepts
such commission. The client shall delegate to MSIM) the authorities necessary
for making investment. MSIMJ exercises the delegated authorities based
on investment decisions of MSIMJ, and the client shall not make individual
instructions. Allinvestment profits and losses belong to the clients; principal
is not guaranteed. Please consider the investment objectives and nature of
risks before investing. As an investment advisory fee for an IAA or an IMA,
the amount of assets subject to the contract multiplied by a certain rate
(the upper limit is 2.20% per annum (including tax)) shall be incurred in
proportion to the contract period. For some strategies, a contingency fee
may be incurred in addition to the fee mentioned above. Indirect charges also
may be incurred, such as brokerage commissions for incorporated securities.
Since these charges and expenses are different depending on a contract and
other factors, MSIMJ cannot present the rates, upper limits, etc. in advance.
All clients should read the Documents Provided Prior to the Conclusion of a
Contract carefully before executing an agreement. This material is disseminated
inJapan by MSIM, Registered No. 410 (Director of Kanto Local Finance Bureau
(Financial Instruments Firms)), Membership: the Japan Securities Dealers
Association, The Investment Trusts Association, Japan, the Japan Investment
Advisers Association and the Type Il Financial Instruments Firms Association.
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