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Introduction

For many investors allocating towards alternative assets, fund structures may not have been a
major consideration in the past. This is primarily because within the alternative assets space,
outside of hedge funds, fund vehicles have generally been closed-ended. There are, of course,
many examples of open-ended funds within the alternative assets space, but these tend to be
focused on yielding assets, such as real estate and infrastructure, with more open-ended
private credit funds emerging.

When thinking about private equity, experienced investors are generally more familiar with the
traits of closed-ended fund vehicles. They perform due diligence on a range of managers,
select their preferred partner and commit capital. They then wait for their committed capital to
be called, invested and returns harvested over a period measured in years.

This approach can bring significant benefits, such as an illiquidity premium and greater control,

as managers have the ability to nurture and grow both revenues and profits at their portfolio
companies before exiting and delivering returns for their investors. These distributions are then
often reinvested into new fund vehicles, which can help to provide diversification across
vintages. However, in an industry as innovative as alternative assets, it's unsurprising that new
approaches to fund investing have evolved.

Recently, some managers are now focusing on approaches familiar to investors in public
markets and hedge funds, with a move towards launching complimentary open-ended fund
vehicles. While these funds can bring benefits for both managers and investors, in reality, they
are likely to be considered alongside closed-ended vehicles by some investors. For other
investors — particularly those with less private markets experience — they could be a stepping
stone towards establishing an alternative investment programme.
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Source: HSBC AM, as of January 2024
Note: the above does not reflect a focused reinvestment of proceeds into new closed ended funds
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Open-ended funds

Most investors will have a target allocation (across asset classes). This can be considered an
essential part of the management of all multi-asset portfolios. When it comes to alternative
assets, open-ended funds can help investors to meet their target allocations through rapid
deployment. This is because open-ended funds will often be fully invested from day one and
investors gain exposure at net asset value (NAV), rather than capital being drawn and invested
over a period of time.

What's more, because open-ended funds generally do not have a fixed-term and will continue
in perpetuity, an investor can remain invested in a single fund for a time period that suits them.
In practice, investors may limit their exposure to a single or limited number of open-ended
funds, which does provide exposure to the asset class, but could limit the benefits of manager
diversification.

One of the key benefits of open-ended funds is a level of liquidity offered through limited
redemption mechanisms. In order to achieve this, the funds generally price their underlying
investments on a monthly basis — although this is not always the case. Given the need to
balance pricing for both sellers and buyers, it could be argued that marking valuations to
market is vitally important for open-ended funds. That said, some underlying investments, if
they are held in closed-ended underlying funds, may not be as regularly valued. In these
examples, open-ended funds could be simply a fundraising wrapper, providing exposure to
underlying funds which certain types of investors may not have had access to. In such
circumstances, there could be the perception of false liquidity at the open-ended fund level,
that may not exist at the underlying investment level. This liquidity can be revoked by the fund
manager under certain situations, for example if there is a raft of redemptions which the
manager cannot satiate from the liquidity sleeve. One point to note is that while the liquidity
sleeve is there for a specific purpose, it will also act as a drag to performance, as the fund will
not be fully invested. Furthermore, given the lower IRR on offer in many open-ended
structures, the counter argument to the nominal liquidity on offer is that an investor actually
needs to remain in an open-ended vehicle for a longer period to create commensurate returns
to a repeated closed-ended fund investment cycle.

In contrast, given that investments within closed-ended funds are not readily tradeable, there is
arguably less of an incentive or need to aggressively mark to market. Investors in closed-ended
funds generally take the liquidity hit in exchange for an illiquidity premium.

A further difference in the two types of fund structure is how performance is measured. Open-
ended funds typically use time-weighted returns (TWRs) which shows a compound rate of
growth and excludes the impact of cash flows. This approach is generally appropriate for open-
end funds, as it can accurately measure the performance of a manager, irrespective of the
pacing of invested capital over time. This contrasts with the use of internal rate of return (IRRs)
as a standard performance metric for closed-ended funds, which is a dollar-weighted metric
that takes into account the timing of cash flows.

Open-ended fund composition

As with any investment, it is important to understand the portfolio constituents of any fund.
This should be a part of any robust due diligence (DD) process. Often, an open-ended fund
might invest in other (open or closed-ended) funds managed by the same provider. In some
cases, open-ended funds will take a slice of every deal done across all the strategies a manager
operates. While this approach provides direct exposure to portfolio companies, it can reduce
the ability for investors to be selective with the strategies they believe a single manager may be
strongest in. Other open-ended funds may invest into one or several underlying funds run by
the manager, in effect, creating a multi-fund structure. Investors may be agnostic about these
approaches, but, on the whole, investors must make themselves comfortable with each of
these considerations, so their commitment to an open-ended fund is an informed one.
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Limitations to liquidity

Given markets can often reprice relatively quickly, some open-ended funds may not necessarily
be able to provide liquidity in these circumstances. In addition, should redemption requests
outweigh the liquidity available, an open-ended fund may close. This can cause further issues
around the potential disposal of the fund's best quality assets, which might be the easiest and

fastest to sell, leaving those remaining invested with the (relatively speaking) poorer quality
assets.

Take-aways on open-ended funds

Regardless of the positive and negative characteristics, these fund structures may become
more common in the alternative assets space. Particularly as they are likely to benefit from
greater recognition over time — despite the inherent risks. Managers will likely be keen to see
their acceptance widen, as these structures can broaden their offering, particularly to emerging
client types {for alternative assets), such as non-institutional high net worth and ultra-high net
worth individuals. These investor types are viewed as increasingly important across the

alternative assets industry, as some institutional investors reach or exceed their target
allocations towards alternative assets.

Anything that can be done to increase the attractiveness and availability of alternative assets
could be a driver of future industry growth. Open-ended funds are likely to be a good starting
point for many investors in their alternative asset investment programme. As they gain
experience, they could then look to develop a more sophisticated investment programme,
utilising closed-ended funds, which are structured very differently.

Closed-ended funds:

Institutional investors are generally familiar with the closed-ended nature of pooled investment

vehicles. That they are different in structure to open-ended funds is often a prized characteristic
for many investors.

While there is an inherent lack of liquidity, traditionally, investors have benefited from an
illiquidity premium from their alternative assets. Data suggests that over the long-term, private

equity and venture capital funds have outperformed public markets in the US — by a relatively
wide margin for some parts of the market.
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Source: Preqin, data as of October 2023
Any forecast, projection or target when provided is indicative only and is not guaranteed in any way.
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While open-ended funds can provide a liquidity backstop if needed (depending upon the
fund structure and any entry / exit limitations), when it comes to closed-ended fund
structures, investors need to be aware that they will have to manage their liquidity, with
uncertain timing of future capital calls. This may make managing a programme of closed-
ended fund commitments more admin-heavy, with a need for some liquidity within the
broader portfolio.

Those undertaking a programme of closed-ended alternatives fund investments, utilising
a multi-vintage programme (diversification across vintages) can enhance net returns
while reducing risk. Invested capital grows, with distributions reinvested into the next
generation of funds, delivering similar compounding effects as witnessed with some
open-ended funds’. A private investment program entails committing to new private
funds each year to maintain an allocation to private investments in perpetuity. By
diversifying across multiple vintage years, J-curve effects are mitigated as distributions
from more mature funds tend to outpace capital calls of new funds. Capital calls for new
investments are then mainly funded through recycling of capital, while a portion of cash
tends to be generated providing a buffer for environments when calls may outpace
distributions.

In addition, diversification across vintages within closed-ended funds can mean exposure
to various investments is gained across all phases of the economic cycle, avoiding the
need to aim for perfect timing upon entry and exit. This can help to boost returns, with
Burgiss research suggesting that an investment programme recycling distributions could
deliver an annual return of 14%, after being established and in a steady-state. This
represents a 4.2 multiple on committed capital and is a relatively high hurdle rate for an
open-ended fund to emulate. Burgiss research suggests that they “would expect a
perpetual capital [open-ended] fund to potentially produce a return at a slight discount to
a closed-ended private investment program.”

Note:

1. UBS Research, as of November 2023: Post | Feed | LinkedIn
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Source: Burgiss, UBS, as of November 2023
Note: Commitments to a multiple vintage year private equity program funded from cash earning 3.5% per annum and recycling of distributions from
previous vintage years. Analysis is on steady state years 10-20. Private equity is assumed to have an IRR of 17%.

Any forecast, projection or target when provided is indicative only and is not guaranteed in any way.
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https://www.linkedin.com/feed/update/urn:li:activity:7138560076109283328/

Closed-end funds often report performance using an internal rate of return (IRR). While IRR is a
relevant measure by which to track performance, many others are used too. It is not the
purpose of this paper to describe each approach in detail, but we would be remiss to ignore the
variety of return measures available.

IRR as a measure is important, as it considers cash inflows and outflows. This approach is
more appropriate for closed-ended funds given the greater level of control that managers have
over the timing and magnitude of a fund’s cash flowsZ2. To bridge the gap, many investors also
compare net multiples on invested capital (MOICs) over similar time horizons. MOICs are the
ending value of investments (including any asset sales or distributions), relative to how much
was invested over the time period, and provide another solid measure of a fund'’s performance.

All these things considered, execution is critical. It is for this reason why manager selection
skills are so important — particularly now (the data in the example below provides a snapshot of
performance, with later vintage funds likely to see IRR dispersion narrow, given these funds are
in their relative infancy). With greater dispersion between winning and losing funds ,
selecting the ‘right” manager can lead to outsize returns, compared to peers. But DD and fund
selection is not simply focused on managers alone; selecting investments across strategies can
increase diversification and limit single-manager exposure. Investors with a multi-vintage
investment programme are not only able to diversify across managers, but they can also
choose to reinvest with winning managers after they have been identified and relationships
established. However, as not all managers can repeat investment performance across every
fund they launch, it is important that the DD processes continues, to increase the likelihood of
identifying strong performing managers over the long-term.

Note:
2 Alternative asset returns — Apples, Oranges and Best Practices | J.P. Morgan Asset Management (jpmorgan.com)
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Conclusion

Just because something is difficult, doesn’t mean it should be avoided. Open-ended funds can
offer sensible trade-offs, such as lower minimum investments, no administrative burden for
capital calls, no J-curve effect and a fast route to private market exposure. As a result, these
investments can be an ideal source of exposure for those beginning their alternative investment
programme. They could then gradually introduce exposure to closed-ended funds over time as
they maximise returns.

Research shows that a long-term programme of commitments to closed-ended vehicles, with
distributions recycled into new funds, is likely to offer the potential for greater returns. While
selecting the 'right” managers might not be the easiest of tasks, it pays dividends when it
comes to performance. Committing to a well thought out and researched programme of
closed-end fund commitments, over an extended period of time, is likely to be most beneficial
for long-term investors looking to maximise returns.
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Key Risks

Risk Considerations. There is no assurance that a portfolio will achieve its investment objective or will work under all market conditions.
The value of investments may go down as well as up and you may not get back the amount originally invested. Portfolios may besubject
to certain additional risks, which should be considered carefully along with their investment objectives and fees.

*

*

lliquidity: An investment in the Fund is a long term illiquid investment. By their nature, the Fund's investments will not generally be
exchange traded. These investments will be illiquid.

Long term horizon: Investors should expect to be locked-in for the full term of the investment

Economic conditions: The economic cycle and prevailing interest rates will impact the attractiveness of the underlying investments.
Economic activity and sentiment also impacts the performance of underlying companies and will have a direct bearing on the ability
of companies to keep up with interest and principal repayments.

Loans to private companies: The Fund will invest in loans to medium sized privately owned companies. There are specific risks
associated with lending to such companies, including that they may have limited financial resources, access to capital and higher
funding costs. They may also be more vulnerable to market, key-man and other risks and their accounts are not typically published.

Valuation: These investments may have no or a limited liquid market, and other investments including those in respect of loans and
securities of private companies, may be based on estimates which cannot be marked to market until sale. The valuation of the
underlying investments is therefore inherently opaque.

Fund Risk: Investments into this Fund may, among other risks, be negatively affected by adverse regulatory developments or
reform, credit risk and counterparty risk. The credit market bears idiosyncratic risks such as borrower fraud, borrower bankruptcy,
prepayment risk, security enforceability risk, subordination risk and lender liability risk.

Investor’s Capital At Risk: Investors may lose the entirety of invested capital



Important Information

For Professional Clients and intermediaries within countries and territories set out below; and for Institutional
Investors and Financial Advisors in Canada and the US. This document should not be distributed to or relied
upon by Retail clients/investors.

The value of investments and the income from them can go down as well as up and investors may not get
back the amount originally invested. The capital invested in the fund can increase or decrease and is not
guaranteed. The performance figures contained in this document relate to past performance, which should not
be seen as an indication of future returns. Future returns will depend, inter alia, on market conditions, fund
manager’s skill, fund risk level and fees. Where overseas investments are held the rate of currency exchange
may cause the value of such investments to go down as well as up. Investments in emerging markets are by
their nature higher risk and potentially more volatile than those inherent in some established markets.
Economies in Emerging Markets generally are heavily dependent upon international trade and, accordingly,
have been and may continue to be affected adversely by trade barriers, exchange controls, managed
adjustments in relative currency values and other protectionist measures imposed or negotiated by the
countries and territories with which they trade. These economies also have been and may continue to be
affected adversely by economic conditions in the countries and territories in which they trade. Mutual fund
investments are subject to market risks, read all scheme related documents carefully.

The contents of this document may not be reproduced or further distributed to any person or entity, whether in whole or in
part, for any purpose. All non-authorised reproduction or use of this document will be the responsibility of the user and may
lead to legal proceedings. The material contained in this document is for general information purposes only and does not
constitute advice or a recommendation to buy or sell investments. Some of the statements contained in this document may
be considered forward looking statements which provide current expectations or forecasts of future events. Such forward
looking statements are not guarantees of future performance or events and involve risks and uncertainties. Actual results
may differ materially from those described in such forward-looking statements as a result of various factors. We do not
undertake any obligation to update the forward-looking statements contained herein, or to update the reasons why actual
results could differ from those projected in the forward-looking statements. This document has no contractual value and is
not by any means intended as a solicitation, nor a recommendation for the purchase or sale of any financial instrument in
any jurisdiction in which such an offer is not lawful. The views and opinions expressed herein are those of HSBC Asset
Management at the time of preparation and are subject to change at any time. These views may not necessarily indicate
current portfolios' composition. Individual portfolios managed by HSBC Asset Management primarily reflect individual
clients' objectives, risk preferences, time horizon, and market liquidity. Foreign and emerging markets. Investments in foregn
markets involve risks such as currency rate fluctuations, potential differences in accounting and taxation policies, as wellas
possible political, economic, and market risks. These risks are heightened for investments in emerging markets which are
also subject to greater illiquidity and volatility than developed foreign markets. This commentary is for information purposes
only. It is a marketing communication and does not constitute investment advice or a recommendation to any reader of this
content to buy or sell investments nor should it be regarded as investment research. It has not been prepared in accordance
with legal requirements designed to promote the independence of investment research and is not subject to any prohibition
on dealing ahead of its dissemination. This document is not contractually binding nor are we required to provide this to you
by any legislative provision.

All data from HSBC Asset Management unless otherwise specified. Any third party information has been obtained from
sources we believe to be reliable, but which we have not independently verified.

HSBC Asset Management is the brand name for the asset management business of HSBC Group, which includes the
investment activities that may be provided through our local regulated entities. HSBC Asset Management is a group of
companies in many countries and territories throughout the world that are engaged in investment advisory and fund
management activities, which are ultimately owned by HSBC Holdings Plc. (HSBC Group). The above communication is
distributed by the following entities:

. In Argentina by HSBC Global Asset Management Argentina S.A., Sociedad Gerente de Fondos Comunes de Inversién,
Agente de administracién de productos de inversién colectiva de FCI N°1;

. In Australia, this document is issued by HSBC Bank Australia Limited ABN 48 006 434 162, AFSL 232595, for HSBC
Global Asset Management (Hong Kong) Limited ARBN 132 834 149 and HSBC Global Asset Management (UK}
Limited ARBN 633 929 718. This document is for institutional investors only, and is not available for distribution to
retail clients (as defined under the Corporations Act). HSBC Global Asset Management (Hong Kong) Limited and
HSBC Global Asset Management (UK) Limited are exempt from the requirement to hold an Australian financial
services license under the Corporations Act in respect of the financial services they provide. HSBC Global Asset
Management (Hong Kong) Limited is regulated by the Securities and Futures Commission of Hong Kong under the
Hong Kong laws, which differ from Australian laws. HSBC Global Asset Management (UK) Limited is regulated by the
Financial Conduct Authority of the United Kingdom and, for the avoidance of doubt, includes the Financial Services
Authority of the United Kingdom as it was previously known before 1 April 2013, under the laws of the United
Kingdom, which differ from Australian laws;



in Bermuda by HSBC Global Asset Management (Bermuda) Limited, of 37 Front Street, Hamilton, Bermuda which is
licensed to conduct investment business by the Bermuda Monetary Authority;

in Canada by HSBC Global Asset Management (Canada) Limited which provides its services as a dealer in all
provinces of Canada except Prince Edward Island and also provides services in Northwest Territories. HSBC Global
Asset Management (Canada) Limited provides its services as an advisor in all provinces of Canada except Prince
Edward Island;

in Chile: Operations by HSBC's headquarters or other offices of this bank located abroad are not subject to Chilean
inspections or regulations and are not covered by warranty of the Chilean state. Further information may be obtained
about the state guarantee to deposits at your bank or on www.sbif.cl;

in Colombia: HSBC Bank USA NA has an authorized representative by the Superintendencia Financiera de Colombia
(SFC) whereby its activities conform to the General Legal Financial System. SFC has not reviewed the information
provided to the investor. This document is for the exclusive use of institutional investors in Colombia and is not for
public distribution;

in Finland, Norway, Denmark and Sweden by HSBC Global Asset Management (France), a Portfolio Management
Company authorised by the French regulatory authority AMF (no. GP99026) and through the Stockholm branch of
HSBC Global Asset Management (France), regulated by the Swedish Financial Supervisory Authority
(Finansinspektionen);

in France, Belgium, Netherlands, Luxembourg, Portugal, Greece by HSBC Global Asset Management (France), a
Portfolio Management Company authorised by the French regulatory authority AMF (no. GP99026);

in Germany by HSBC Global Asset Management (Deutschland) GmbH which is regulated by BaFin (German clients)
respective by the Austrian Financial Market Supervision FMA (Austrian clients);

in Hong Kong by HSBC Global Asset Management (Hong Kong) Limited, which is regulated by the Securities and
Futures Commission. This video/content has not be reviewed by the Securities and Futures Commission;

in India by HSBC Asset Management (India) Pvt Ltd. which is regulated by the Securities and Exchange Board of India;

in Italy and Spain by HSBC Global Asset Management (France), a Portfolio Management Company authorised by the
French regulatory authority AMF (no. GP99026) and through the Italian and Spanish branches of HSBC Global Asset
Management (France), regulated respectively by Banca d’ltalia and Commissione Nazionale per le Societa e la Borsa
(Consob) in Italy, and the Comisién Nacional del Mercado de Valores (CNMV) in Spain;

in Mexico by HSBC Global Asset Management (Mexico), SA de CV, Sociedad Operadora de Fondos de Inversion,
Grupo Financiero HSBC which is regulated by Comisién Nacional Bancaria y de Valores;

in the United Arab Emirates, Qatar, Bahrain & Kuwait by HSBC Global Asset Management MENA, a unit within HSBC
Bank Middle East Limited, U.A.E Branch, PO Box 66 Dubai, UAE, regulated by the Central Bank of the U.A.E. and the
Securities and Commodities Authority in the UAE under SCA license number 602004 for the purpose of this promotion
and lead regulated by the Dubai Financial Services Authority. HSBC Bank Middle East Limited is a member of the
HSBC Group and HSBC Global Asset Management MENA are marketing the relevant product only in a sub-
distributing capacity on a principal-to-principal basis. HSBC Global Asset Management MENA may not be licensed
under the laws of the recipient’s country of residence and therefore may not be subject to supervision of the local
regulator in the recipient’s country of residence. One of more of the products and services of the manufacturer may
not have been approved by or registered with the local regulator and the assets may be booked outside of the
recipient’s country of residence.

in Peru: HSBC Bank USA NA has an authorized representative by the Superintendencia de Banca y Seguros in Perd
whereby its activities conform to the General Legal Financial System - Law No. 26702. Funds have not been registered
before the Superintendencia del Mercado de Valores (SMV) and are being placed by means of a private offer. SMV
has not reviewed the information provided to the investor. This document is for the exclusive use of institutional
investors in Perd and is not for public distribution;

in Singapore by HSBC Global Asset Management (Singapore) Limited, which is regulated by the Monetary Authority
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your client categorization, please inform us. HSBC Global Asset Management (Switzerland) AG having its registered
office at Gartenstrasse 26, PO Box, CH-8002 Zurich has a licence as an asset manager of collective investment
schemes and as a representative of foreign collective investment schemes. Disputes regarding legal claims between
the Client and HSBC Global Asset Management (Switzerland) AG can be settled by an ombudsman in mediation
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refer to the Swiss Banking Association (“SBA”) Brochure “Risks Involved in Trading in Financial Instruments”;
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