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Amid current financial market volatility, investors AUTHOR
are revisiting asset allocations in their portfolios,
hoping to identify attractive market segments
with upside potential. Morgan Stanley Investment
Management (“MSIM") views private equity in Asia
as a potential bright spot for investors that offers
the opportunity for outperformance, particularly
at the current juncture. While Asian private
equity can be a difficult segment to diligence and
access, MSIM believes that its 20+ year history
investing in private equity funds and opportunistic
investments in Asia, combined with the broader
resources of Morgan Stanley, can help bridge

this knowledge gap.! MSIM's upcoming series on
“Why Invest in Asia Private Equity?” will look

to demystify the opportunity, starting out with
“The Case for Outperformance,” which explores
some of the drivers of outperformance including
accelerated growth/leapfrog potential, valuation
arbitrage, and the opportunity for company-level
professionalization and efficiency improvement. In
subsequent papers, the team will go into further
depth on the region, covering topics such as the
opportunity for venture capital in India and the
current state of private equity in China.
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Executive Director,
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Private Equity Solutions
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INVESTMENT INSIGHT

Asian Private Equity: Where's the
Risk Premium?

Investors looking to Asia usually ask,
“Can I expect a risk premium?” In short,
yes—at least based on MSIM’s analysis.
On the surface, historical private equity
(“PE”) performance in Asia has been
shown to be on par with performance
numbers generated in other regions.
However, top-performing Asian private
equity funds show historical performance
that often exceeds top-performing North
American and European funds.? This
outperformance has generally been
delivered with lower levels of underlying
leverage, as company-level debt is less
readily available and/or less attractively
priced in Asia versus Western markets, and
private equity subscription lines of credit
are less commonly used by funds in Asia.?
General partners (“GPs”) in the region
that are able to identify the right market
opportunities and execute accordingly
have shown that they can indeed deliver
that much desired “risk premium”.

This paper covers a few of the drivers of
outperformance in Asia—accelerated and
leapfrog growth, valuation arbitrage and
efficiency improvement—and why these
observed characteristics make the Asian
market particularly attractive.

Accelerated Growth/Leapfrog
Potential

COPYCAT MODELS
ACCELERATING GROWTH

Unsurprisingly, growth is a leading factor
that makes Asia an appealing target for
private investment capital. Beyond robust
GDP growth, under-penetration in many
sectors creates opportunity for accelerated
growth. The adoption of technology within
China over the past two decades is a good
example. In the early 2000s, China’s tech
industry followed a copycat model, with
consumers adopting technology that had
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proven successful in the U.S. This trajectory
led to faster adoption; based on data from
1997-2015, ‘unicorn’ status Chinese Internet
startups took an average of four years to
reach their $1 billion valuation—versus
seven years for their U.S. counterparts.

Europe (108 funds)

North America (306 funds)

Among this cohort, 46% of Chinese
unicorns reached that status within two
years—versus only 9% of U.S. unicorns,
suggesting this hyper-accelerated growth as
the ‘norm’ rather than the exception among
successful Chinese startups.*

2 Preqin, data as of September 2022. Vintage years beyond 2017 have been excluded as performance is less mature and may be too early to tell. Note
that the data discussed here is limited to only what is reported to Preqin; as a result, the dataset may suffer from survivorship bias. Performance data
quoted represents past performance, which is no guarantee of future results, and current performance may be lower or higher than the figures shown.

2 Preqin, data as of July 2022

* Source: BCG, "Decoding the Chinese Internet” Sept 2017

2 MORGAN STANLEY INVESTMENT MANAGEMENT



TECH AS A LEAPFROG OPPORTUNITY

In addition to the “copycat” model,
Asian markets have demonstrated a
“leapfrog” phenomenon—whereby one
region replicates and rapidly improves
upon an innovation witnessed elsewhere.
For example, while China tech was
initially a copycat play, China’s Internet
sector has surpassed the U.S. in several
areas (e.g., mobile payments, online
shopping). Under-penetration of financial
services and modern retail presented an
opportunity for China to develop more
advanced solutions than what existed in
the West.

Beyond China (which is currently facing
its own challenges), “leapfrog” potential
exists in other parts of Asia. While
emerging Asian countries generally lag in
terms of adoption of traditional banking
products (e.g., credit cards),’ consumers
in emerging Asia over-index on adoption
of fintech products.® Knowledge gains
from more established regions can

serve as the foundation for even better
solutions in more emerging Asian regions.
In Indonesia, for example, stakeholders
including entrepreneurs, venture capital
(“VC”) funds and politicians, are working
in concert to pre-empt potential fintech-
related regulatory issues observed in the
U.S. and China, such as crackdowns in
the peer-to-peer lending space. This can
lead to less friction as industries grow.
Mobile solutions such as real-time online
loans to the unbanked, leveraging digital
information, cross-border transfers at
lower friction/cost, etc., are all helping
to boost financial inclusion in Southeast
Asia. “Leapfrog” tech potentially has

the ability to further accelerate growth,
thereby offering the opportunity for
outsized returns.

WHY INVEST IN ASIAN PRIVATE EQUITY? — THE CASE FOR OUTPERFORMANCE
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5 Source: Statista, data as of June 2022. Credit Card Penetration defined as percentage of people 15+ who use credit cards.
8 Source: PPRO Asia Pacific, Western and Central Europe, North America Payments and e-commerce report 2022.
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Accessing a Valuation Arbitrage
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7 An efficient market is one where the market price is an unbiased estimate of the true value of an investment.
8 Source: Bloomberg, data as of February 28, 2023.
9 Source: AVCJ, data as of September 30, 2022.
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trade at Price/Book multiples 3-7x that of
the market median.'

Further, there is a local-global arbitrage
opportunity—identifying a company

at a well-priced local market entry
valuation, repositioning the company
for global markets, and exiting at a
premium valuation commensurate with
a global company. This has played out
among Korean tech companies where
early-stage investments are limited to
local VCs, keeping valuations modest.
Companies with cutting-edge tech and
design can be positioned for Asia and/or
global expansion and sold at a premium
valuation. Similarly, Australian software
companies can be invested in at modest
high single-digit/low double-digit EV/
EBITDAS and sold on to global strategics
at premium double-digit EV/EBITDAs.

By navigating unique cultural and
geopolitical situations, arbitrage
opportunities, and positioning companies
well for exit, sophisticated GPs can
capitalize on the inefficiencies of this
market dynamic to “buy low, sell high.”

Professionalization and Efficiency
Improvement — An Additional
Source of Alpha

OPERATING EFFICIENCY - AN
OVERLOOKED RETURN DRIVER

To date, top-line revenue growth has
been the largest contributor to Asian
PE returns.! This is unsurprising,
given that until recently growth has
been easy to come by in Asian markets,

WHY INVEST IN ASIAN PRIVATE EQUITY? — THE CASE FOR OUTPERFORMANCE

making efficiency (and hence margin)
improvement less of a focus. From a GP’s
perspective, effecting operational change
requires more effort and a specialized

skill set, as well as significant influence

on a company which is often lacking in
minority stake deals (the predominant deal
type in much of Asia). However, GPs who
are willing and able to do the hard work
have an additional lever to create value

in companies and can potentially deliver
alpha above their peers. As overall GDP
growth slows, efficiency improvement will
become increasingly more important.

ASIAN BUSINESSES - RIPE FOR
PROFESSIONALIZATION

Many attributes of businesses located
in Asia are well-suited to operational
improvements that can both further
growth and increase margins. In
China, state-owned enterprises make
up approximately 40% of GDP."?
These companies have traditionally
been less nimble and commercially
focused than their private counterparts,
with many straightforward areas for
operational improvement. In Asia
overall, family businesses and small
and medium enterprises make up 85-
90% of companies."”” Many of these
businesses operate at low margins due
to limited implementation of systems
and technology. Anecdotally, as little as
five years ago, many businesses in the
region managed trucking logistics via
paper on a clipboard. Automating these
manual, inefficient processes are potential
‘easy-wins’ to improve efficiency. Going

forward, shifting macroeconomic
conditions will make efficiency initiatives
an increasingly important value driver in
Asian private equity.

Conclusion

Investing in Asian private equity

comes with a unique set of challenges
and risks beyond what this paper

has explored. Geopolitical risks,
currency risks, and exits/liquidity are
important considerations for investors
contemplating an allocation to Asian
private equity, and adequately addressing
these risks are undoubtedly key to
achieving positive performance in Asian
markets. MSIM will look to address these
risks/opportunities in future briefs.

Notwithstanding these risks, a variety

of factors—accelerated growth/leapfrog
potential in underpenetrated industries,
opaque and attractive valuations relative
to developed markets, and overlooked
opportunities for improvements in
operational efficiency—contribute to the
region’s potential for outperformance.
The market environment in the next few
years will present further dislocation

and opportunity for fundamental value
creation. Critical in this endeavor is the
identification of private equity managers
which possess the appropriate skills

and requisite experience to manage the
region’s unique challenges. For those that
can identify and partner with such private
equity managers, there exists a promising
opportunity for outperformance in

the region.

© Morgan Stanley Research, “Investor Presentation — India Banks”, November 11, 2022.
" Bain & Company, “Asia-Pacific Private Equity Report 2022".
2 Weforum.org “How reform has made China's state-owned enterprises stronger” October 2020.

377 Russell Reynolds, “Transitioning to the Next Generation: Leadership succession within family businesses in Southeast Asia”, November 2021.
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DISCLOSURES

The statements above reflect the opinions and views of the Morgan Stanley
Private Markets Solutions as of the date hereof and not as of any future
date and will not be updated or supplemented. All forecasts are speculative,
subject to change at any time and may not come to pass due to economic
and market conditions.

Information regarding expected market returns and market outlooks is
based on the research, analysis, and opinions of the investment team of
the Private Markets Solutions Team. These conclusions are speculative in
nature, may not come to pass, and are not intended to predict the future
of any specific Morgan Stanley investment.

Certain information contained herein constitutes forward-looking statements,
which can be identified by the use of forward-looking terminology such as
“may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,” “intend,”
continue” or “believe” or the negatives thereof or other variations thereon or
other comparable terminology. Due to various risks and uncertainties, actual
events or results may differ materially from those reflected or contemplated
in such forward-looking statements. No representation or warranty is made
as to future performance or such forward-looking statements.

Persons considering an alternative investment should refer to the specific
investment's offering documentation, which will fully describe the specific
risks and considerations associated with such investment.

Alternative investments typically have higher fees and expenses than other
investment vehicles, and such fees and expenses will lower returns achieved
by investors. Alternative investment funds are often unregulated, are not
subject to the same regulatory requirements as mutual funds, and are not
required to provide periodic pricing or valuation information to investors.
The investment strategies described in the preceding pages may not be
suitable for the recipient's specific circumstances; accordingly, you should
consult your own tax, legal or other advisors, both at the outset of any
transaction and on an ongoing basis, to determine such suitability.

This is prepared for sophisticated investors who are capable of understanding
the risks associated with the investments described herein and may not
be appropriate for the recipient. No investment should be made without
proper consideration of the risks and advice from your tax, accounting, legal
or other advisors as you deem appropriate.

Morgan Stanley does not render tax advice on tax accounting matters
to clients. This material was not intended or written to be used, and it
cannot be used with any taxpayer, for the purpose of avoiding penalties
which may be imposed on the taxpayer under U.S. federal tax laws. Federal
and state tax laws are complex and constantly changing. Clients should
always consult with a legal or tax advisor for information concerning their
individual situation.

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 The Observatory, 7-11 Sir John Rogerson's Quay, Dublin 2, DO2
VC42, 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.

Explore our site at www.morganstanley.com/im

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 1
1096HA, Netherlands. France: MSIM FMIL (Paris Branch), 61rue de Monceau
75008 Paris, France. Spain: MSIM FMIL (Madrid Branch), Calle Serrano 55,
28006, Madrid, Spain.
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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 () 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 (iii)
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 material is disseminated in Australia by Morgan Stanley
Investment Management (Australia) Pty Limited ACN: 122040037, AFSL No.
314182, which accept responsibility for its contents. This publication, and any
access to it, is intended only for “wholesale clients” within the meaning of
the Australian Corporations Act. Calvert Research and Management, ARBN
635 157 434 is regulated by the U.S. Securities and Exchange Commission
under U.S. laws which differ from Australian laws. Calvert Research and
Management is exempt from the requirement to hold an Australian financial
services licence in accordance with class order 03/1100 in respect of the
provision of financial services to wholesale clients in Australia

Japan: For professional investors, this document is circulated or distributed for
informational purposes only. For those who are not professional investors, this
document 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 (“|AA
This is not for the purpose of arecommendation or solicitation of transactions
or offers any particular financial instruments. Under an IMA, with respect to
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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.

© 2023 Morgan Stanley. Morgan Stanley Distribution, Inc.

CRC 5205886 Exp.11/23/2023 10363181_KC_0223
LTR





